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STRATEGY, PREDATION, AND ANTITRUST ANALYSIS: AN INTRODUCTION

Steven C., Salopl

. bg - e

The mainstream of industrial organization economics has bégﬁn
to deal explicitly with dynamic interdependencies among oligopo-
listic sellers. Traditional analysis focused on oligopolistic
interaction at a single moment of time among sellers whévigndféd
the responses of rivals. Sellers are now more often viewed as
sophisticated business strategists who take into account rivals'
likely responses when evaluating alternative courses of action and
who formulate tactics contingent on the dynamics of competitive.
forces in the marketplace. Economiéts'-increased sophistication
is reflected in their greater reliance on dynamic models developed
by mathematical game theorists and the greater attention paid to

the logical consistency of their analysis.

1 Visiting Professor of Economics and Law, Georgetown University
Law Center, and Associate Director of Special Projects at the FTC
at the time of the conference. I would like to thank Richard '
Craswell, Frank Easterbrook, Mark Fratrik, Judith Gelman, David
Scheffman, Robert Pitofsky, and Tom Sullivan for helpful comments
and conversations. I have also benefited from reading Oliver
Williamson's interesting papers, "Wage Rates as a Barrier to
Entry: The Pennington Case,” 82 Q. J. Econ. 85 (1968) and
"Antitrust Enforcement: Where It's Been, Where It's Going,"
University of Pennsylvania discussion paper (May 1981), as well as
James V, Delong's "The Role, If Any, of Economics in Antitrust
Enforcement, " Southwestern Law Review (forthcoming).




This new "strategic" approach has important implications for

antitrust because it is more sophisticated and complete., For

example, in contrast to the o0ld "structuralist" approach of Bain?

and his followers, detailed modeling of oligopoly cbnduct changes
the focus of antitrust rules. Under strategic analysis, the
existence of barriers to entry is viewed as a necessary, but not
sufficient, first step to finding competzZiQQ injury. Once this
structural "first tier" is passed, "second tier" analysis of the
competitive and welfare implications of the questioned conduct
must be undertaken.3 On the other hand, the existence of pro-'
competitive "efficiencies" is not considered a sufficient
" defense4 but rather must be balanced against any competitive
harms uncovered. Thus, this new approach is hostile to per gg
rules. At the same time, economists are beginning to understand
the demands of'the Rule of Reason--that it be "focused on the
challenged restraint's impact on competitive conditions. ">
Development of simple tesfs based on observable conduct is rising

toward the top of mahy industrial economists' agendas.

2 J. Bain, Industrial Organization (1959).

3 fThis division into two tiers is developed in P. Joskow and

A. Klevorick, "A Framework for Analyzing Predatory Pricing
Policy," 89 Yale L. J. 213 (1979).

4 Cf. R. Posner, "The Next Step in the Antitrust Treatment of
Restricted Distribution: Per Se Legality," 48 U. Chi. L. Rev. 6
(1980) . :

5 National Society of Professional Engineers v. United States,
435 U,S. 688,
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The new approagh permits analysis of some issues that were
too complex or too éubtle to be handled with less sophisticated’
tools. As this volume illustrates, economists are now developing
a framework to evaluate strategies involving firms which interact
in multiple markets. Study of the "institutional" structure of
the markétplace is also beginning, thus permitting a finer under-
standing of possible "plus" factors tha¥ might improve oligopo- -
lists' chances of successful consciously parallel conduct.

It is important that antitrust enforcement agencies keep
abreast of the latest developments in economic analysis. Because
of the likely importance of this new strategic analysis, the
Bureaus of Economics and Competition jointly sponsored a staff
seminar on these new developments. The conferenée was held on
June 5 and 6, 1980. The primary purposes of the conference were
(1) to repoft to staff attorneys and economists on the "strategic"”
approach, (2)'to provide academic researchers with an opportunity
to hear practicing litigators react to their work, and (3) to
facilitate further research, both at academic institutions and at
the FTC, into the theory and practical application of strategic |
antitrust analysis.

This volume contains the proceedings of that conference plus
some added contributions included for completeness. The seven
papers presented at the conference provide the background and
theory underlying strategic antitrust analysis, applications of

that analysis to some specific antitrust problems, and some new




tools to carry out the analysis, as well as discussion gnd
commentary on the theoretical and practical impiications of phe,
approach. These papers were prepared by some of the leading
reseérchérs in their respective specialties. Commentary was
provided by a diverse group of legal and economic researchers and

practitibners.6

I

OVERVIEW
The volume is organized into four main.sections: Background

and Overview, Applications to Antitrust Analysis, New Tools for

Strategic Analysis, and Roundtable Discussion. In the first

section, the paper by A. Michael Spence piaces the concepts of
entry deterrence and predation into the larger context of
strategic marketplace competition. Earlier research by Spence on
entry deterrence represents an important focal point for strategic
analysis.7 In the paper presented at‘the conference, he provides
a useful map oﬁhthe field(‘inéluding the relationéhip of research
into predatqry,practices to experience curve analysis and inter-
national competition. He also emphasizes the limitations of
antitrust in regqulating strategic competition. The commentaries
by William Comanor and Wesley Liebeler nicely complement Spence's

analysis. To Comanor, Spence's analysis "lends credence" to the

6 Richard Craswell's commentary was prepared after the confer-
ence. The comments given at the conference by Bruce Owen and
Robert Reich were not prepared for publication.

7 A. M. Spence, "Entry, Investment and Oligopolistic Pricing," 8
Bell J. Econ, 534 (1977).
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much discussed and sometimes maligned Alcoa decision. To
Liebeler, the analysis implies the market "is not doing badly on"
its own."

The paper by James Hurwitz, William Kovacic, Thomas Sheehan,
and Robert Lande supplies some basic legal background by discuss-
ing the recent predation cases, the approaches of different courts
to them and the standards of conduct that. are beginning to be
defined. George Hay provides a parallel review of the academic
debate over predatory pricing. Hay also raises the provocative
point that entry by less efficient rivals may be procompetitive..
However, he does not propose a specific standard to incorporate
this complication into the law.

The next section of the volume applies the general theories
of strategic behavior»to specific antitrust problems. Richard
Gilbert analyzes preemptive patenting and other conduct centered
on strategic patent accumulation. 1In addition, he surveys both
the theoretical and the empirical literature to gauge the effect
_of preemptive patenting on economic efficiency and on monopoly
power. Gilbert concludes that because identification of exclu-
sionary patenting strategies is difficult, a conservative enforce-
ment approach is appropriate. Commentary on Gilbert's paper is
provided by Richard Craswell and F. M. Scherer. Craswell genera-'
lizes Gilbert's analysis to mergers with rivals and acquisitions
of scarce resources such as mineral deposits. Craswell ;lso

discusses the conceptual relationship between preemption and



traditional predatory pricing theory. Scherer takes exception to

Gilbert's application of the theoretical paradigm to more complex

marketplace structures involving multiple, possibly complementaryb

patents. Scherer also offers a brief defense of the FTC's Xerox
settlement.

?he paper by Janusz Ordover and Robert Willig begins by
discussing a general standard for.judging%bf;dation. To do so,
they first provide an analysis of the relationship between

irreversible investments and entry barriers. 1In a sense, their

standard is an extension of Areeda and Turner's standard to more

complex, strategic conduct. The authors go on.to apply their
analysis to some antitrust issues invoiving product_innovation,
including the préduction of components incompatible with a new
entrant's equipment; They formulate a number of tests for ascer-
taining whether an innovation, or the R. & D. leading to an
innovation, should be prohibited. Among their most provocative
insights is the observation that it may be predatory to set high
prices for products complementary to the entrant's brands.
Commentary on this paper is prdvided by Frank Easterbrook and
David Scheffman. Both discussants question the economic validity
of Ordover and Willig's general standard because the authors
neither base it on nor relate it to economic welfare and because
it is too broadlto satisfy the requirements of a focused rule of
reason. The commentators also raise some issues regarding the

application of the general standard to product innovation.
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Section III supplies two tools new to the study of strategic
interaction-—industr; histories and laboratory experiménts.
Michael Porter draws on both his economics and his business-school
expertise in applying the industry-history approach to antitrust
analysis. An industry history is a careful reconstruction of the
dvnamics of strategic interaction among established rivals and
potential entrants. Porter discusses a'Variety of strategic
concepts, including the product portfolio, the experience curve,-
and strategic heterogeneity.8 He illustrates the industry method
with a brief case study of the disposable-diaper industry. The -
case study, as well as the general discqssion, focuses on tacit
collusion as well as entry deterrence. This unified treatment
illustrates thebcommon strategic foundation of these two areas.
The commentaries by Robert Stoner and Lawrence Sullivan elaborate
on Porter's implicitvconduct standards and the general relation-
ship of business strategy studies to antitrust economics.

The paper by Charles Plott surveys the use of laboratory
experiments as a tool for analyzing strategic interaction in
oligopoly markets. Analysis of experimental markets can sometimes
demonstrate the ways in which industrial market structures and

marketplace institutions influence strategic interaction and the

8 fTwo excellent complements to Porter's analysis are E. Morrison,
"An Introduction to Four Business Strategy Models," and R.
Craswell, "Antitrust Policy Issues Raised by Some Business
Strategy Models," Policy Planning Issue Papers, Office of Policy
Planning, Federal Trade Commission (1980).
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prices resulting from that interaction. Two of Plott's most
exciting results go to-the heart of current antitrust contro-
versies. First, in the absence of communication among sellers,
auction-type bidding markets achieve highly competitive outcomes
with as few as four sellers. Second, industrywide adoption of
contractual provisions such as advance notification of price
increasés and buyer protection clauses can-have the effect of
increasing market prices. This is a provocative paper, since it
suggests that use of experimental analysis could complement tradi-
tional investigations in some antitrust cases, especially those
involving facilitating praétices. Experimental market analysis
might be used in litigation to raise presuﬁptions and suggest
guantitative comparisons, as well as to provide a formidable tool
for economic research into the institutional structure and
behavior of oligopoly markets. Vernon Smith's and John Kirkwood's
comments assess a number of the implications of the experimental
approach for antitrust enforceﬁent and its potential for providing
credible evidence in antitrust cases.

The fourth section of the volume contains the edited tran-
script of the roundtable discussion that closed the conference.
Chaired by Robert Pitofsky, the roundtable included as partici-
pants Josh Greenberg, Paul Joskow, Alvin Klevorick, and Don
Turner, as well as the previously mentioned Frank Easterbrook,
George Hay, and Janusz Ordover. The roundtable format permitted a

less technical discussion of some of the policy issues raised by

B
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the conference papers and the predatory pricing debate conducted

here and elsewhere.
Finally, the Commission's Du Pont decision has been included
in the volume as an appendix. Although Du Pont was not decided
‘before the conference, the complaint supplied a natural backdrop
for -a number of the authors and commentators. In addition, the

economic sophistication with which it approaches the rule of

reason represents a contribution to the debate.

THE ISSUES ;

To place the strategic approach and the papers included in
this volume into sharper focus, it is ﬁseful to introduce in
detail some of the issues raised at the conference. The remainder
of this essay carries out that task. Not every point is covered
here. Instead, the discussion focuses on a few main areas-—the
significance_of uncertainty and information imperfections in
strategic analysis, nonpriée conduct over time, and prédatory
conduct in a multimarket setting. The latter analysis charac-

terizes a wide class of cases as input market predation. These

issues are taken up in turn.
Any modern discussion of predatory conduct must begin with
Areeda and Turner's seminal article.? Few scholarly works have

had so much influence on such a diverse group of researchers and

9 Pp. Areeda and D. Turner, "Predatory Pricing and Related
Practices Under Section 2 of the Sherman Act," 88 Harv. L. Rev,
697 (1975), hereafter referred to as Areeda and Turner.

-9-
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practitioners in so short a time., More than any other article, it
has led courts to beéin taking an economic view of predétién,
either by actually adopting the rule or by using it as a starting
point. 1Indeed, the progress the courts have made in the past 6
years in increasing their own economic sophistication has been
dramatj.c.10 The Areeda and Turner article has also been a étrong
source of stimulation for economists,-spgaﬁiﬁg a variety of |
commentary and further research. As Don Turner observed in the

roundtable discussion, the article "brought the economists out of

&

the woods. "1l Althoﬁgh all the economists contributing to the
debate take some exception either to Areeda and Turner's static,
nonstrategic mode of analysis or to the policy recommendations
drawn from that énalysis, all have benefited from the path they
have provided.

Areeda and Turner rely on economic authorities that view
"classical" predatory pricing with considerable ékepticism. @
Economist cqmmentators such as John McGee and Lester Telser, and

subsequent legal commentators such as Robert Borkl?2 have argued

10 por a recent example, see Judge Kaufmaﬁ's decision in
Northeastern Telephone Co. v. American Telephone and Telegraph,
published in ATRR No. 1017 (June 4, 1981) at F 1.

11 Roundtable, p. 632. , &

12 McGee, "Predatory Price Cutting: The Standard 0il (N.J.)
Case," 1 J. Law & Econ. 137 (1958);: L. Telser, "Cutthroat
Competition and the Long Purse," 9 J. Law & Econ. 259 (1966); R.
Bork, The Antitrust Paradox (1980) at 149-79. For the most recent
and most complete version of this argument, see F. Easterbrook,
"Predatory Strategies and Counterstrategies,”" 48 U. Chi. L. Rev.
263 (1981).

-10-



that except perhaps in the unusual case in which an incumbent
predator has superior access to financial resoutrces (a‘"deeper““
pocket"), an incumbent cannot use below-cost pricing to perma-
nently and profitably drive out of the industry an entrant who is
équally efficient, sophisticated, and strong-willed. A sophisti-
cated entrant realizes that the predator's losses from below-cost
pricing must exceed its own, as long as the entrant's market share
is smaller and the entrant is equally efficient in every way. By
borrowing from an equally strong-willed and sophisticated banker, -
the entrant can finance its smaller losses until the predator - .
finally accommodates its entry.13 Faced with the realization that
the entrant is committed to full-scale entry and that such a
commitment is less costly to the entrant than prédation is to
itself, a rgtional incumbent would indeed let up. Having lost
considerable sums in its futile attempt to stem entry, the incum-
‘bent would fegret ever having attempted to dislodge the entrant
with below-cost prices. Once burned, it would not risk the
exercise in thevfuture, nor would any other incumbent who under-

stood the power of an entrant's sophisticated resolve. By this

13 7The entrant's losses, which depend on the quantity it sells,
could be further reduced if the entrant decreases its production.
The ability of the entrant to minimize its losses in this way
depends on whether it can maintain an effective commitment to the
industry even by producing little or no output, but not scrapping
its sunk costs. As Ordover and Willig point out in their paper,
rigorous analysis of this issue requires a distinction between an
entrant with industry-specific capital and one without that
capital. See Ordover-Willig, p. 305.

-11-
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argument, under the assumed circumstances, pure price predation
without more is self:deterring in nature. Because it should tﬁds
be rare, this theory lends support to policy arguments favoring
adoption of a conservative rule, one that errs in favor of the
defendant rather than the plaintiff.

The commentary critical of the Areeda and Turner rule is

(&)

voluminous.14 Fundamental criticisms haue . been levied against

their single-market, static analysis of a phenomenon that can also

be dynamic and involve multiple markets., Because most of these

criticisms are thoroughly discussed by George Hay and others in e
this volume and throughout the literature, 1> it is not necessary

to recite the full litany here. Instead, this discussion centers

@i

on three particular issues that have received less attention.

First, the McGee-Telser-Bork theory is based on an assumption |
that both the plaintiff-entrant and other potential entrants are
perfectly infdrﬁed about their profit prospects and the degree of e
competition or tééit collusion that will occur after entry. In
the absence of such perfect information, the logical consistehcy
of their theory breaks down. As discussed below, in a world with ¢

uncertainty and imperfect information, price predation can become

14 Fror a recent list, see Joskow-Klevorick, note 3 supra. Many
of the important articles are reported in 10 Journal of Reprints
for Antitrust Law and Economics (1980).

15 0. E. Williamson, "Predatory Pricing: A Strategic and Welfare
Analysis," 87 Yale L. J. 284 (1977) and R. Posner, Antitrust Law:
An Economic Perspective (1976), at 184-96 are good examples.

-12~-
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a rational strategy even for an incumbent with nb efficiency or
financial advantageszover the entrant. Thus, one cannot conclude
that price predation must be rare, purely as a matter of logic.

Second, both the McGee-Telser-Bork theory discussed above and

the specific cost-based rules of Areeda and Turner apply only to
pure predatory pricing in the horizontal product markets in which.
the rivals compete. Predatory strategi¥8 that use nonprice
instruments, such as advertising, capacity, refusals to deal, and
innovation, are not analyzed independently in the article, but are-
merely appended to the analysis of price predation in the product
market,.16

. Finally, many nonprice strategies bring other markets into
the analysis. Many of these markets are or can be characterized
as input markets. For example, R. & D. is an input into producing
new products} advertising is an input into generating new custo-
mers., Predatdry use of vertically directed practices, such as
refusals to deal, discfiminatory pricing of inputs, tie-ins,
exclusive dealing, and other arrangements that might increase
competitors' costs of dealer-provided inputs are additional
examples. The applications of the Areeda-Turner (or any other)
strict cost-based rule to such practices are not entirely clear.

Instead, analysis suggests that nonprice methods in general, and

16 p, Areeda and D. Turner, Antitrust Law (1978), hereafter
referred to as the Treatise. The Treatise does provide a
somewhat independent analysis. However, the conclusions remain
much the same. See, for example, the discussion at § 728-29.

-13-~



input markets in particular, are often more cost-effective and

more likely to succeed than is simple price predation,

Imperfect Information and Predatory Pricing in the Product Marketl7
Even absent.any threat of below-cost pricing, new entrants
generally face considerable uncertainty about their eventual
success in the marketplace. Retailer anqwqqpsumer acceptance of
its product, its elasticity of demand, its cost of producing and
distributing the product, the incumbent's costs and its likely
response to entry, are ail at least somewhat uncertain to the
entrant. Therefore, the new entrant is often unsure whether it is
"equally efficient" or not. This uncertainty translates into the

risk of earning a subnormal return on sunk costs, due either to

continuing subnormal profits (if the entrant survives) or one-time

capital losses (in the event of exit). Entrants may diminish these

risks by engaging in market research and by delaying large and
irreversible resource commitments until better information is
obtained through experience or testing. However, the entrant can

never entirely eliminate this risk; some uncertainty always

17 Aspects of the theory in this section are analyzed in S. Salop,
"Strategic Entry Deterrence," 69 Am. Econ. Rev. 335 (1979); R.
Reynolds and R. Masson, "Predation: The Noisy Pricing Strategy,"
Economic Policy Office, U.S. Department of Justice (1980); P.
Milgrom and J. Roberts, "Equilibrium Limit Pricing Doesn't Limit
Entry," J. L. Kellogg Graduate School of Management, Northwestern
University (1979); D. Kreps and R. Wilson, "On the Chain-Store
Paradox and Predation: Reputation for Toughness," IMSSS Technical
Report No. 317, Stanford University (1980); and S. Salop and C.
Shapiro, "A Guide to Test Market Predation," unpublished manuscript
(1980). For a critique, see Easterbrook, supra note 12, beginning
at p. 286,

-14-
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remains. In contrast, the McGee-Telser-Bork theory assumes that
entrants face no uncértainty at all.

Taking these ﬁncertainties into account changes the analysis
dramatically, As the analysis below demonstrates, when entrants
are imperfectly informed about their relative efficiency, the
strong logiéal conclusion that predation threats are "incredible"
does not hold. Instead, the analysis resurrects the logic of
predatory pricing, and hence, the credibility of threats to pre-
date. Thus, arguments favoring conservative legal tests for
predatory pricing cannot rest on the issue of logical consistency
alone.

This conclusibn is reached by analyzing the following simple
hypothetical in detail, using the logic of strateéic analysis.
Suppose that a new entrant, having read Bork, discounts completely
the possibilify of the incumbent irrationally attempting predatory
pricing. On tﬁe other hand, suppose that the entrant faces some
uncertainty about its ré}ative efficiency. Under these circum-
stances, as a matter of iogic, the entrant would quite rationally
take the incumbent's response to its entry and its own resulting
position as indicators of its relative efficiency or net advan-
tage vis-a-vis the incumbent. For example, because 1ower-coét
competitors generally charge lower brices, on average, then a lowf
price would naturally lead the entrant to increase its expectation
that the incumbent had low costs. Thus, according to the level of

its own costs, the entrant might rationally infer from a low-price

-15-



response that it is at a cost disadvantage relative to the incum-~
bent. Given this perceived disadvantage, the entrant might
’thereby choose to exit and forego expenditures on additional
irreversible entry costs and the prospect of subnormal profits in

the future.

Other examples are similar. For instance, the entrant gener-

ally faces demand-side uncertainty as well, .for which it might use ‘ @;f

market share as a success indicator. If the incumbent steps up or

simply alters its advertising and other promotional efforts while

the entrant is testing, the entrant may take a low market share as -

a negative signal of its long-term prospects, rather than as an
effect of the change in promotional expehditures.

Following this logic a step further, an incumbent who under-
stands this implication of the entrant's incompleté information
has an incentiye to bluff by lowering his product price or other-
wise reducing the entrant's self-image. Because entrants who
believe the McGée-Telser-Bork theory fully discount this possi—
bility, they can be successfully bluffed by strategically minded
incumbents. Thus, the theory fails by internal contradiction.
Predatory pricing is at least occasionally a rational strategy.

The logic of the strategic process cannot stop here, of
course. In the cost case, for example, once the entrant realizes
bluffs are rational, it will discount somewhat the information
content of the low price. But it will not ignore the low price

completely, for a nonpredatory, low-cost incumbent would also

-16~
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charge a low price. :Thus, as long as some entrants are unable to
distinguish perfectly between bluffs and hard-nosed competition by
more efficient incumbents, they can sometimes be bluffed into
exiting or delaying full-scale entry until learning more. More
génerally, as long as an entrant believes the incumbent may have
an ad&antage, attempting predation might,be.a successful strategy.
for an equally efficient incumbent, Nor does the incumbent
necessarily perceive its strategy as one of bluff; it might merely
compress this entire logical process down to a simple but correct
belief that if it cuts its price, an entrant may choose to exit.

A crucial requirement for this type of successful predation
isvthat the entrant be significantly uncertain about its eventual
success.1® A confident entrant cannot be bluffed. It will not
exit. Rather it will act like the "Bork" entrant and simply bear
the short-run losses due to the "predatory" price either until the:
incumbent accoﬁmodates it or until it concludes that its assump-
tions were incorrect. 1In cases in which the entrant is certain
enough of its low costs that a successful bluff is impossible, but

where the incumbent erroneously believes the entrant can be forced.

18 1n this context, "significantly uncertain" means that the
entrant perceives some significant possibility that its full-scale
entry would yield a subnormal profit rate, even in the absence of
the type of strategic pricing being discussed here.

-17-



out, consumers not only gain in the short run from the low,
e ~

"predatory" price, But entry occurs anyway..l®

Just as the entrant is unsure about the incumbent, the incum-

bent may be uncertain about the entrant. Because this uncertainty

means that the incumbent expects some bluffs to fail, the incum-
bent'muét lower its expectations of its strategy accordingly.
This risk also opens the possibility for an entrant to devise its
own strategies of deception and bluff. However, there are two
reasons why-the incumbent's uncertainty and entrants' counter-
strategies are not likely to eliminate the incumbent's net advan-
tage.

First, the incumbent is likely to have a natural information

advantage over the new entrant, simply from its longer experience
in the industry or the product segment. With respect to relative

costs of production and distribution, even if the incumbent knows

no more about the entrant's costs than the entrant knows about the

incumbent's, the incumbent likely faces less uncertainty about its
own costs than does the entrant about its own costs, since one is
actual and the other is potential. Similarly, the incumbent knows

more about market demand characteristics, such as elasticities and

19 Although consumers clearly gain from the lower prices inherent
in such failed predation, a complete welfare analysis will also
take into account that future entrants' expectations of short-run
losses (until the incumbent lets up) represent additional costs of
entry that will lower, on average, the amount of entry into the
industry. This resulting deterrence is a variant of the predatory
"reputation" effect discussed by Posner, note 15 supra, and Hay,
pp. 107-54 infra. It is clearly difficult to wmeasure, however,

-18-
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consumer preferences. By disrupting the entrant's test markets
and thus delaying the rate at which the entrant learns, this
information advantage may be maintained or even increased.20 1In
addition, in that consumers learn product quality information
through continued experience with a brand, the incumbent gains a
second information advantage: the incumbent's brand is familiar,
whereas the entrant's is unknown,Z2l

Second, even ignoring information issues, the incumbent

generally has a natural strategic advantage in making binding

commitments. This is true even if the firms are otherwise equally
situated with respect to product quality and costs. As discussed
in all the papers, this strategic advantage arises (paradoxically)
from the incumbent's having greater irreversible costs committed

to the market, While it is logically possible that this advantage

does not exist in particular circumstances22 and while

20  pogsible disruption techniques include confusingly similar
-advertising campaigns and/or fighting brands, well-timed couponing
and other promotions, and similar techniques that add "noise" to
the "read" of the test market. See H. Niles and M. Siegel,
"Fighting it Out in Test Markets," Dun's Review (June 1979) at
69-71. These disruption techniques raise costs by delaying the
learning process when the entrant is aware of the incumbent's
efforts. 1If, in addition, the entrant is unaware of the disrup-
tion and is thus fooled by the results of its tests, it may under-
estimate the gains from entry or adopt a less efficient entry
strategy.

2l  Richard Schmalensee, "Product Differentiation Advantages of
Pioneering Brands, " Working Paper, Alfred P. Sloan School of
Management (August 1980). See also Borden, for an application of
these issues.

22 por example, even an experienced ice-cream vendor on the beach
is unlikely to have a significant advantage over a new entrant.
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sophisticated entrants can sometimes equalize or even reverse this
advantage by their eéforts,23 the usual case is one of fhe |
incumbent's advantage.

Because the incumbent is already established in the industry,
it has likely already sunk industry-specific, irreversible costs
by the time an (equally efficient) entrant comes upon the scene.
The incumbent's natural willingness to ﬁggﬁéét the returns .
accruing from this irreversible investment represents a "credible"
threat. This can be expressed in a number of ways, depending on
the particular institutional structure of the industry and the
possible outcomes of entry competition. .For example, in a case in
which,ﬁhe incumbent and the entrant were to engage in a bidding
competition for monopoly rights in the industry, the entrant would
surely bid less than the incumbent, because it would have to bear
these irreversible setup costs in order to become established,24
Alternatively, as Gilbert demonstrates, in a case in which
successful entry would\léad to a duopoly of the entrant and the
incumbent, an equaliy efficient entrant generally gains less from

successful entry than the incumbent loses from that entry.25 The

23 See Easterbrook, note 12 supra.

24 This assumes that the incumbent is unable to sell its
industry-specific costs to the entrant at full value,

?5 The per period gain to the equally efficient entrant is its
one-half share of the duopoly joint profits, while the per-period
loss to the incumbent is the monopoly profit less its one-half
share of the duopoly joint profits., Simple arithmetic shows the
incumbent's loss is higher as long as monopoly profits exceed duo-
poly joint profits--that is, as long as tacit collusion is
imperfect.
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géneral hypothesis-—that the protection of its monopoly position
is worth more to the incumbent than eliminating that position is
worth to an equally efficient entrant--is explored with respect to
product preemption, R. & D., and patent preemption in Gilbert's
baper and with respect to mergers in Craswell's cohment on that
papef. ves e e

In his paper, Spence emphasizes that the incumbent can some -
times magnify this strategic advantage. By virtue of its ability
to precommit before the entrant can, the incumbent can purpose-
fully adopt a position before entry (a precommitment) where its
"self-interested reaction to a potentiél entrant is destructive to
the entrant."26 Knowing that the incumbent has an incentive to
react in this way, the entrant may be deterred or driven out of
the industry. As discussed in this volume by Gilbert and else-
where by Richard Schmalensee,?’ marketing a new product first can
give strategic benefits far exceeding the gain to consumers from
having a desired product sooner. Indeed, as demonstrated by
Spence's earlier work,28 these precommitment strategies may be

profitable even if they involve the incumbent's sacrificing some

26 spence, p. 53 infra.

27 R, Schmalensee, note 21 supra. For empirical applications of
the pioneering-brand hypothesis, see R. Bond and D. Lean, Sales,
Promotion, and Product Differentiation in Two Prescription Drug
Markets (Federal Trade Commission, 1977) and 1. Whitten, Brand
Performance in the Cigarette Industry and the Advantage of Early
Entry, 1913-73 (Federal Trade Commission, 1979).

28 Spence, note 7 supra; Williamson, note 15 supra.

-2]1-



efficiency. Of course, in that efficiency is sacrificed for an
unprotected goal, s@cial welfare is produced. N

In principle at ;east, the incumbent can also exploit its
precommi tment advantage in the pricing area. It might commit
itself to an "irrational" price in order to avoid the McGee-
Telser-Bork dilemma. However, this sort of binding commitment is
generally difficult, because price norﬁéily remains under the ‘
ongoiné control of the firm. Instead, the commitment advantage“
probably occurs primarily through nonprice instruments such as

product preemption, input contracts, R. & D., capacity, advertis-

ing, and other inputs into the competitive process.

Nonprice Predation and Cost-Based Rules

Product pricé is only one of a number of competitive instru-
ments. Firms also compete for customers on the basis of nonprice
attributes such as product design, pre- and post-sale services,
and delivery speed. Contréctual provisions, such as two-tier
pricing systems, tie-ins, and exclusive dealing, may have impor-
tant competitive implications in some cases;2? yvet their effects
are more complex than those of simple price-setting. Still other
economic variables which are neither purchased nor valued directly
by consumers may have important strategic ramifications. For |
example, a firm's scale economies, capital intensity, R. & D.

program, and control over inputs into its competitors' production

29 In addition to their efficiency effects, of course.
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processes may not directly affect consumer choice in the market-
place, but they will still generally affect thé\speed of entry,
future prices, and product mix in the industry. Therefore, it
should not be surprising if variables other than prices were some-
times used in predatory strategies. Indeed, most of the recent
cases surveyed by the Hurwitz et al. pégg;dgoncern allegations»of
some form of nonprice predation. '
In their law-journal article, Areeda and Turner placed litﬁler
emphasis on nonprice predation. Their analysis of the area is
firmly based on the foundation_of their work on predatory prdddét
pricing.30 Nonprice variables are included in the analysis only
through their effect on the incumbent's cost.3! As mentioned
earlier, in their Treatise Areeda and Turnér do not alter the
flavor of thgir earlier proposals. Where they do deviate from the
cost-based rulg, it is generally to propose that conduct be per-
missible. Bork also analyzes nonprice predation, concluding for
the most part that the most cost-effecti;e methods are "predatory

litigation" against the entrant, and other regqulatory and judicial

mischief.32

30 aAreeda and Turner, P. 719 (predatory investment), pp. 728-30
(predatory spending), and pp. 730-32 (excessive product
variation).

31 Areeda and Turner, p. 720. ("If the additional promotional
costs raise the firm's average variable costs above its price,
then the promotional spending is predatory.") See also note 16

supra.
32 Bork, supra note 12, at 155-60.
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Of course, if analysis of pricing theories could be easily
extended to nonprice strategies, additional independent study of
nonprice strategies would be unnecessary. However, by virtualiy
all economic indications, it appears that further analysis is
needed. While a thorough analysis taking into account qompeti;ive
benefits, judicial economy, and the p?ss§bility of judicial error
might result in a final policy recom&éndation of a purely cost-
based standard or even per se legality in some circumstanées,<that
judgment cannot reasonably be made before the relevant analysis
has been carried out,.33 |

The papers given at the conference focus mainly on the non-
price area. Spence's paper discusses capacity preemption and
technology positioning. Gilbert's analysis concerns strategic
use of research and development effbrts for patent preemption and
accumulatioﬁ while Ordover and Willig examine exclﬁsionary tech-
niques involéing physical tie-ins and new product introductions.
Porter surveys a variety of nonprice strategies, including
advertising, "blbcking" brands, and control over raw materials.
Although his focus is on tacit coordination rather than predation,
Plott discusses the role of marketplace institutions such as

information flows and contractual restraints in affecting

strategic interaction. The general conclusion of these papers is

33 Indeed, Ordover and Willig demonstrate the favorable
properties of a pure cost-based rule for one very special case
in the product innovation area. Ordover and Willig, pp. 313-20
infra.

-24-

€3

[

F2

)
R4



that in many cases, nonprice strategic interaction differs fundaf
mentally from price interaction. Similarly, noﬁbrice predatioﬁ
differs dramatically from simple pricing below cost. Thus, in
these nonprice cases, exclusive reliance on cost-based rules may
result in judicial error.

There are two major reasons why cost-based rules do not
élways work well., The first reason, al;égdg.discussed, is that
the incumbent often has a precommitment advantage over an equally
efficient entrant. The possibilities for making binding pre-
commitments to deter entry or induce exit are far greater with »

nonprice variables than with product price.

Input Market Predation34

There is a second reason why cost-based standards do not
directly apply to nonprice predatory strategies. Many forms of
predation are directed away from the output market, although
product market prices are ultimately affected.3> Input markets
can be a strategic arena when the rivals compete in the input mar-
ket as well as the output market. For example, by gaining control

over a natural resource or accumulating patents, an integrated

34 This section draws heavily on research I am pursuing with D.
Scheffman. »

35 This type of predation can occur in any number of situations
in which the predator operates in multiple markets. Bork, supra
note 12, at 156-59, develops a somewhat related theory in the
context of a "deep pocket" predator disrupting an entrant's down-
stream distribution patterns, whereas this section focuses on the
example of upstream input markets.
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incumbent can sometimes deprive an entrant of access to the most
efficient technologies, thereby requiring the entrant to use a

more costly production process. Placing the entrant at such a

cost disadvantage may induce it to exit from the (downstream)
product market, may deter its entry into that market, or may
Simply cause it to reduce his market share. In either event, the
horiéontal market power of the incumben® may be effectively
increased, permitting it to raise the price of the product to con-

sumers. Thus, although the predatory strategy is "vertical” in

method, it is "horizontal" in effect.

Other, possibly predatory conduct may be characterized in
terms of its impact on entrants' input costs for producing the
competing product. For example, consider the computer example
studied by Ordovef and Willig. If a dominant firm were to produce

an inexpensive mainframe computer incompatible with an entrant's

€

peripheral equipment, it could in effect raise the entrant's cost
of producing desirable computer systems, if no good substitute
mainframes were available to the entrant. In this case, the
mainframe can be viewed as an input into the production of a - €
system. Thus, the relevant horizontal market is computer systems,

and the predatory conduct exploits the vertical relationship _ 5

. %
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between the competitors.36 Other complementary products can also
be viewed as inputé lnlthis way. Similarly, Spence points out-
that advertising and other sales activities can be viewed as
inputs into the process of producing revenue.37

Predatory input market strategies differ fundamentally from
classical price predation in the product market. First, in |
some cases, input market strategies that*raise the entrant's costs
are more cost—effective to the predator, in the sense that they.
entail relatively smaller short-run cost to the incumbent than to
the entrant, As Bork points out, "rivals can be killed or dis-
ciplined if the predator is able to inf;ict disporportionately
large costs on‘his victim."38 In contrast, in the short run,
price predation is more costly to the dominant firm than to the
entrant, due to the former's larger market share. Second, whereas

price predation in the product market has the immediate effect of

raising consumer welfare as a result of the lower price, cost

36 By viewing a complementary product as an input into a "down-
stream™ product, it is not surprising that "upward repricing"”
would be predatory. Ordover and Willig, p. 291 infra. Similarly,
by requiring the purchase of its own pair of complements instead
of allowing the purchase of one component, the effective cost to
purchasers of a system that includes the entrant's complementary
component may be raised.

37 Spence, p. 73 infra.
38 Bork, supra note 12, at 148. Bork seems to have a "deep

pocket" version of this multimarket analysis in mind.
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increases generally raise the price of the product sold to con-
sumers.39 These pri¢e increases must then be balanced égainst éﬁy
efficiencies the cost increases might entail. Third, as will be
discussed below, the market-power, profit—éacrifice, and exit-
inducing requirements are somewhat different for input market pre-
dation. Because cost increases and price decreases have such
contraéting direct effects on both the reZTative positions of the
firms and economic welfare, these differences cannot be captured -
by the simple extension of cost-based rules to cases of input
market predation. The symmetric effect on the incumbent's price/
cost margin is the only datum of interest in a strict cost-based
standard. Put another way, cost-based rules cannot, by defini-
tion, distinguish between product price decreases ahd input cost
increases,

| As a result, it is difficult to see how a strict cost-based
rule can completely summarize conduct such as strategic'control
over patents, natural resources and other scarce inputs, refusals
to deal, and setting restrictive purchase terms (e.g., tie-ins) or
discriminatory high prices for inputs used by (potential) entrants
or established competitors. Yet under some circumstances, these

strategies can have a predatory effect by raising the rivals'

39 In the short run at least, price cuts raise economic
efficiency as long as price exceeds short-run marginal cost. Of
course, consumer welfare rises with price cuts regardless of their
depth, the losses being incurred by the firm's stockholders.
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costs, thereby squeezing their price/cost marg%ns.40 ‘The incum-
bent's costs may or may not rise by as much. Indeed, these
strategies may only be costly to the incumbent in that it foregoes
the opportunity to obtain additional short-run profits from sales
6f these inputs to its competitors or other, noncompeting
purcﬁasers. : s e

A variety of other strategies have direct effects on the
entrant's input costs. For example, an ihdustrywide union con-
tract that promises higher wages raises disproportionately the
costs of the more labor-intensive firms in the industry.4l Thus,
where entrants or smaller rivals generally employ more labor-
intensive production techniques than does the dominant firm, it
might be in the latter's interest to conspire with the union to
raise the industrywide wage. Because the dominant firm's costs
"would rise by less than its rivals' on a per unit basis, it would
open up a cos£ advantage or increase an existing one.42 In either
case, because an oligopolist's profits generally depend more

heavily on its costs relative to its rivals' than on its absolute

40 only if the particular input is a variable factor of produc-
tion will marginal cost increase. If the input is a fixed factor,
the Areeda-Turner rule only comes into play in that average costs
~are used as a proxy for marginal costs. That is, the proxy gives
a better prediction.

41 This example was originally analyzed by O. E. Williamson
(1968), note 1 supra.

42 0of course, it might alternatively decrease its cost
disadvantage.
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level of costs, this cost advantage may translate into increased
profits.43 It shoula be noted that actual exit need no£ occur/iﬁ
this case for the strategy to be profitable; established rivals
can also be disadvantaged.44 However,‘disadvantaged potential
entrants might also be deterred and marginal rivals be induced to
exit..

In the areas of vertical mergers aﬁnggftical restraints as
Qell, an integrated firm can sometimes profitably disadvantage its
unintegratéd downstream rivals. If it has market power in the
common input market, the dominant firm can raise rivals' (or
potential entrants') input costs by charging them a high price or
withholding the scarce input altogether.45 If rivals must pay a
higher price for equivalent inputs, they will be placed at a cost
disadvantage ih the downstream output market, even though they may
have an equally efficient underlying technology. If it attempts
this strategy,- the dominant firm suffers only to the extent that

it sacrifices short-run profits. When the damage inflicted on

43 For a case in which increased industry-average costs
translates into higher industry profits, see the discussion in
note 64 infra.

44 This is taken up in more detail below, pp. 35-36.

45 Oof course, if the entrant can purchase a perfectly substitut-
able input at an identical price, the strategy would neither
disadvantage the entrant nor benefit the dominant firm. But this
is precisely because the dominant firm would have no market power
in the input market under such circumstances. For an exposition
of some aspects of market power measurement, see W, Landes and R.
Posner, "Market Power in Antitrust Cases," 94 Harv. L. Rev. 937
(1981).
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rivals exceeds the short-run damage inflicted on itself, the
dominant firm gains a net advantage from the sﬁfategy.45

Using somewhat different jargon, Ordover-Willig and Gilbert
apply this type of strategic analysis--the former to the type of
product innovation and physical tie-in issues arising in the
telephone and computer cases and the latter to issues of patent
preemption and patent accumulation.4’7 Test market disruption cah
also be seen as a possible case of input market predation. By
disrupting an entrant's test market, the incumbent may raise the
entrant's cost of test marketing. In that testing is a necessary
input into the efficient distribution and promotion of a new
product, the dominant firm can place a cost disadvantage on its
rival, if a successful disruption strategy is inexpensive relative
to the damage it inflicts. Easterbrook provides the purest

example of input market predation--dynamiting competitors'

factories.48

46 The 1ntegrated firm would find this multimarket strategy
unnecessary for extracting profits from its downstream competltors
only in the limiting case in which (1) downstream producers use
its product in fixed (not variable) proportions with other

factors and (2) it enjoys a perfect monopoly upstream. Although
he at least recognized the commonplace nature of the variable-
proportions case, Bork treats this strategy as a rare one. See
Bork, supra note 12, at 229-30. For a further discussion, see

F. M. Scherer, Industrial Market Structure and Economic
Performance, 24 ed. (1980), p. 302.

47  For an illuminating discussion of blocking patents, see
Scherer, supra note 46, at 451-52,

48 Epasterbrook reports this was alleged but not proved in Empire
Gas. See Easterbrook, supra note 12, at 316, fn. 120.
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Other applications of this sort of strategic analysis to

cases in the areas of vertical mergers and acquisitions, Robinson-

Patman Act,49 and even vertical restraints are possible.50
According to the particular case, the degree of complexity and
shbtlety-of the most profitable strategy will vary. However,
every'case has the common element that the increased costs
inflicted on the entrant translate into a benefit to the incum-
bent, against which the incumbent balances its direct costs borne
or profits sacrificed from the strategy.51 In each case, the
vertical relationship bf the rivals affects their relative abili-
ties to compete horizontally in an appropriate product market.

Because of the emphasis on the ultimate horizontal effects,
this class of cases is consistent with the recent desirable trend
towards a more liberal attitude towards purely vertical

restraints, particularly in industries that are competitive at

49 0on the other hand, as Plott's experiments show, a rule

that prevents selective discounts, as with the Robinson-Patman Act
or most-favored-nation clauses, can have the effect of raising
prices in oligopolistic industries by introducing rigidity and
aiding conscious parallelism.

50 For example, see Bork, supra note 12, at 156-59, for a some-
what different flavor to the analysis.

51 The reader will find Gilbert's numerical examples helpful in
cutting through the complexities of the incumbent's benefit/cost
calculation. Ordover and Willigstylized example of WINC and WAC
is also illuminating. Gilbert, pp. 207-12 infra and Ordover-
Willig, pp. 299-301, pp. 334-39 infra.
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both levels. 1In the analysis here, horizontal market power is
necessary, at least ;t one level of competition:52

' The conclusion that dominant firms can sometimes disadvan-
tage horizontal competitors by vertical oi quasi-vertical
strategies, even while staying well within the various cost-based
standards, is not a novel one. F. M. Scherer's basic text out-

lines a number of vertical theories,®3 43S do Areeda and Turner's’

Treatise34 and Robert Bork's The Antitrust Paradox.>® What is
significant about the latest analysis is that a framework for
devising quantitative, "second tier" tests to infer the existence
of these predatory strategies is now becoming apparent. Moreover,
as will be discussed below, additional strides have been made in
extending the analysis. First, it will be argued.that input
market predatidn may be successful even if the incumbent's costs

rise by as much as do the entrant's, given that large-scale entry

52 A notable exception to this would be the case of a perfectly
-competitive downstream firm petitioning the Government to create a
regulation that disadvantages its actual and potential rivals.

For a related point, see Bork, supra note 12, at 347-49. However,
it is also significant that market power upstream (where the '
rivals do not compete with the predator) may be sufficient, even
if the predatory downstream division had no static market power.

53 Scherer, supra note 46, at 304-30 (vertical squeezes) and
pp. 451-52 (patent accumulation).

54 Areeda and Turner, note 16 supra. See, § 778, § 1008,
§ 1202, _

55 R. Bork, supra note 12, at 156-59 and 229-30. Bork agrees
that the strategies are redundant only in the case in which the
dominant firm has "perfect" monopoly power or where special
technical conditions are present.
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is necessary for equal efficiency. Second, input market predation
may be successful against established rivals as-well as new ‘
entrants, since success does not require that actual exit be
induced. Third, a short-run sacrifice of profits in the expecta-
tion of long-run gains is not necessary. Instead, the increased
pfofits can be collected at the same time the additional costs are
being'borne. Fourth, as mentioned earlier, even failed attempts -
to predate may lower consumer and social welfare, in contrast to.
the increases in consumer welfare that come from failed price
predation. We turn now to these issues.

Input market predation may still be successful even if the
dominant firm's costs rise by as much as‘(or even more than) the
entraht's, if large-scale entry is necessary for optimal effi-
ciency. As an example, consider an entrant just marginally
willing to enter the industry. Assuming that scale economies
would require that entry occur on a large scale for equal effi-
ciéncy, the entrant will~not'use the current "monopoly" price in
its expected profit calculations, but rather the lower, more
competitive price it expects to prevail after entry.56 That
entry lowers prices is, of course, one of the consumer benefits
from competition, Assuming this hypothetical entrant was
initially just at the margin with regard to entry, even a small

cost increase may deter it, unless it expects the postentry price

56  gee Hay, pp. 179-89 infra, for a more detailed analysis of
this point. '

-34-

2]

20)

€

@@

ey



to also rise sufficiently as a result of concomitant increases in

the incumbent's costs from the input strategy:57

On the other hand, the gains to the incumbent from deterring
even such a "marginal" entrant may be substantial., It counts as a
gain the lost profits it would have suffered had entry not been
forestalled. This includes the market share ‘it would lose plus -
the losses from the lower price that éntry competition would
entail. These gains may well exceed its cost of the strategy,-
even if the incumbent suffers a larger difect cost increase than
does the potential entrant.

Moreover, if the entrant were just marginal or less efficient
than the incumbent, this does not imply that the losses to con-
sumers from such strategies are necessarily smail. Consumers lose
not only the opportunity to purchase the product at the lower,
more competitive price. They also lose longer-run benefits of
innovation induced by competition in the marketplace.58 Indeed,
in some limiting caseé the incumbent's entire net gain may be

eliminated, in that it spends (almost) its entire monopoly profit

57 Of course, the incumbent will only be prone to raise the price
if its marginal costs rise. 1In Spence's original example, fixed
costs rose and marginal costs remained constant or fell. Spence,

note 7 supra.

58 For a similar point, see R. Fosner, "The Social Costs of
Monopoly and Regulation," 83 J. Pol. Econ. 807 (1975).
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protecting its position.59 As pointed out earlier,60 Bork has
developed a similarﬂtheory of input predation. \Surprisingly,

perhaps, he does not carry the theory forward to this logical

extension--that input predation may be successful even if the
incumbent's costs rise as much as do the entrant's. To Bork, "the

sine qua non of predation . . . is the ability to impose greater

costs upon one's victim than upon oneself . . . ."61 Hig differ-
ent conclusion may be due either to his emphasis on deep-pocket~

predation or to a disregard for the large-scale-entry case

3]

discussed here,

Even if an input strategy raiées the incumbent's own costs by
as much as it raises the entrant's, the conduct need not violate
the Areeda-Turnér standard. The "practical" version of the

Areeda-Turner rule compares the price after entry to the

incumbent's average variable cost. Of course, deterrence or

)

predation can only be successful if the expected price after entry

is exceeded by the entrant's average total cost. On the other

hand, given that entry is deterred or exit is induced, the

i3

incumbent earns profits according to the difference between the

price absent enéry and the incumbent's average total cost. Equal

59 Using a similar analysis, Hay discusses the competitive
benefits of entrants less efficient than the incumbent. See Hay,
60 Note 31 supra.

61 Bork, supra note 12, at 334.
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efficiency does not save the standard. Instead, because competi-
tion lowers prices,> the incumbent may continue\to earn profits .
even if an equally efficient large-scale entrant is deterred.

However, in most cases the incumbent does not need to use a
strategy that causes it to suffer an equal or greater cost than
the entrant. Through strategic planning analysis, the incumbent‘
can'often invent tactics that will disgdvantage the entrant more.
Porter's paper on the industry-history approach to antitrust
investigations discusses ways in which such strategies can be
discovered and analyzed.62 Both Porter and Spence caution thq;
prohibitions on somé classes of exclusionary conduct may induce
other, less efficient forms.

Although the discussion of input market strategies in the
papers in this volume focuses on cases 'in which entry is deterred
or exit is induced, a dominant firm can sometimes use input market
strategies to disadvantage established rivals as well, even
without inducing exit or deterring entry. Analysis of this case
also points out how simple tests of ihput market predation can be
formulated. To be successful, it is necessary for rivals' costs
to be inqreased disproportionately. If increases in input costs
squeeze the rivals' price/marginal-cost margins by more than they
squeeze the dominant firm's, then the rivals will be induced to
cut back production at the going output prices. Thus, the

dominant firm can either increase its output or allow the price to

62 gee also M. Porter, Competitive Strategies (1981).
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rise.®3 Either way, to the extent that it gains a cost advantage,
its profits rise,4 By gathering evidence on rivals' relative -

costs, the effect of the input market strategy on relative and

absolute costs, and the demand elasticities in the pfoduct market,’

this type of predation can thus be inferred from observable
mérketplace performance data. Of course, the exact formulations
of thé tests will depend on the structure: of- the markets at issue
and the details of the questioned practices. However, each of
these tests shares the common framework of comparing the relative
cost increases to rivals and analyzing the effects of the
questioned strategy on market performance indices. Thus both
profitability and welfare tests can be désigned.

The illustrative example also points up another fundemental
difference between'input market predation and output price preda-

tion. Input predators need not sacrifice short-run profits for

63 The exact short-run profitability of this sort of strategy
depends upon the relative marginal and average costs of the
dominant firm and rivals and the elasticities of demand and supply
in the marketplace.

64 1In fact, in cases where the dominant firm's costs are driven
up by the same amount as rivals', joint profits in the industry
may rise, with the benefit shared among all suppliers. This could
occur as follows: If the additional marginal costs borne by the
firms in the industry are treated no differently than any other
cost increases, they will act to push up prices in the downstream
product market accordingly. This is the horizontal effect. The
marginal cost-induced price increase may well exceed the original
average cost increases, at least in the short run. In the longer
run, the price increases will not be permanent unless the industry
is protected by entry barriers or entrants are similarly burdened
with the higher costs. This "cost/push" coordination may occur,
of course, from Government regulations or industrywide

agreements.
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long-run gains. As this last case illustrates, the gains can be
collected at the same time that the (smaller) sgcrifices are
borne. If so, the two effects may still be conceptually distin-
guished, though not temporally separated.65

Welfare analysis of attempts to monopolize using input market
étrategies is also different from price predation in the producf »
market. Unlike a price cut, whose diregt, .short-run effect is to
raise consumer welfare, the direct effect of input market preda-
tion is to raise costs, and thus to lower welfare. Therefore, in
contrast to unsuccessful attempts at product price predation,'iﬁ
an attempt at input predation fails to induce exit, economic
welfare may nonetheless be reduced if consumers do not obtain
sufficient benefits from the cost-increasing expenditures. Of
course, in that it succeeds, prices increase in the product market
as a result of both the cost increéses and the resulting increase
in the dominant firm's market share.

Despite the possibility for welfare losses from input preda-
tion, input pricing strategies should not be prohibited per se.
In many cases, input market strategies yield important consumer
benefits which more than offset both the increased costs and any
loss of future competition. For instance, when a dominant firm
responds to an entrant's introduction of a new product by increas-

ing its own advertising expenditures, the entrant's costs of entry

65 fThe Ordover-Willig proposal is conservative in this regard; it
appears to require an actual temporal profit sacrifice. See
Ordover-Willig, p. 245 infra.
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may rise. Yet such expenditures are not necessarily undesirable
on balance. Consumers may benefit from the increased information
inherent in these exéenditures.66 Similarly, tﬂe consumer bene-
fits from product innovation are obvious and must be given suffi-
cient weight. The greater the direct benefits to consumers, fhe
larger must be the direct costs and probable losses in future
competition to justify prohibition of marketplace conduct. As
some of the examples provided by Ordoveé ;héﬁWillig indicate, it
is often difficult to discover whether input predation is being
attempted. Similar efficiency defenses can be made for most
questioned strategies.

For both these reasons, a careful balancing approach is
necessary.67 The old "structuralist" approach is clearly defi-
cient in this regard. While it noted the possibility of success-
ful predation from input-based strategies, it did not require
economic proof.of cdmpetitive injury to support broad prohibitions

against certain types of conduct. Moreover, it did not restrict

these prohibitions to industries satisfying appropriate "first

66 For a recent exposition of some of the consumer benefits of
improved consumey information, see H., Beales, R. Craswell, and S.
Salop, "The Efficient Regulation of Consumer Information," J. Law
& Econ. (October 1981).

67 Although they recognize some of these arguments, Areeda and
Turner believe that given the difficulty of measuring consumer
benefits, no benefit/cost balancing test should be attempted for
many cases. Instead, the cost-based standard should be used
exclusively, or the conduct should be legal per se. See
Areeda-Turner, note 16 supra.
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tier" market-power or entry-barrier tests. Offsetting competitive
benefits of the conduct were given short weight. In c¢ontrast, the
strategic approach and many courts now reguire the questioned
conduct to satisfy competitive-injury tests, the industry to
satisfy structural tests, and any offsetting efficiencies to be

carefully reckoned into the rule of reason.

[

CONCLUSIONS

It should be clear from even this lengthy introductory dis-
cussion that the development of the strategic approach to anti-
trust remains incomplete. The scope of potentially predatory>'
strategies must be explored. Additional tests must be developed
to infer the existence or likelihood of predation relative to the
efficiency-enhancing impact of questioned practices. The error
and welfarelproperties of these tests should be analyzed in more
detail. Issues of judicial economy and the capability of litiga-
tion to discéver the true facts must clearly be taken into account
in this interdisciplinary analysis. As with all -economic theory,
cross-sectional studies to create empirical benchmarks would be
helpful. The theoretical results would surely benefit from
further analysis, to generalize some results and prune back
others. As in other areas in which economists become involved
with the legal process, theoretical provocativeness will often

yield to a practical conservatism.
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In spite of these caveats, however, a strong start has been

made.

analysis is sufficient for designing economically rational

antitrust policy. It is hoped this volume will contribute to the

further development of the middle road.

R
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I. BACKGROUND AND OVERVIEW



COMPETITION, ENTRY, AND ANTITRUST POLICY

A. Michael Spence*

I. Introduction ves o e

My purpose in writing this paper and in speaking today is to
explore the relevance and applicability of the American antitrust
laws to various aspects of the competitive processes. As
economists, lawyers, and business people, we have come to under-
stand these processes in different ways; It therefore seems to me
useful from time to time to try to discuss the nature of competi-
tive interaction in terms that help to reduce the dissimilarity of
perspectives.:

The antitrust laws (as written and interpreted through cases)
are, broadly speaking, the principal regulatory instrument with

respect to competitive interaction at the industry level in the

*

Professor of Economics, Harvard University. I am grateful to
the Federal Trade Commission for providing the opportunity to
reflect on these problems and to the participants in the FTC
Conference for their comments. I am particularly indebted to
Bruce Owen and to Steven Salop for many insights and observations
on an earlier draft. Finally, I want to thank the lawyers at the
FTC for their interest and their patience with an economist's
attempt to understand the relevant features of the antitrust
laws.



United States.l One can ask several basic questions with respect
to the requlation of .competitive interaction and industry struc--
ture. They concern the range of circumstances to which the law is
applicable and the welfare consequences (and by that I mean the
performance of industries and markets) of the application of the
law in those areas where it has jurisdiction. I should like to
make ciear at the outset what aspects of, .antitrust law and policy.
are the focus of attention here.
To this observer, the antitruét laws have their clearest and

least ambiguous application to explicitly cooperative behavior and
~to merger on a scale that is functionally equivalent to complete
cooperation. Generally they prohibit it. They make explicit
agreements, or conspiracies with respect to price and other vari-
ables, illegal. They prevent horizontal mergers that create
unnecessary reductions in numbers of competitors, and they prevent
trusts. Although the imaginative observer can always locate
exceptions, by and large-thié seems to me to be the least contro-

versial aspect of antitrust regulation.2 By that I mean that the

1 fThere are other regulatory bodies and activities. But they
focus either on particular industries or sectors, or on problems
like the environment. There is also foreign trade policy, which
has a significant influence on competition and industry structure
in the United States. Because of its importance, I shall comment
more extensively on its relation to .antitrust policy later in

the paper.

2  fThere are examples of U.S., industries that have been adversely
affected by foreign competition, where the problem can be

traced, in part, to an inefficiently fragmented structure in the
U. S. industry. Such cases are not common; in those cases,
antitrust policy is not reasonably regarded as the source of the
structural problem.
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welfare consequences of these prohibitions (assuming that their
enforcement has hadta deterrent effect—-and it ‘seems to me thatgit
clearly has) are generally desirable.

There are at least two broad areas in which the applicability
of our antitrust law has a considerably more ambiguous applicabil-
ity.. One concerns formally noncooperative behavior that gives
rise to cooperative-like results, usually in concentrated indus-
tries. While it is tempting to digress into a discussion of this
type of competitive interaction and to the regulatory alternatives
for dealing with it, I will not so digress (at least not for
long), for it is not the subject in which I am primarily inter-
ested today. Suffice it to say that there has been a great deal
written about fhe subject.3 At the level of poliéy, there are
at least two schools of thought. One school takes the view that
regulating conduct is doomed either to failure or. to inconsistency
and that the only effective relief is structural. Sﬁructural
relief, of course, runs'squarely into the problem of efficiency
. and the related question of what initially created the level of
concentration actually observed. These questions are not always
addressed properly in the policy debate. Another school of
thought takes the view that certain practices (open competitive
policies by trade associations, "most-favored—-nation" clauses in

contracts being examples) make avoidance of profit-reducing

3 Much of the relevant part of economic theory has focused on
oligopolistic interaction in mature industries.
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competition easier, and that these facilitating practices should
be banned or circumsc;ibed.4

This brings me to the second ambiguous area\and the third
broad area of antitrust policy--the "monopoly" problem. The
monopoly problem is the central focus of most of what I have to
say today. In referring to the "monopoly" problem, I mean to
includé not only ﬁonopoly in the sense of a single seller, but
also high concentration, large amounts oé.ﬁarket power, and rates
of return above risk-adjusted costs of capital. I do not want to
tackle the monopoly problem directly; that is, I do not want to
begin with what the law either is or ought to be. Rather, I '
should like to discuss what we know and (perhaps equally impor-
tant) what we do not know about competitive activities and proc-

esses, especially the dynamic aspects of competitive interaction,

because I believe that an understanding of these processes will

4 I do have one observation concerning this broad area. There is
a subset of industries that have real problems with price competi-
tion (in the sense economists mean it). They are industries
where, because of demand fluctuations, lumpy additions to capac-
ity, and capital intensiveness, marginal costs are below average
costs. Under these conditions, competition would bid prices down
to the level of marginal costs--not all the time, but often enough
to create problems. Such industries find ways of preventing
prices from being bid down below average costs to marginal costs.

I have seen a number of cases in which devices that facilitate the

avoidance of the bidding process have been attacked as collusive,
Such cases are sometimes brought without consideration being given
to industry's rate-of-return figures. Such cases strike me as
expensive; and in some cases, futile. But the main point I want
to make about them is that they should not be brought without some
analysis of what the Government would like the firms in the
relevant industry to do in lieu of what is being proscribed in the
bringing of the case.
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and should influence our thinking about public policy in this
broad area. K

I have in mind, under the heading of "competitive activities
and processes, " a number of specific topics. They include entry
and entry deterrence, investments and other activities that con-
strain the opportunities of one's actua} q;rpotential rivals, the
intertemporal aspects of competition, and the structural featurés
of industries that are influential in determining competitive 4
strategies and industry evolution. I will try to summarize and
interpret some of the writing on these subjects and to identify
areas in which relatively little is known. My reasons for sub-
jecting you (and many of you are primarily interested in antitrust
policy and not the evolution of microeconomic analysis) to such an
enquiry are gwofold. First, it seems to me essential to the
development of‘a consistent and effective policy with respect to
monopoly concéntration and market power to have some insight into
the ways in whichrindividual‘firms and groups of firms acquire and
maintain positions of market power. The problem with examining
these questions in the context of particular antitrust suits at
the time they are brought is that one is often looking for items
on a list of "bad" or "unacceptable" competitive practices. At
the very least, this tends to divert attention from the structural
and strategic origins of the market power.

The second reason for delving into the processes whereby mar-

ket power is acquired is that the performance of an industry or
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market is in part determined by the evolution of its products and
structure, and not 5ust by the competitive structure of the matdre
industry. 1Indeed, in some industries the technology and its
evolution produce persistent changes in structure, so that their
structure and performance when they eventually mature and
stabilize is not the central issue from a welfare standpoint.

The remainder of the paper is divided into four sections. 1In
section II, I discuss entry and entry deterrence and then try to
assess how antitrust policy is likely to affect entry-deterring
behavior and market performance. The underlying models are
essentially static in a sense that will be clear (I hope) in the
discussion. The longest section is the third. It focuses on the
dynamic aspects of strategic investment and compeiitive interac-
tion. Much of it consists of a discuséion of the ways in which a
numbér of structural features of markets influence intertemporal
competition. -The fourth section deals with foreign competition,
in a somewhat abbreviated fashion. Logically it might have been
included in section III, but because of its importance and some
special considerations that are relevant, it rates a separate
section. 1In the fifth and last section, I have tried to reflect
on the implications of the foregoing for antitrust policy. Those»
who are looking for or expecting a comprehensive policy proposal
will be disappointed. But I think there remain some useful
propositions to help guide prosecutors in selecting cases, if not

courts in deciding them.
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One further comment is in order. I refer repeatedly to wel-
fare and market perférmance in what follows. Wﬁenever‘these térms
occur, they stand for the sum of the benefits to consumers and to
producers in a market., Producer benefits are profits. Sometimes
it is necessary to add up benefits over time, and that is done by
taking a present value using some suitable discount rate. Thus,
for my purposes, market performance is ﬁgggﬂfed by the discounted

present value of the benefits to consumers and/or producers.5

IT. Entry Deterrence

Any firm or group of firms that is able to maintain a posi-
tion of market power and high profitability over an extended
period of time must have some form of protection from the expan-
sion of potential or actual competitors. That protection (if it
exists at all) consists of a combination of structural features of
an industry (eqonomies of scale, for example), and activities (of
the firm[s] seeking protection), that deter the expansion of
rivals. The activities and the structure interact to create the

barriers and to produce profitable operations.

5 As a number of observers have pointed out, performance in this
sense is arguably not the only objective of antitrust policy. An I
agree, Some would argue that no firm can be deprived of its market
by inappropriate means without due process of law, regardless of
whether or not the market is more efficient without that firm.
Therefore, let me simply acknowledge at the outset that improving
market performance in the sense defined above is not the sole
objective of policy, and that there are other purposes that may
override in particular cases.
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When economists use the term "structure," they mean two
different things. Sometimes the term refers to.exogenous charac-
teristics of an industry such as the technology, the production
function, or the demand. At other times it refers to concentra-
tion, which is the resulﬁ of a combination of the decisions of
firms and of exogenous structure. Naturally, this produces
consiaerable confusion. To avoid some of -it, I shall refer to
technology and the like as "“exogenous structure," meaning that
it is not the result of the behavior of firms or their customers.
The antitrust laws cannot do much about underlying exogenous
structure. They must, therefore, operate either on conduct (so
as to alter the incentives for erecting éntry barriers), or on the
endogenous aspects of structure (like high concentration). The
question naturally'arises then as to what kinds of conduct are to
be deemed acceptable or unacceptable, and in what circumstances.

To answer_this sort of question, one probably wants to
acquire some familiarity'wifh how entry deterrence is managed in a
variety of contexts. It would be foolhardy of me to attempt to
offer generalizations that are intended to be without exception.
Industries and markets are far too complex and varied to permit
that. But there are some tendencies and some propositions that I
believe withstand both theoretical probing and exposure to evi-
dence from case histories reasonably well. My intention is to
discuss some of these propositions which I believe characterize

the competitive structure of many industries, and then to reflect

-52-

‘‘‘‘‘

€

&



on the kinds of policies that would make sense in light of the -
underlying economics. |

The first proposition is that the deterrence of entry or
expansion has at least two logically quite distinct parts. One
consists of the actions that will be taken (or potential entrants.
anticipate will be taken) if entry occurs. . (Henceforth I shall
refer to established firms and entrants. The reader should inter-
pret "entrants" broadly to include firms that are expanding or
changing their strategies as well as those that are actually new-
comers to an industry.) The second class of actions are those
that are taken prior to entry. These actions of established firms
are designed to influence their own incentives with respect to
their reactions to entrants. Therefore they also influence the
perceptions of potential entrants about the likelihood of those
actions. The moves made prior to entry can be thought of as

positioning. The actions in response to entry might be referred

to as reactions.

Positioning and reacting are distinct types of activity. But
they are strategically related. Positioning affegts the incen-
tives of the established firms with respect to reactions. To the
extent that these effects are accurately perceived, positioning
will influence the profit calculations of potential entrants. The
trick in entry deterrence is to find a positioning strategy that is
(a) not too costly and (b) creates the incentive for the estab-
lished firm to react to the entrant in a way that is destructive
to the latter. The established firm(s) want to position themselves
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in such a way that their self-interested reaction to a potential
entrant is damaginé to the entrant's profitability wifhout beiﬁg
self-destructive. Or, to put the matter another way, if the
established firm does not create a situation in which self- -
interest makes the entrant unprofitable, then entry will be
deterred only if the potential entrant can be otherwise convinced,
notwithstanding the economic incentiveS, that the established
firm will act so as to make the return to the entrant's invest-
ment unacceptably low. Credibly conveying the intent to destro -
when after the fact of entry it is demonstrably not in the
established firm's interest--is not only difficult, it is legally
hazardous, because it exposes the established firm to the charge
of predatory béhavior. |

A simple exaﬁple of positioning would be the construction of
production capacity by the established firm sufficient that upon
entry, ordinary competitive prices and output would ensure that
the entrant was unprofitéble.6 The capacity can be thought of as

an investment by the established firms. Part of the return to

6 This issue and other related issues are discussed more fully in
A. M. Spence, "Entry, Capacity, Investment and Oligopolistic Pric-
ing," 8 Bell J. Econ. 534 (Autumn 1977); A. M. Spence, "Investment
Strategy and Growth in a New Market," 10 Bell J. Econ. 1 (Spring
1979); A. Dixit, "A Model of Duopoly Suggesting a Theory of Entry
Barriers," 10 Bell J. Econ. 20 (Spring 1979); E. C. Prescott and
M. Ursscher, "Sequential Location Among Firms with Foresight,"”

8 Bell J. Econ. 378 (Autumn 1977); S. C. Salop, "Monopolistic
Competition with Outside Goods," 10 Bell J. Econ. 141 (Spring
1979); R. Schmalensee, "Entry Deterrence 1in the Ready-to-Eat
Breakfast Cereal Industry," 9 Bell J. Econ. 305 (Autumn 1978).
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that investment consists of profits that would have been lost in
the even£ of entry. This sort of investment oceﬁrs commonly in
manufacturing sectors. It need not be undertaken only to deter a
potential entrant. The capacity may be intended to reduce the
return to capacity expansion by other firms already in the indus-
try. 'And the phenomenon is not confinequowmanufacturing. One |
can observe expansion-deterring investment in retailing, for
example, where a firm may "overstore" a geographic area to limit‘
the expansion of rivals.

The rate of return to this kind of investment depends updn'é
number of factors. Usually an important one is economies of
scale, or a structural feature that is functionally similar.

Scale economies can be found in marketing as well as production.
In many situations the costs of advertising per dollar of revenues
generated decline with share of market. Thus the entry- or
expansion—detefring investment may be in advertising rather than
production capacity or retail outlets. Or the investment may
consist of a combination of these variables. There are many
variants of the same theme.

A second factor that affects the entry-deterring investment
decision at the positioning stage is the aggressiveness with which
the established firm competes with the entrant or the expanding
firm., For the firm there is a tradeoff between prior investment

and aggressive competition after entry, in deterring entry or

expansion. The extent of the prior investment affects the need
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for being aggressive ex post. It also affects the credibility of
the threat to thé entrant. This is especialiy true in markets

where the investment is largely irreversible so that the estab-

lished firm does not have the option of changing its mind. Con-
versely, aggressive reactions postentry reduce the need for

investment at the positioning stage.

D

Much of the policy embodied in the cérpus of the antitrugt
laws deals with the entry problem by defining what will (fromMa
legal standpoint) be regarded as excessively aggressive or "preda-
tory" competitive behavior, or what I am calling reactions'tél
entrants or expanding firms. Such policies should not be evélua—
ted in a vacuum but rather in terms of the incentive effects they
are likely t§ have. Increasing the stringency of the standards

for predatory or unfair competition can have different impacts in

different market situations. 1In some cases it will tip the

=

balance against the strategy of entry deterrence. But in others,
it will cause firms to increase the magnitude of their prior

investments. It does this by altering the tradeoff referred to

éh

above between the positioning investment and the reaction to entry
or expansion, after the event. To the extent that prohibitions
against predatory behavior constrain firms' reactions to entrants,
the prohibitions will increase the incentive for firms to make ¢
priof investments that reduce the need for aggressi&e reactions to

deter entry.
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As a result of these two possibilities, the welfare effects
of increasing the stringency of the definition of\predatéry behaﬁ;
ior are far from unambiguous. I suspect the majority view used
to be (and'probablybstill is) that more entry is better than less,
and that the hoped-for effect of stringent standards would be
exactly that--more entry. It is not my intention to deny thét
there are instances in which this view iémab;}ect. Bﬁt it is faf'
from being well established empirically that this is the normal
case., It is probably true that a majority of economists would
assent to the proposition that most concentrated U.S. industries
are more concentrated than necessary to be efficient. Alfhough I
have considerable doubts and uncertainties about £his proposition,
let us accept it for the moment. Even if it is true, there
remains the possibility that the primary effect of changes in
policy directed toward predatory conduct would be to alter prior
investment behavior rather than to produce more entry. Then one
needs to ask  whether thosé effects are ones that on balance
improve or diminish market performance.

Even in the simplest cases, the answer is--it depends. I
used the example of capacity as an entry-deterring prior invest-
ment earlier. The effect of constraining an established firm with
respect to pricing or expansion of output in that case is to cause
the established firm to increase its capacity. If it uses the
capacity fully, the welfare effect is positive. But it may not.
And in real market situations where demand is growing, uncertain,
or fluctuating, and investments are lumpy, it is not easy to
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impose the desired outcome or to devise standards of conduct that
induce it. When the prior investment is in advgrtising or retail
capacity, the effects on market performance are even less clear._

My instinct as an economist is to study industries on a case-
by-case basis, applying and adapting models as appropriate. For
those of us who do this kind of work, the differences among indus-
tries sometimes seem more important or interesting than the
similarities. And thus we are uncomfortable with general rulesi
That, of course, is not very useful to courts or litigators, who
require some general priciples or rules on which to hear and argue
cases.

There has been a considerable debate about appropriate stand-
ards for identifying predatory behavior recently.7 I am not sure
that any consensus has emerged from that debate. Probably the
most widely accepted standard is the one that prevents pricing
below average cost. I shall express some reservations about thié
rule in the ne%t section on the dynamic aspects of compétitive
interaction. 1Its virtues are that it is simple and that fhere is
a reasonable possibility of detecting violations through examina-

tion of figures on rates of return. The principal alternative is

7 See, for example, P, Areeda and D. Turner, "Predatory Pricing
and Related Practices Under Section 2 of the Sherman Act,"

88 Harv. L. Rev. 679 (1975); M. Scherer, "Predatory Pricing and
the Sherman Act," 89 Harv. L. Rev. 869 (1976); O. E. Williamson,
"Predatory Pricing: A Strategic and Welfare Analysis," 87 Yale

L. J. 284 (1977); P. L. Joskow and A. K, Klevorick, "A Framework
for Analyzing Predatory Pricing Policy," 89 Yale L. J. 213 (1979).
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a marginal-cost rdle. A marginal-cost rule is not only based on a
quantity that is difficult to measure; it is also a less stringent
standard in a declining—cost technélogy. If average costs fall
with output, marginal costs are below average costs.

But the point I wish to emphasize is that whatever standard
you find most reasonable, a great deal of effective entry deter-
rence would pass the test rather easily.~  There are éxceptions.
The WEO campaign of price cutting in food retailing in the early
1970's by As&P probably violated an average-cost standard. Cer-
tainly the stock market reacted strongly and quickly to the low -
rates of return of A&P and its competitors.

But in many industries, the barriefs to entry and the
barriers to expansion are the result of the competitive strategigs
adopted by the majbr firms, including high rates of investment in
advertising and new product introductions. An example might be
the ready-to-eat cereal market, which is involved in an ongoing
FTC antitrust case. It is not clear that prohibitions égainst
predatory responses to potential entrants would have any material
effect on the performance of this type of industry. |

Since there are problems with operating on the incentives to
deter entry entirely by regulating conduct undertaken in response
to entry, one might reasonably ask about regulating the prior
investment behavior. There is some precedent for this approach.

In the Alcoa case, it was argued that it may not be acceptable for

a monopoly to build capacity sufficient to meet a growing demand,
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thereby effectively preempting potential competition. 1In the

FTC's titanium dioxide case, the Commission's lawyers aréued that;
Du Pont's capacity expansion program had the effect of preempting
the competition and of creating a dominant-firm industry structure

and that that was unacceptable in that market context.

While these approaches seem to me to have some merit, I shall

argue shortly that there are no known, un&mbiguously beneficial,
simple rules that can be applied to investments prior to entry
or expansion. Once again, that negative conclusion is of little
use to courts. But at least, focusing on the entry-deterring
investment process in particular cases does seem to me to be an
investigatory strategy that is more likely to capture the
economically impdrtant aspects of competitive interéction and
market performance. Since investment behavior is best discussed
in an explicitly intertemporal setting, I am going to interrupt
the discussion of policy to turn to the dynamic aspects of

competitive interaction.

ITI, Industry Dynamics and Strategic Behavior

The preceding discussion of entry deterrence was couched in
static terms. It is implicitly assumed that entry deterrence has
two phases; one of them—--the positioning phase--logically precedes
the other. It assumes the established firms are already there in
the market. Such an approach is conceptually useful for analyzing
mature industries. But it leaves unanswered several important

questions. For example, there is no explanation of who the
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established firms are and how they acquired positions\of marke;
power. An important question in an antitrust Ease is whethef
market power was acquired by 1egitimate-means or not. The problem
of regulating or influencing the evolution of industry structure
‘before it becomes a problem is not therefore easily discussed with
a static model. Moreover, the underdeveloped area of evaluating
and measuring the intertemporal efficig;éghof a market gets sef
aside altogether.

My aim in this section is to describe some of what is known
about the evolution of industries and about strategic interécéion
in the dynamic sense. And then, with that as background, we can
reflect on policy options and the desirability or undesirability
of fegulatingvinvestment behavior. I should say in advance that
the state of economic theory is not particularly advanced in the
area of intertemporal competition.

For the.purposes of the ensuing discussions, it will be use-
ful to imagine an industry that is new and growing, or one that is
in disequilibrium because of a major technical advance. An indus-
try is in disequilibrium if firms are making investments that
cause the structure of the industry to change. If one were trying
to predict how such an industry were going to evolve, and whether
it would e§olve into a dominant-firm structure as in computers, a
concentrated oligopoly as in autos, or a relatively competitive
and unconcentrated industry like semiconductors, what would be the
structural features of the industry that one would study? Or, to
put the matter differently, what are the structural features that
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influence the strategic choices that firms make and the consequent
evolution of an inddstry's structure?

A. The Magnitude of the Required Investment

The magnitude of the investment required to participate in
the market efficiently is a factor that tends to create concentra-
tion in several ways. It limits the market to firms whose finan-
cial and managerial resources are sufficient to achieve the requi-
site scale. To the extent that there is uncertainty about the
potential size or the rate of growth of the market, the need to
make substantial investments to be efficient or cost-competitive
‘increases the riskiness. While investors in securities can diver-
sify the risks away to a large extent, firms and managers can
diversify only fo‘a limited extent. Uncertainty,vhowever, is a
two-edged sword. While it interacts with scale effects to
increase the risk and hence deter the entry of the small or the
risk-averse, it may also blunt the incentive for firms to attempt
to move quickly and first into dominant positions. Calculations
in the context of specific examples suggest that concentration
may be a U-shaped function of demand uncertainty. That is, the
least and most risky markets tend to produce investment behavior
that gives rise to the highest levels of concentration. These
calculations are far from definitive, and more work is required to
understand the interaction of demand uncertainty and scale econo-
mies ih influencing the dynamic equilibrium.» But they are sugges-
tive of the importance of uncertainty in conditioning the evolu-
tion of industry structure.
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B. Differential Costs of Expansion in a Market

Firms can differ in the investment required to expand in a

market, depending on their starting points. Let me illustrate
with an example. General Foods and General Mills probably have
"lower distribution costs than Kellogg in the cereal market,
because they distribute other productshghgpugh the same retail
outlets. Kellogg has a compensating advantage in the form of )
large market shares on a brand-by-brand basis and overall. Shére,
in this context creates lower advertising costs per dollar of
revenues. A logical potential entrant to the market is Proétef &
Gamble, which has a marginal distribution cost advantage similar
to that enjoyed by GF and GM.

In extreme cases, the initial asymmetries can create rather
pronounced concentration. IBM's customer base in the business
sector in the tabulating machine market, and the expertise that
went with it} gave it a significant cost-investment advantage in
the early 1950's in computing equipment. That advantage rapidly
(within 3 years) turned into a dominant market share in the
business segment of the computer market.

One could go on with examples, but the point would be the
same, Diversification and history create asymmetries among firms
with respect to their strategic opportunities, which, when
exploited, can give rise to high concentration and to initial or
early positions of market power. There remains of course the
question of whether and under what circumstances these initial
positions can be maintained.
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C. Reversibility of Investment

One significan£ factor in deciding the lagter question c;n—
cerns.the extent to which the investments are reversible or not.
Generally, irreversibility creates more permanence and higher
concentration. Not only by increasing the exit costs but also by
credibly committing the firm to defend its investment, it reduceé
the anticipated returns to potential ri:AIQ; As with uncertaint&,
irreversibility is a two-edged sword. It protects the firm witﬁ
the market power position, but in the context of uncertainty, it
increases the risk of the initial investment and hence may blﬁﬂﬁ
the incentive to try to acquire a large relative share or to
monopolize a segment of the market.

D. Uncertainty

I have adverted to uncertainty at several points without
formally annduncing it. It is clearly an important influence on
industry evoluﬁion. As we have seen, the influence of uncertainty
is somewhat complex. It is further complicated by the fact that
it tends to be resolved over time., This gives rise to a number of
interesting possibilities in the evolution of an industry. It is
not uncommon (for example) that a market is initially developed by
small énd medium-sized firms; and then when it begins to acceler—f
ate in growth, the market is entered by larger firms, which then
grow very rapidly. At the end of that phase, there is often a

period of near-excess capacity and pressure on margins.
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Why might this pattern be observed? One explanation is that
large and small fifms differ in the rates at which théy can gréw,
because of differences in organization and in managerial and
financial resources. Large firms exploit that advantage by wait-
-ing until some of the uncertainty about the market's potential is
resolved. Thus the fact of uncertainty and the speed with which
it is resolved as the industry develoég'dgh affect the timing and
magnitude of the investments by entrants. An industry that
evolves in the way I just described may become an oligopoly in ité
mature phase. But is not likely to evolve into a dominant-firm
structure or a near-monopoly.

E. The Learning Curve

Closely akin td scale economies is the learning curve or ex-
perience curve. On the cost side, the learning curve depicts the
relationshié between unit costs anrd accumulated production to
date, Generaily it is a declining function. The rate of decline
varies from industry tb industry. 1In some industries the rates of
decline areIQuité dramatic, on the order of 15 percent every time
accumulated volume doubles. While the data required té estimate
learning curves accurately have not generally been available to
researchers, the emphasis on them by firms in some industries and
by certain consulting firms is sufficiently widespread that it
seems to me safe to include them on a list of potentially impor-
tant structural features of an industry.

The competitive implications of the learning effect are
interesting. As with scale economies, there is a premium (in the
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strategic sense) to early entry, rapid growth, and large relative

share of market--all of these for the obvious reason that these
things, in conjunction with the learning effect, confer cost
advantages. The cost advantages in percentage (as opposed to

absolute) terms may or may not diminish over time. But even if

they do, the relevant‘time horizon may be so long as to be iargely'

irrelevant. cow o

The observations concerning the importance of share and of
the head start do not tell us much, by themselves, about the com-
petitive process, the evolution of the industry, or its perform-
ance in the absence of regulation or cons;raint. So let me turn
to these issues,

When there is a learning curve, the marginal cbst of addi-
tional output is not the current unit cost. Rather it is the
current unit cost minus the present value of the reduction in all
future costs which results from the fact that additional output at
a particular time will lower unit costs at all future dates. This
means that any firm, even a monopoly, will price more aggressively
than it would in the absence of the learning effect. Indeed, the
prices can be below unit costs, at least initially. It is easy to
see that such behavior would be difficult to distinguish from, and
could be confused with, predatory pricing. It is this fact, among

others, that causes me to be concérned about average cost stand-

ards for predatory pricing-—-at least in relatively new and grow-

ing markets.
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I have done some calcu}ations of dynamic equilibria in models
with learning effects in order to determine, in a rouéh way,’what
the impact on competition of this aspect of industry structure -
might be.8 Some of the conclusions, which should be regarded as
" tentative at this stage, are the following. Learning curves are
powerful sources of entry barriers. With substantial learning.-
effects, it is not uncommon for the e&ﬁifibrium number of firms to
g; three or four. Entry barriers are greatest when the learning
curve is neither very steep (rapid learning) nor very flat (slow
learning), but rather somewhere in the middle. It is the moder-
ately rapid learning that creates the largest cost differentials
among firms--and hence the greatest entry barriers.

From the standpoint of market performance; there is clearly a
tradeoff between competitiveness (as measured by the number of
firms) and.price/cost margins on the one hand, and technical
efficiency'én the other. A single firm would be most efficient--
that is, could produée at the least cost but would price monopo-
listically. If there are many firms, the price/cost margins are
morevnearly optimal, given the cost, but the costs are higher than
need be, because the learning is dissipated across competitors.

My calculations to date suggest that entry ceases in the neighbor-
hood of the point where competition and cost efficiency are .

optimally traded off. That is to say, at the point where further

8 a. M. Spence, "The Learning Curve and Competition,” Harvard
Institute of Economic Research, Discussion Paper No. 766 (June
1980).
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entry is unprofitable, the benefits of an additional firm from
more price competition about equal the cost increases fesultiné
from dividing the cumulated industry output among more firms. I
emphasize that this observation is not a logical deduction from a
model but rather a generalization from calculatea equilibria for
ndmerous cases. The cases are distinguished by having widely dif-
feren£ values for the important parameters, like the elasticity o%
the learning curve with respect to volume, the elasticity and
growth of demand, and so forth.

A monopoly performs very poorly relative to two or more
firms. The greatest improvement in market performance comes from
the move from one to two firms. Of course, the two firms have to
compete (i.e., behave noncboperatively) for the benefits to be
realized. |

A second observation concerns the case where the learning
effects spill over to some extent from one firm to the next. One
can think of this as a case where the unit costs of an individual
firm depend on both ‘its own accumulated output and the accumulated
output of the industry. The relative importance of these two
variables in driving unit costs down is a reflection of the extent
to which the individual firm's production experience is or is not
transmitted to other firms. My tentative observations concerning
the impact of this kind of structural externality are based on the
kind of calculations referred to above. Industry learning effeéts
appear to reduce the aggressiveness of the output decision, to
reduce the entry barriers, and to improve market performance. On
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the face of it, these effects are not surpfising. Economists,
however, will develoﬁ the sneaking suspicion that there is a
potential market failure here, because some of the benefits of a
firm's output decision are not appropriated by that firm. This
might lead one to suspect that output would be too small. That
line of reasoning, however, ignores the social benefit of
increased competition. In fact, it is tPue"that profits are lower
with industry 1earning effects. But the impact of the transfer of
the learning effects is to permit more competition for any level
of industry cost reduction. That benefit tends to accrue to con-
sumers, And the net effect is an improvement in market perform-
ance. There is more that could be said about the learning effect,
but dwelling further on it in a survey such as this is probably
not the best use of the available space.

F. Demand-Side Structure

Let me turn then to the demand side of markets. Thus far I
have concentrated primafily on investments and costs. But the
demand side deserves (although it has not yet received) equal
prominence. 1Indeed, a survey of U.S. industries in 1980 would, I
think, tend to confirm one of Professor Barn's conclusions in his
remarkable work on entry barriers; namely, that entry barriers
based on product differentiation are generally the most potent
sources of above-average rates of return.

There are many aspects of demand structure that can influence
concentration and market power. There are, for example, a variety
of kinds of effects that are analogous to the learning curve. In
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fact, in markets where the products are complex and/or new, there
is exactly a buyer learning effect. Thus the démand fdr the
product of an individual firm can depend upon the accumulated
purchasing experience of consumers with that firm's products. The
experience reduces the uncertainty associated with the character-
istics and uses of the products, relative to those of rivals. The
competitive implications of this sort of “buyer learning are very '
similar to those found in the context of cost-reducing experience.
Indeed, one can, in certain circumstances, formulate the problem
in such a way that the models are formally equivalent. Since the
effects are so similar, it is not necessary to repeat the conclu-
sions we dreQ earlier.

The buyer iearning effect is magnified if conéumers invest in
the product or itsvuse. A well-known example is the computer
industry, where there is not only consumer learning but also con-
sumer investment in software that is largely equipment‘specific.
The fact that it is equipment specific is, of course, a matter of
strategy and not an act of God. When the buyer invests in the use
of the product, the effect is to reduce the relative attractive-
ness of the products of rivals. Formally, this apsect of struc-
ture can be captured by allowing demand to depend on accumulated
sales, and it magnifies the accumulated volume effect.

As in the case of cost-side learning, some of the demand-side
learning may be an industry effect. Or, to put it another way,

experience with one firm's product can have a positive influence
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not only on that firm's product, but also on those of rivals. And
as in the cost case: this aspect of structure tends to reduce
entry barriers and concentration for exactly the same reasons.
There are other reasons why demand may depend on accumulated
volume 6ther than learning. If the product is durable, there can
be a negative effect of accumulated volume associated with satura-
tion of the market. The durability effetct causes a damping of the
rate of growth of demand as the industry matures. Once again |
there is a premium on rapid growth and early entry, particularly
if the effect is combined with either scale economies or learning

~on the production side.

G. Advertising

The subject that is most discussed in the cohtext of demand-
side structure and market power is advertising. The technology
of advertising is such that the expenditures required to reach
consumers with messages tend to be relatively fixed with respect
to sales in units or market share. This has led analysts to con-
clude that there is a rather strong element of economies of scale
in advertising that may explain the empirically well-established
positive correlation between advertising intensity and profitabil-
ity. It is also recognized, however, that "scale economies".is
not exactly the right concept. Advertising, after all, operates
on the demand and hence influences unit sales. It seems somewhat
peculiar, therefore, to take the latter as fixed in explaining why

advertising results in share of market cost advantages.
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There is a relatively straightforward way of avoiding this
théoretical box. One can think of a firm as using rescurces to
produce a product and then using more resources to sell it. Or,
more usefully, one can think of it as using resources to generate

revenues: some of those resources are used in creating a produc-

tion to sell; other resources go into selling it. If you take the

latter view, then advertising and selling activities are inputs to
a process that generates revenues. That production function often
exhibits economies of scale; hence, there are potential entry

barriers associated with it.

H. Interdependencies Between Supply and Demand

There are some additional elements 6f structure that re-
searchers have observed in case studies of particular industries,
which I should like to comment on briefly. One of them concerns
a relation between supply-side concentration and demand growth.
It is not hard to find examples of industries in which buyers
are reluctant to become depehdent upon one or a small number of
firms because of the loss of bargaining power. Where possible,
buyers will avoid buying from concentrated industries, and that
acts as a negative entry barrier in the industry. The buyers may
actually favor (and, to some extent, protect) the new entrant.
This feature is easy to observe in the high fructose market
that developed in the 1970's as a substitute for sugar.

A second phenomenon concerns the investment by factors of
production in the technology of a particular firm's products. It
has been argued that part of IBM's market power stems from the
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fact that with a large share, most people who are trained in pro-
gramming and sof tware development are trained-on IBM equipment
and systems. A buyer who wants to hire programmers will, there-
fore, find a larger and better developed market if he purchases
~the equipment of the dominant firm. Formally, this phenomenon
would have the features of the demand-side learning effect. The
demand would increase with accumulated™volume.

I. Product Development Costs and Economies of Scale

Let me finally describe what I believe to be an increaéingly
important aspect of industry structure. In some industries, -
product development costs represent avsubstantial fraction of
total cost, as a result of the opportunities for developing new
products or réducing costs. Sometimes high devélopment costs
result from rapidly changing demand. The latter can be induced
by changes in prices elsewhere in the economy or by other factors.
The computer industry is one in which product development costs
have historically figured prominently. And it appears to be
increasingly characteristic of the automobile industry, where
petroleum prices and some regulatory activity have pushed up the
product development costs and the rate of product change.

Product development costs are largely fixed costs. Their
impact on average costs is therefore smaller, the larger the saies
volume over which those costs can be amortized. Industries with
these characteristics will exhibit a strong tendency to become
highly concentrated, and the dominant-firm structure is common.
While more work needs to be done on the question of what
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kinds of equilibrium market structures are likely to emerge under
these conditions, myﬁconjecture (if you will permit me 6ne) is |
that symmetric equilibria in terms of market share are unstable.
That does not mean that the end result is a monoply (in the lit-
eral as distinct from the legal sense). While the cost functions
may appeér to have the characteristics of a natural monopoly, it
is by now well known that driving smaller” competitors out of
business in a dynamic setting is not always, or even usually, a
good investment for the large firm,

I mention this aspect of industry structure in part because I
believe that there is an important subset of American industries
that will find that the fixed costs of staying in business are a
rising fraction 6f_totél costs. The forces causing the changes
are diverse; they include rapid changes in technology (especially
in the semiconductor and integrated circuit industries), rapid
changes in relative prices in sectors like energy, and the advent
of significant foreign competition in many sectors. In the not-
too~-distant future,'many of the affected markets will become
antitrust concerns. It is probably useful to begin now to think
about what the best policy responses might be.

In the course of the evolution of an industry, firms make
investment decisions based on calculations of the returns to the
investments., The decisions are interactive in the game-theory
sense. Part of the process of developing a coherent investment
strategy is the calculation of the moves that are likely to be
made by rivals, because those moves will affect one's rate of
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return., The most likely investment decisions of one's rivals are
not independent oftone's own investment decisions. And therefore
part of the return to most investments consists of the deterrent
effect it will or may have on one's rivals' investment behavior.
The point I want to make is simply that most strategic investments
are entry- or expansion-deterring. That is not their only objec~-
tive, but it is almost always part of -the‘calculation of the
return. It is difficult at best--and, quite conceivably, logic-
ally impossible-~-to distinguish between entry-deterring investment
and other kinds of investment.

A combination of structure, timing, and past history will
create strategic opportunities which firms will exploit by commit-
ting resourceé to the point where the marginal returns equal the
perceived coéts of capital. Part of the marginal return will con-
sist of the damping effect of the investment on the extent
of rivals' expansion. Many investments have this preemptive com-
ponent. Its importance varies from industry to industry with the
structural characteristics I adverted to earlier. In a dynamic
context, entry or expansion deterrence is an integral and ordinary
part of the competitive process; it is not something that can be
isolated as unusual or abnormal and then eliminated by regulation.
Nor does taking into account the deterrent effects of one's own
investment behavior involve peculiar business planning or prac-
tice. On the contrary, ignoring these effects would seem to

businesspeople to be unusual in the extreme.
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IV. International Competition

I adverted to foreign competition in a previous section with-
out dwelling on it; For several reasons, it d;serves a prominent
place in a general discussion of competition policy. I will not
expose you to a long discussion of the subject, but I do want to
make some observations that might influence the way in which
foreign competition is viewed in an antitrust context.

X

Foreign competition is not ignored in antitrust proceedings.

For example, it is a legitimate counterclaim to a charge of monop-.

olization that there is competition from non-U.S. firms and frqm
. imports. But there is still a strong tendency to treat the ﬁ.S.
market as the relevant market and to regard foreign competition as
a minor qualification. In fact, there is a growing number of
markets in which the relevant market is the worldwide market.
Foreign competi®tors are potentially a powerful competitive

force, becauée they can and do sell into the large U.S. market at
something apptéximating marginal cost. This is particularly true
of competition emanatiné from relatively protected, and large,
domestic markets like that in Japan. ‘The costs associated with
product'development, learning, and the like, are recovered in the
domesticvmarket, while the costs of exports are ﬁreated as incre-
mental. The domestic market may be protected to ensure that

cost reductions achieved through serving the domestic market are
not diluted by imports. Histofically, such a strategy at the

national level was necessary to be competitive by U.S. standards.
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Even without the aid of a protected domestic market, a firm that
can achieve a large .share of market worldwide can afford hlgher
product development costs, which result eventually in competitive
advantages.,

This paper is not the place to attempt a lengthy explanation
of the internationalization of many domestic markets, But
certéinly the trend has been created byrg.gpmbination of forces.A
Tariff and other trade barriers have been negotiated downward. ’
The relative size of non-U.S. markets has been growing and provid—‘
ing arenas where foreign competitors can expand to become cost-
competitive. And the economies that were severely damaged by £he
Second World War are building back to more normal levels of
activity, investment, and consumption. All this is creating a
situation in which U.,S. firms and industries face increasingly
powerful competitors who have large bases in non-U.S. markets and
who often operate in cooperation with their respective govern-
ments. ‘

From an antitrust standpoint, increasingly effective foreign
competition presents some interesting problems and possibilities.
From a strategic‘standpoint, U.S. policy should be devoted in part
to ensuring that non-U.S. markets are not effectively blocked to
U.S. corporations at the same time as U.S. markets are relatively
open. A failure to pursue such policies will ultimately result in
an erosion of the competitive positions of U.S. industries. For

competition policy, foreign competition represents an interesting
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alternative to operating directly or indirectly on domestic T
industry structure. Exposing a domestic industry to foreign

competition and reducing the domestic industry's concentration are

alternative ways of achieving competitive outcomes. In fact, we

ought to use a combination of foreign competition and domestic
structure to achieve the desired competitive outcomes. Foreign

competition, I should say, is regulated by tariff and nontariff

X

.
e

barriers.

I am currently involved in some research that focuses on thé
tradeoffs involved in optimally exploiting antitrust and trade ) e
policy. Let me briefly try to provide the flavor of the problém.
If, for structural reasons of the type discussed earlier, there
are efficiencies associated with high concentration, some of the
"benefits of concentration can be obtained without having the kinds
of pricing problems that would normally occur in a closed economy,
by matching inéreases in concentration with tariff reductions.
Such a policy hés two effects: it will increase the competitive-
ness of U.S., firms in non-U.S. markets, and it may reduce tariff

revenues. Both these factors need to be taken into account.

&

To implement coordinated policies in the trade and antitrust
areas, we need to become more knowledgeable than we currently are
about the answers to a number of questions. For example, how does -
the optimal combination of trade and concentration vary with the
size of the domestic market relative to the worldwide market? How

is it affected by the comparative advantage or disadvantage of
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domestic and foreign firms in terms of costs (and by costs I mean
cost functions: actual costs are endogenous and.responsive to
policy), the concentration of the nondomestic part of the supply
side of the market, the policies and strategies pursued by other
countries, the magnitude of economies of scale, learning effects,
and ppoduct development opportunities and costs?

These are hard questions to answer,-but certainly not
impoésible. And I believe they are important enought to invite
the attention of academics and policymakers in the relevant areas

of microeconomic regulation, including especially antitrust.

V. Antitrust Policy

The time has come to try to say something about what all this
means for antitrust policy in the monopoly érea, broadly defined.
Let me preface these remarks by saying that I do not regard myself
as an antitrust expert. These thoughts are at best a basis for
discussion, add certainly not well-worked-out policy proposals.

My first Qbservation is this. To the extent that one's
objective is the iﬁprovement of market performance as convention-
ally measured by the present value of the net surplus, then it is
not at all clear that preventing market power from developing
(even if one could) would be desirable. In industries where the
structural basis for market power is a scale economy or a learning
effect, relatively efficient market structures may entail having

powerful firms or groups of firms.
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A second observation is that the structural environment of
industries that evolve toward monopolies, near—monopol%es, or
concentrated oligopélies, is often such that beﬁavior that is
normally considered‘to be predatory is not required for the con-
centrated outcome to occur. It seems to me unreasonable to expect
firms to calculate the returns to their strategic investments in
abstraction from what their rivals are expected to do. And what |
rivals will do depends on precisely thogzli;vestments. These ‘
mutually recognized interdependencies are factors in the invest-
ment decisions of firms. The result is an equilibrium in the
dynamic sense. Dynamic equilibria often result in market powér>v
positions and the dominance of market segments by individual
firms, for structural reasons discussed in the previous two
sections.

On the other hand, while market power is the natural resulf
of strategy and structure, I can think of a few industries that
require a monopbly structure to be efficient markets as large as
those in the United Statés. (I would not say the same thing about
smaller countries, whose problems in this area seem to me rather
different from ours.) -Hence, there is some merit in looking for
ways of preventing unnecessarily high levels of concentration,
ways that do not place arbitrary restrictions on the private
sector and that run minimal risks of impairing market performance

and the competitive position of the U.S. industry in world

markets, The extent to which this is possible will almost surely
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depend upon the structural characteristics of industries and hence
will vary from one industry to the next. )

A'third observation would be the following. Attempting to
prevent monopoly power by looking for predatory or unfair conduct
whenever and wherever monopoly power develops, strikes me as a
costly and ineffective policy strategy. Standards for predation-
sufficiently stringent to prevent monopoly power in all cases
would be considerably more stringent than those we have now. And
they would run the risk of constraining firms in ways that are
counterproductive and arbitrary. I want to make it clear that I
am not arguing against the existence or enforcement of laws pro-
hibiting predatory behavior. The point is rather that this will
not and should not serve effectively as the mgig;weapon in the
arsenal for dealing with the market power and related performance
problems. |

There ié'a related point that deserves comment. Neoclassical
price theory notwithstanding, there is a partial conflict of
objectives betweén business and the public sector., There are
instaﬁces in which the formulation and implementation of
strategies by businesses that are in every sense effective and
normal business practice, result in market outcomes that are not
ideal from the broader perspective of overall market performancé.
There is a widely accepted myth that the pursuit of profit by
"legitimate”" means will always result in the right results. Not

only is it not true, unless one defines "legitimate" in such a
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way as to make it a tautology; acceptance of it biases the process
of changing the market outcome toward a search.for what must be
there according to the theory, namely, some kind of unacceptable
conduct.

In saying there is partial conflict of objectives, I do not -
mean to imply that all instances in which the conflict surfaces
should be regulated. Sometimes the cure: is worse than the

disease. Indeed, the policy problem is to know or to learn what

if any market processes are regulatable at reasonable cost and low

risk, and by what means. It is hard to start thinking about this
‘problem if one believes that except in a few unusual regulated
sectors, the problem does not exist.

One way to deal with these problems is to define activities
which result in the acquisition of a monopoly position in a market
as unacceptable. That is a logically coherent position, but it
amounts to prohibiting monopoly. 1In particular, the distinction
between legitiﬁate and illegitimate means of acquiring monopoly
power would essentially disappear. There is, however, a differ-
ence between operating directly on structure and operating on
conduct at the level of remedies. Preventing monopoly by conduct
restrictions may involve the plaintiff in guessing what combina-
tions of activities would, if excluded, have prevented the evolu-
tion toward monopoly. When the basis for the monopoly power is

largely structural, that game can be frustrating and ineffective.
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I do not want to convey the impression that I believe there
are no instances in wﬁich monopoly power is acquired by éconohiJ C
cally illegitimate means. On the contrary, examples of predatory
conduct do exist, and the law as I understand it is adequate to
deal with them.

But the study of strategic investment behavior, intertemporal
industry evolution, and the underlying structural determinants of -
both of these--theoretically, and in the context of case studies--
suggests to me, and I hope to others, that there is and will
continue to be a significant subset of industries that do not
lend themselves to this approach to regulating market power; And
I would therefore conclude that we ought either to find alterna-
tive ways to regulate, or not regulate at all. |

Because structurally based monopoly problems usually stem
from some scale economies (broadly defined to include demand-side
phenomena and dynamic effects like learning) that afe large in
relation to the size of séme market or market segment, I find the
idea of actively using foreign competition as a regulatory device
attractive. Considerable expertise is required to do this,
because the tradeoffs between efficiency, competitiveness, and the
benefits of foreign profits and domestic tariff revenues are
complicated, to say the least. And there are other complicating
factors. At the moment, trade and competition policy are imple-
mented by different organizations operating relatively independ-

ently. That would have to change. 1In addition, the problem of
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negotiating general reductions in trade barriers, while at the
same time employing-potential foreign competition as a regulatory
instrument at the industry level, should prove challenging to the
best minds we have. But in spite of these problems, I believe
that there is a subset of U.S. industries where controlled import
éompetition is a more sensible and effective regulatory device
than‘deconcentration, constraints on investment behavior, or other
remedies that would fall within the scope of domestic competition
policy.

Obviously, foreign competition is not a short- or medium=run
solution to market-power problems in all afflicted industries.
There is, for example, a collection of 6ligopolistic consumer
goods industries in the United States that have pérsistently
achieved high rates of return with no obvious concomitant risks
that might justify the observed returns. These industries have
been a source of concern to antitrust agencies for some time.

Many such industries have little or no foreign competition, essen-
tially because the market expertise required to compete tends to
be country-specific. Some of the attempts to deal with market-
power problems in these industries within the framework of. exist-
ing law seem (to this outside observer) to have involved exces-
sively creative applications of the law, to the point where the
whole process looks like a costly and somewhat indirect form of
rate-of-return regulation. Once again, it appears to me that our
regulatory approach through antitrust has been ineffective because
of the apparent ﬂeed to claim that the market power stems from
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abnormal business behavior, when it may in fact be the\resuit pf
normal dynamic competitive interaction and unde}lying structure.
It is perhaps useful to note that other countries deal with
the monopoly problem in somewhat different ways. The British
Monopolies Commissioﬁ, for example, appears to be able to inter-

vene rather more directly in industries that are identified as

having some sort of performance problem. I hasten to add that I
am not an expert on the Monopolies Commission, but my impressioﬁ
is that the legal context in which its decisions are made and
reviewed is somewhat more flexible than our antitrust law. |

In certain industries, the entry barriers may result from
practices that one would not want to argue are per se illegiti-
mate, but which are in the context of a particular industry rather
powerful entry-excluding devices. Some of the examples I have in
mind involve egclusive dealerships, with possible examples being
the automobile industry (historically) and hearing aids. I am
sure there are others. It seems to me that it ought to be possi-
ble to devise a regulatory mechanism that permits the Government
to disallow such practices in particular cases, after a suitable
investigation into the costs and risks of taking that action,
without having to argue either that the practices are the result

of collusion or that they are unacceptable in all cases.?

9 Exclusive dealerships, in fact, may be an area in which the law

has been applied flexibly and with some sensitivity to the struc-
tural differences among markets.
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To an economist, the problem with the antitrust law in the
monopoly area is not so much what it contains as what‘it does/ﬁot
contain, It correctly identifies and prohibits classes of actions
that are both outside the range of normal competitive business
behavior and likely to result in poor market performance. Where
it is less effective is in dealing with the existence of ﬁarket
power whose origins do not fit the abobz.ééécription. One mighé
argue that the law was never intended to apply to the latter‘
cases. But if that is true, then I think it would be hard to
defend some of the monopolization cases brought in the past 10 to
15 years. The arguments in a number of cases with which I am
familiar have an air of economic unreality that is associated with
the need to make the arguments fit the facts of the case to a
model that does not apply. The cases I have in mind are ones in
which there is little or no dispute about the presence of market
power, notwithétanding endless debates about the definition of the
relevant markets.

In reviewing some of the forces and strategic considerations
that influence the evolution of industries' structures, I hope to
have created the impression of a rich variety of possibilities and
outcomes. This is entertaining for academics who enjoy trying to
untangle the web of interacting influences. And it is of course
all too easy to apply that knowledge critically to the activities
of those who try to modify and enforce the rules within which the
economy will operate. There will always be some tgnsion between
the general rule and its application to the particular case.
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Nevertheless,~1 believe that recent research provides some
help, and future résearch will provide conside}ably more helplin
understanding the process of industry's structural evolution.

More to the point from a policy point of view, it provides some
categories and some structural phenomena with which to classify
industries into groups. Groups of industries will differ by theA
sources of the market power of the fir;;.gﬁat have it. And they
will therefore also differ in the ways in which they will respdndA
to policy intervention. It is the last fact that is most relevant
from a policy standpoint. B

The ability to group industries on the bésis of their struc-
tural similarities and hence the sources of the market power ought
to provide a useful input to the process of selecting and screen-
ing cases, and to the formulation of policy at that level. It
does not proQide simple answers concerning what rules or standards
to apply in jhdicial proceedings. My own view is that the state
of our understanding ofrboth dynamic strategy and intertemporal
market performance is currently insufficient to justify confident.
conclusions with respect to rules and standards. But I do think
that it is better to admit ignorance than to defend rules based on
incomplete static models of industries.

The only conclusions about which I am sure is that the
effectiveness of the antitrust process in the United States, inso-
far as it requlates monopolies and market power, will be substan-

tially affected for the foreseeable future by the sophistication
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that can be brought to bear in the analysis and selection of cases
and by the imaginalion that is exercised in finding alternative

ways of achieving the objective of improving market performance.
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COMMENTS ON "COMPETITION, ENTRY, AND ANTITRUST"

William S. Comanor*

There are fashions in economics, &8*in other areas of
endeavor. Once-accepted doctrine is rejected in favor of a "new
learning," which then becomes widely accepted. And the process
repeats itself.

This process is a traditional mode of intellectual develop-
ment in any area of learning. But antitrust analysis is not
merely a subjec£ qf academic endeavor but has majér implications
for policymaking. The replacing of new learning for old influ-
ences court decisions and affects the development of antitrust
law to the extent that current decisions reflect diSChssion of
these issues.

One of the more important areas of "new learning" in anti-
trust is the primary focus of this seminar: the implications for
antitrust policy of the strategic behavior of private firms.
What this term includes is a wider range of firm conduct than had

earlier been considered. It extends beyond the limits set by

*

Professor of Economics, University of California at Santa
Barbara. When this comment was written, the author was director
of the Bureau of Economics of the Federal Trade Commission.



collusive and independent firm behavior. While previous discus-

sions of business conduct were limited to one or the other of -
these two approaches, the concept of strategic firm conduct
represents something broader.

Exactly what it represents, however, is still subject to
‘debate. Does it simply indicate the recognition of mutual inter-
dependence, that firms account for the expected conduct of their
rivals, or is it something else? Whatever the appropriate defini-
tion, this term surely includes the recent literature on preda-
tory conduct as well as the related discussion of entry deterrence
and limit pricing. In this regard, I would commend the useful
guide to much of this literature by George Hay.l

A most interesting facet of the new literature dealing with
strategic behavior concerns our changing view of landmark anti-
trust cases. Specifically, I refer to one of of the more inter-
esting cases qf the postwar period: the Alcoa decision of
1945.2

When this decision was handed down, it was heralded as thev
"new Sherman Act," or the "new Section II." It was viewed as
represénting a new law on monopolization which imposed stringent
responsibilities on firms with market power. Hehceforth, it was
suggested, there would be increased emphasis on structural

factors. We believed, then, that firm behavior followed directly

1 see George A. Hay, "A Confused Lawyer's Guide to the
Predatory Pricing Literature," this volume.

2 yUnited States v. Aluminum Co. of America, 1948 F.24 416, 1945,
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from the underlying structure of the market, so that the latter
represented most oé what was required. We had confidence in’oﬁr
kﬁowledge of the direct impact of market structure on both com-
petition and industry performance. For this reason, there was
~less emphasis on "intent" and more on the economic consequences
of market structure in particular industries. Indeed, "intent"
was dismissed with the classic line that "no monopolist monopo-
lizes unconscious of what he is doing.”

However it was heralded when it appeared, this decision has
been subject to considerable questioning more recently. What had
been new was now rejected, ahd the mildest term applied to this
once pathbreaking decisipn was "troublesome."3 The conduct
complained of‘was largely the expansion of industriai capacity
ahead of demand. But was not this simply prudent and foresighted
behavior? And what could be wrong with it? Was not Alcoa behav-
ing as an innovative competitor: keeping prices down, stimulat-
ing demand, and preparing to meet that demand? Commentators
suggested that this behavior reflected the search for increased
efficiency rather than efforts designed to promote monopoly
power.

But if that view represented the "new learning," as it was

termed by its proponents, there may now be a "new new learning"--

3 ponald I. Baker, "The FTC's Use of Alcoa, DuPont Cases Put
More Businesses in Jeopardy," The National Law Journal, Monday,
April 23, 1979. '
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which, as Professor Richard Nelson of Yale once remarked, looks
rather mich like the old. ) |
Professor Spence's paper is a good introduction to this
newest view of firm behavior. His point is that, inevitably,
firms behave strategically in making investment decisions. This

process is generally part of their investment calculations, so

that "part of the returns to most investments consist of the

deterrence effect it will or may have on one's rival's investment

behavior."4

In this setting, Spence provides new support for the Alcoa
decision. At the least, his analysis lends credence to the
discussion of Alcoa's market behavior in Judge Hand's decislon.
Spence suggests that we obtain different analytical results and
different interpretations of firm behavior when strategic con-
siderations are taken into account than when they are not. And
they are ignorea'in much of the so-called "new learning."

I agree that there ié much promise in this new approach in
terms of a greater understanding of firm behavior. But there are
analytical problems as well in that if anything, this new
approach explains too much. It is too inclusive. 1Indeed Spence
suggests that "it is difficult at best, and quite conceivably
logically impossible to distinguish between entry-deterring

investment and other kinds of investment." If all investment is

4 A, Michael Spence, "Competition, Entry, and Antitrust," this
volume, p. 75.
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at least partly strategic and we cannot dist%nguish\that part.
from the rest, what good is it for antitrust purposes?

But is this right? 1Isn't there an issue of "intent" which
is relevant here? Our concern then might be with action taken
specifically to exclude rivals or to predate. Note, however, that
if‘we take this position, we have comg full circle to where monop -
oly policy stood 35 years ago. There are differences, to be sure,
but our analysis returns to the question of "intent" as before.

If we have'greater understanding of firm conduct which might
lead to the achievément of monopoly power, we seem to have less
confidence in our ability to do anything about it. I was struck
by two points made at the end of Professpr Spence's paper. The
first is that market power may well accrue to firms in equilib-
rium. But he also observes that attempting to prevént monopoly
power simply by looking for predatory or unfair conduct represents
a costly and largely ineffective policy approach. There is the
suggestion that such conduct may simply be too pervasive to limit.
Just as the antitrust laws have been unable to preclude tacit
collusion despite their apparent impact on monopoly power, other
forms of strategic behavior may likewise be ignored. This conduct
may simply be so implicit in accepted norms of business conduct
that it cannot be readily eliminated by governmental decree.

Furthermore, even if other antitrust remedies are imposed,
the question must be raised as to what messages are being sent to

business firms with regard to what conduct is permitted and what
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conduct is not. We must be conscious of such signals; and here
they are unclear. | )

Professor Spence's paper raises a number of challenging
questions. The answers are few, but it does point the way to
increased attention to a new set of cohcerns. The paper in this
volume by Hurwitz and Kovacic has more practical considerafions

»y

in mind. It looks for answers to issues édgéerning predatory
conduct in the pattern of judicial decisions. They have suggested
that liability generally requires both the presence of
anticompetitive intent and a prospective effect which was more
likely to cripple the other firm than to outperform it. Fair
enough, but do these two elements not frequently go hand in hand,
as suggested by Professor Spence? And then what? Do we look for
the predominant effect, or the absence of one effect, or what? in
particular, wﬁat is the role played by the question of "intent"?
At this pbint, we cannot draw many conclusions as to the
implications for antitruét analysis of strategic behavior.
Although this conduct may be so pervasive in business behavior

that it cannot be banned, it must be taken into account as we

examine and appraise market behavior generally.
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COMMENT ON "“COMPETITION, ENTRY, AND ANTITRUST"

W. J. Liebeler*

o

It is hard to f£ind fault with an analysis that starts with
the proposition that antitrust laws are likely to be most produc-
tive when applied to cartels and to mergers leading to monopoly or
near-monopoly levels. I would be inclined to stop there, but if
we were to adopt such a sensible approach, there would be little
justification for this conference or for most of the antitrust
enforcement activities of our host.

Nor is it easy to quibble with a paper that finds impractiéal
“any standarés for controlling predatory practices other than an
average cost standard and which goes on to point out that such a
standard would probably have rendered the faltering A&P's princi-
pal comeback attempt illegal, while at the same time legitimizing
a great deal of activity that Professor Spence, at least, believes
to be entry-deterring.

I also find congenial the idea that the greatest improvemént
in market performance comes with the move from one to two firms.

I share also Professor Spence's concern with the question of how

Professor of Law, UCLA,



individual firms or groups of firms acquire and maintain positions
of market power, which leads directly to his consideration of
uncertainty, scale economies, and learning curves. Most refresh-
ing are his explicit recognition of the tradeoff between
-"competitiveness" and productive efficiency, and his tentative
conclusion that entry ceases "in the ngighborhood of the point
where competition and cost efficiency are optimally traded off."
He says:

. « . at the point where further entry is

unprofitable, the benefits of an additional

firm from more price competition about equal

the cost increases resulting from dividing

the cumulated industry output among more

firms,
The fact that this conclusion "is not a logical deduction from a
model, but rather'a generalization from calculated equilibria for
numerous cases” is noteworthy for at least two reasons. First, it
introduces at least one fact into the predatory behavior debate,
and second, it suggests that entry into this new academic
industry has far surpassed this generally optimal level that
Professor Spence finds in the markets he has studied. If we are
searching for market failure related to predation, we are, I
believe, looking in the wrong place. The editors of the Yale Law
Journal and those that provide them with their inputs are not
doing as well as other sectors of the market.

I was somewhat concerned, at first reading, to note that

Professor Spence seemed to think that the Alcoa and the Du Pont-

~96-

&

&3




titanium dioxide complaintl approaches to regulating prior invest-
ment behaQior seemed to have some merit. After %inishing the /
paper, however, it seéms that his true view is that while they may
have some merit, they do not have much. I hope that we take to
heart his warning that more rigorous predatory pricing rules may
not induce more entry--assuming that to be a désirable result--butA
may only alter investment decisions, ané ;hat it is basically ‘
impossible to regulate that activity with even remote likelihood
of success.

Professor Spence's recognition that entry or expansion
deterrence "is an integral and ordinary part of the competitive
process" and "not something that can be isolated as unusual or
abnormal and then eliminated by regulation, " coupled with his
empirical findings that in those areas he has studied, entry
apparently occurs up to approximately optimal levels, suggests
that the markeé is alive and doing quite well. While that might
not argue well for increased budgets for the FTC, it should give
us some satisfaction to be led to conclude that while the world
may not be the best of all possible ones, it is not doing badly on
its own.

His discussion of antitrust policy does not support increased.
attention to "predatory" behavior. It is not clear to Professor

Spence, as it is not to me, that "preventing market power from

1 fThe Commission dismissed this complaint in October 1980, E. I,
du Pont de Nemours & Co., 3 Trade Reg. Rep. #21,770 (FTC Oct. 20,
1980).
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developing (even if one could) would be desirable." This, of
course, has obvious }mplications outside the predatory bricing/
area as well. Nor is it clear that predatory pricing has much if
anything to do with monopoly or concentrated oligopoly. 1In
addition, "attempting to prevent monopoly power by looking for
predatory or unfair conduct whenever monopoly power develops"
strikes Professor Spence as a "costly and ineffective policy
strateqgy."

His conclusion, that sometimes the cure is worse than the
disease, seems to have been reached without extensive firsthand
experience with the FTC. While that may make the conclusion less
offensive to our hosts, I am willing to surmise that if he had had
anything like my experience as director of the Office of Policy
Planning and Evaluation of that institution, he would have
expressed his éonclusion in more universal terms. His conclusion,
that we ought either to find alternative ways to regulate or not
regulate at all, is one with which I agree completely.

I must admit to some difficulty with Professor Spence's views
of the relationship between tariffs and antitrust policy. I would
have thought that we should generally oppose tariff restrictions,
unless they were needed to protect domestic firms from foreign
competition that does not bear costs, such as those associated
with domestic environmental protection regulation, for example.

If tariffs are an appropriate subject of antitrust concern, it

should, in my view, be along the lines of the antitrust division's
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campaign--more recently endorsed and taken up by the FTC--against
ill-advised government regulation.

All in all, however, I generally agree with Professor
Spehce's remarks. I suspect, however, that his rather dim view of

the likely efficacy of attempting to requlate predatory pricing or

other "strategic" behavior will not be so warmly endorsed by our

hosfs.

P ST
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CURRENT LEGAL STANDARDS OF PREDATION

James D. Hurwitz
William E. Kovacic -
Thomas A. Sheehan III
Robert H. Lande*

I. Introduction

There is a substantial gap between-‘the' recent literature
analyzing predation--especially the economic literature--and the.
attempts of courts to identify and redress such conduct. This
is hardly surprising. A consensus has yet to emerge within the- .
legal or economic communities as to what, in theory, should
constitute predation. Moreover, courts must temper theoretical
economic concerhs with evidentiary, procedural, and jurispruden-
tial considerationé. Indeed, one may reasonably ask how well even
an accepted economic definition of predation could be applied in
the courtroom environment of incomplete facts, disputed inter-

pretations, unsettled theory, and limited economic expertise.

*

Mr. Hurwitz, Mr. Kovacic, and Mr. Lande are attorneys in the
Bureau of Competition of the Federal Trade Commission. Mr.
Sheehan, formerly with the Bureau of Competition, is now in pri-
vate practice with Moyle, Jones & Flanigan, P.A., West Palm Beach,
Florida. The views in this paper are those of the authors and do
not necessarily reflect the views of the Bureau of Competition,
the Commission, or any individual Commissioner. The authors would
like to thank John B. Kirkwood and Steven C. Salop for their many
useful suggestions contributing to the preparation of this paper.
A revised, substantially expanded version of this paper, covering
developments through June 1981, appears as Hurwitz, Kovacic, and
Lande, "Judicial Analysis of Predation: The Emerging Trends," 34
Vand. L. Rev. (Jan. 1982),




This paper examines what has been occurring in the courts. It

has two purposes. The first is to describe the current‘state‘

of the law regardingtpredation and significant ffends that are
developing. The second is to explore the considerations that
courts—--and therefore economists and others--must weigh in evalu-
ating the legal utility of rules that may be sound as a matter of
economic theory. Toward these ends, we first review the legal
context into which any economic analysiéuzfdﬁredation must fit,
emphasizing in particular the evolving legal standards for preda;
tory pricing, innovation, and promotion. We then analyze how

courts have applied these legal standards, such as they are, ih

three particularly instructive cases: Janich Bros., Inc, v.

American Distilling Co.;l Berkey Photo, Inc. v. Eastman Kodak

Co.3;2 and Transamerica Computer Co. v. International Business

Machines Corp.3 Finally, we examine certain patterns we found in
32 recent predétion cases. This examination includes a box score
summary of how -the cases came out--who won, in what kinds of

cases, and at what procedural stage--plus some analysis of the

1 570 r.24 848 (9th Cir. 1977), cert. denied, 439 U.S. 829
(1978) .

2 603 F.2d 263 (24 Cir. 1979), cert. denied, 100 S. Ct. 1061
(1980) .

3 481 F. Supp. 965 (N.D. Cal. 1979), appeal docketed, No. 80-4048
(9th Cir. Jan. 31, 1980).
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judicial and administrative considerations underlying those

outcomes. 4

ITI. Legal Context

Antitrust law tries to control predation principally through
'application of Section 2 of the Sherman Act, which prohibits,
inter alia, monopolization and attempgg'gg monopolize.5 As tradi-
tionally formulated, "monopolization" requires the existence of
monopoly power plus some conduct indicating "the willful acquisif
tion or maintenance of that power, as distinguished from growth or
development as a consequence of a superior product, businesé h
acumen, or historic accident. "6 Traditionally stated, an attempt

to monopolize under section 2 requires:

4 For our survey we included cases through September 1980, in
which pricing, innovation, or promotion were central elements of
the plaintiff's predation claims. A detailed explanation of the
methods we used to select cases for study is contained in the
appendix. The box score summary, in chart form, also appears in
the appendix. The statistics upon which this paper relies are
based upon the status of the investigated cases as of September
1980. ’

5 15 U.S.C. § 2 (1976). Predation is sometimes alleged in price
discrimination and merger cases, brought under §§ 2 and 3 of the
Robinson-Patman Act and § 7 of the Clayton Act, respectively. 15
Uu.s.C. §§ 13, 18 (1976).

6 United States v. Grinnell Corp., 384 U.S. 563, 570-71 (1966).
Some authorities have suggested that the conduct element is not
clearly mandated by the statutory history, language, or purposes
of section 2. 3 P. Areeda & D. Turner, Antitrust Law Y623a (1978)
[hereinafter cited as Areeda-Turner Treatise]. See also, Berkey,
603 F.2d at 298 n. 57; Report to the President and the Attorney
General of the National Commission For the Review of Antitrust
Laws and Procedures 151-63 (1979) [hereinafter cited as NCRALP
Report].
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1. The specific intent to control priées or destroy
competition;

2. Predatory or anticompetitive conduct directed toward

the end; and
3. A dangerous probability of success.’
To receive damages for either offense, the plaintiff must show not
on;y that it individually suffered measurable harm from the
defendgnt's anticompetitive conduct, but also that the injury was

of a type which the antitrust laws were d&&§igned to prevent.8

The definition of each of the elements of the monopolization -

and attempt to monopolize offenses is a matter of controversy and

is in flux. This is important because the particular definitions

adopted for the various companion elements of these offenses
appear to have a large bearing on how a court defines and inter-
prets ﬁhe anticompetitive—conduct element. Additiohally, one
might suspect from feading the cases that courts may sometimes

define the requisite elements of liability and damages with

7 swift & Co. v. United States, 196 U.S. 375, 396 (1905). See
also NCRALP Report, supra note 6 at 144-49.

8 Brunswick Corp. v. Pueblo Bowl-O-Mat, Inc., 429 U.S. 477
(1977). Writing for a unanimous Court, Justice Marshall stated:

Plaintiffs must prove antitrust injury, which is to say
injury of the type the antitrust laws were intended to
prevent and that flows from that which makes defendants' acts
unlawful. The injury should reflect the anticompetitive
effect either of the violation or of anticompetitive acts
made possibhle by the violation.

Id. at 489. For a recent application of this standard, see
Purex Corp. v. Procter & Gamble Co., 596 F.2d 881 (9th Cir.
1979) .
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greater stringency because a successful private plaintiff's
damages are treble;d.9

A second important legal context for an&iyzing predatiéﬁ is
Section 5 of the Federal Trade Commission Act, which authorizes
the Commission to challenge "unfair methods of competition."10
As interpreted by the courts, this authority permits the FTC to
challenge not only violations of the :lgtter" of the Sherman Aét,
but also incipient violations of the "spirit" of that Act.ll '
Unlike Section 2 of the Sherman Act, Section 5 is available ohlyr
for public enforcement. Of course, private plaintiffs may intro-
duce proven Section 5 violations as evidence in their Sectiosvz
suits, but this, without more, would establish a basis for a
treble damage award only where the Section 5 violations also con-

stituted violations of the "letter" of the Sherman (or Clayton)

Act.12

9 cClayton Act § 4, 15 U.S.C. § 15 (1976). See, e.g.,
Transamerica, supra note 3, at 1007-08; Berkey, supra note 2, at
288-89. See also SMC Corp. v. Xerox Corp., 463 F. Supp. 983 (D.
Conn., 1978); ILC Peripherals Leasing Corp. (Memorex) v. IBM Corp.,
458 F. Supp. 423 (N.D. Cal. 1978).

10 315 y.s.c. § 45 (1976).

11 prc v. Sperry & Hutchinson Co., 405 U.S. 233, 244 (1972); FTC
v. Brown Shoe Co., 384 U.S. 316, 320-22 (1966); see Averitt, "The
Meaning of 'Unfair Methods of Competition' In Section 5 of the
Federal Trade Commission Act," 21 B.C. L. Rev. 227 (1980).

12 1n discussing and analyzing the current standards of preda-
tion below, however, we concentrate on Section 2, because most of
the recent litigation has occurred under that provision, albeit
sometimes in combination with Clayton Act, Robinson-Patman Act, or
F.T.C. Act claims.
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III. Current Standards

A. Pricing. Professors Areeda and Turner touched off the -

current round of predatory pricing commentary by their proposal in

1975 that prices at or above marginal cost should be conclusively
presumed lawful and that prices below marginal cost should be con-

clusively presumed unlawful.l3 Areeda and Turner suggest the use

of average variable cost as a surrogate for marginal cost in most
vialibus

cases, because marginal cost is so difficult to calculate. Areedg
and Turner make three significant exceptions, however. First,
they would permit pricing below average variable cost, although
above marginal cost, in times of slack demand or excess capac-
ity.14 Second, they would allow pricing below marginal cost if
still above average total cost. Such situations would arise when
excess demand pushed output beyond the level where average costs

are minimized.l5 and third, Areeda and Turner would permit

13  vwpredatory Pricing and Related Practices Under Section 2 of
the Sherman Act," 88 Harv. L. Rev. 697 (1975) [hereinafter cited
as Predatory Pricing]. See also Areeda-Turner Treatise, supra
note 6, at 4y 710-22. See note 14 infra and accompanying text for
three exceptions. An excellent collection of much of the modern
predation literature can be found in "Predatory Conduct and
Empirical Studies in Collusion, "™ 10 J. of Reprints for Antitrust
L. & Econ. 1 (1980).

»14 See William Inglis & Sons Baking Co. v. ITT Cont. Baking Co.,
461 F. Supp. 410, 418-1% (N.D. Cal. 1978), appeal docketed. No.
78-3604 (9th Cir. Dec. 11, 1978), for a case allegedly presenting
this situation. By contrast, Transamerica, from the same district
and also on appeal, would not permit pricing below average vari-
able cost and would place the threshold of suspicion at average
total cost.

15 Areeda-Turner Treatise, supra note 6 at § 715b2.
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temporary promotional pricing below average variable cost when not
employed by a monopélist. N

The Supreme Court's most recent expression regarding appro-~
priate cost-based measures for predatory pricing was in its 1967

decision in Utah Pie Co. v. Continental Baking Co.1® This opinion

appearé to accept at one point that pricing below average total
cost may be predatory.l7 Notwithstanding -the High Court's
comment, the less restrictive Areeda-Turner proposal has become
the foundation of or point of departure for predatory pricing ‘
analysis in the lower courts,18 Significantly, however, judggg
did not adopt this test without qualification. Initially, courts
~in the Fifth and Ninth Circuits acceptéd the Areeda-Turner test
for markets with low entry barriers. Yet even these early cases

fashioned an exception to the rule's strict application where

N

16 386 U.s. 685 (1967).

17  the Supreme Court treats "below cost"-pricing as predatory and
defines "below cost” to be "less than . . . direct cost plus an
allocation for overhead." 386 U.S. at 698. The High Court does
not provide any elaboration on how much and what kinds of overhead
costs are to be allocated, nor on the legal significance (mere
evidence? presumptive threshold of illegality?) of the standard.

18 o, Hommel Co. v. Ferro Corp., 472 F. Supp. 793 (W.D. Pa. 1979)
is the only case in this survey which applied Utah Pie as
controlling precedent, Cf., e.g., International Air Indus. Inc.
v. American Excelsior Co., 517 F.2d 714 (5th Cir. 1975), cert.
denied, 424 U.S. 943 (1976) (distinguishing Utah Pie). Most
cases, however, ignore Utah Pie.
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entry barriers are high.19 More recently, courts have moved @G'
toward considering still further tempering factors. In the Tenth

Circuit, Pacific Engineering & Production Co. of Nevada v. Kerr-

McGee Corp. expresses the need to evaluate market structure and

o

long-range considerations.2?0 1In the Seventh Circuit, Chillicothe

Sand & Gravel Co. v. Martin Marietta Corp. strongly echoes the

desirability of considering “"other factors."2l Meanwhile, back in

o

the Ninth Circuit, three new wrinkles have appeared. The district

court in ILC Peripherals Leasing Corp. (Memorex) v.‘Internatioﬂal‘

Business Machines Corp. proposes a defense for firms which,

s

toat

regardless oI their costs, set prices to meet the prices chafged

by rivals.?2 fThe court of appeals in California Computer

Products, Inc. (CalComp) v. International Business Machines Corp.
endorses the Areeda~Turner standard on the facts before it but

suggests that in other circumstances, limit pricing might be

19 International Air Indus. Inc. v. American Excelsior Co., 517
F.2d 714 (5th Cir. 1975), cert. denied, 424 U.S. 943 (1976);
Hanson v. Shell 0il Co., 541 F.2d 1352 (9th Cir.), cert, denied,
429 U.S. 1074 (1977); Janich Bros. v. American Distilling. While
neither Hanson nor Janich explicitly set forth the high-entry-
barriers exception, they relied heavily on Int'l Air, which did.
The courts have not described the precise nature of this high-
entry-barriers exception.,

&

20 551 F,2d 790 (10th Cir.), cert. denied, 434 U.S. 879 (1977).

21 615 F.2d 427, 432 (7th Cir. 1980). The court does not spell
out what these other factors_are, however. %

22 458 F, Supp. 423, 433 (N.D. Cal. 1978), appeals docketed, Nos.
78-3050 & 78-3236 (9th Cir. Sept. 12 & Oct. 6, 1978). Areeda and
Turner explicitly reject this approach. Areeda-Turner Treatise

1 717.
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objectionable, and that a firm's pricing above marginal cost may
be predatory because of "other aspects of its conduct."23 Most

recently, the district court in Transamerica distinguisﬁes Ninth

Circuit precedent and moves the threshold of suspicion in most
situations from average variable cost to average total cost.
Finally, the Federal Trade Commission also has substantially

endorsed an average-total-cost test in In re Borden (ReaLemon) .24 -

The Western District of Pennsylvania has™relied on Utah Pie to

achieve this same result in O. Hommel Co. v. Ferro Corp.25

Overall, we perceive no broadly accepted legal standard for
predatory pricing. In future cases, courts may, for example, (1)
treat average variable cost as a rebuttably presumptive threshold
of illegality, (2) adopt pricing below average total cost as the
critical measure of predation, (3) use rule—of-reéson analysis for
pricing between average variable and average total cost, or (4)
abandon all pfesumptive cost-based approaches in favor of a rule-
of-reason anaIYsis. The newest generation of predatory_pricing
cases suggests, however{ that courts are, for the most part,

willing to trade the sureness that the strict Areeda-Turner

23 613 F.2d 727, 743 (9th Cir. 1979).

24 92 F.T.C. 669 (1978), appeal docketed, No. 79-3028 (6th Cir.
Jan. 10, 1979). This case is notable for its three separate
opinions discussing, inter alia, advantages and disadvantages of
various predatory pricing tests.

25 472 F. Supp. 793 (W.D. Pa. 1979).
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approach purports to offer for a somewhat more complex analysis,

&9

including evaluation of entry barriers.26
B. Innovation. Economic controversies nofwithstanding,

among courts that have faced the issue, there is little doubt that

a firm which is dominant in one market can alter the design of its
dominant. product to give it a competitive edge in satellite

markets for necessarily compatible goods. Whether, and when, such

e
s -

design changes should be characterized ég'predatory has been a
central issue in most of the reported cases against IBM, as well

as in Berkey's case against Kodak.27 an important related

(&)

question, for both liability and remedy issues, has been whetheé'
or not the innovating‘firm has an enforceable duty to predisclose
its anticipated design changes to its competitors.

Despite the perceived competitive dangers, courts have been
extremely cautious in this area; indeed, design changes--
especially those that improve products--have been virtually
immune from successful challenge. The Berkey court perhaps says

it most clearly: "Because . . . a monopolist is permitted, and

&

26  The most widely accepted departure from the Areeda-Turner
standard has been the expressed willingness of courts to apply
cost tests other than average variable or marginal cost, where
entry barriers are high. See pp. 62-64 supra and pp. 92-95 infra.
Generally, however, these expressions of departure are dicta, for
although several opinions have contained a high-entry-barriers =
qualification, only one--the Federal Trade Commission's Borden
decision--contained a finding that entry barriers were high in
the case before it.

27 See, e.g., Berkey, supra note 2, at 280-89; Memorex, supra
note 9, at 436-37.
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indeed encouraged, to compete aggressively on the merits, any
success that it may tachieve through 'the process of invention and
innovation' is clearly tolerated by the antitrust laws. "28

The court explained further that it would be difficult, if
not impossible, to devise an effective predisclosure rule that
would give business managers adequate guidance and protect their

incentives to innovate.2? The courts ipn, Telex Corp. v.

International Business Machines Corp.,30 Memorex, CalComp, and

Transamerica achieved similar, if not identical, outcomes.31

This issue is not completely closed, however. Each court
addressing the matter did seem to perceive a difference between
(1) product improvements and (2) design'change for the pure and
simple purpose of predation. The question is whether this differ-

ence, recognized in theory, can be applied in practice. No court

28 Berkey, 603 F.2d at 281 (citation omitted).

29 1In dissenting from the Supreme Court's denial of certiorari,
Justice Rehnquist, joined by Justice Powell, took a dim view of
suggestions that monopolists may have a duty to predisclose new
product introductions, regardless of whether the new product in
question was developed by the monopolist acting alone or as part
of a joint venture. Berkey, 100 S. Ct. at 1061-62. See note 6251
infra. ‘

30 510 F.2d 894 (10th Cir. 1975), cert. dismissed, 423 U.S. 802
(1975), reversing per curiam, 342 F. Supp. 200 (N.D. Okla. 1973).

31 while Berkey did not purport to create a blanket antitrust
immunity for new product introductions, it held that "it is not
the product introduction itself, but some associated conduct, that
supplies the violation." 603 F.2d4 at 286 n. 30. For a case
involving alleged predatory accumulation of patents, see SCM Corp.
v. Xerox Corp., 463 F. Supp. 983 (D. Conn. 1978), appeal docketed,
No. 79-7017 (24 Cir. Jan. 8, 1979).
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has been eépecially eager to technically evaluate relative product
quality or to second-guess consumer preference. The Memorex court
felt that innovation should be immune from challenge as iong as ’
there exists a good-faith engineering dispute as to whether the-

design change had a legitimate purpose.32 Transamerica applied a

more generous standard of review but ultimately required that a
produc; change have virtually no redeeming qualities before it
could be condemned.33 Even under this st&ndard, Judge Schnacke
did find that IBM had in one clear instance predatorily degraded
its product. He held that this would have constituted monopoliz-
ing conduct under Section 2, except that IBM lacked the requisite-
monopoly power. As discussed below, Judgg Schnacke also concluded
that IBM's conduct was not sufficiently pernicious, without more,
to constitute an'attempt to monopolize. Berkey,~aléo discussed

in greater detail bélow, provides the only other relatively recent

finding of predation in a context of product development and

32 458 F. Supp at 439. Berkey suggests that one measure of
"improvement" may be found in consumer acceptance of the product.
See note 63 infra.

33 The Transamerica court was faced, inter alia, with evaluating
a change instituted primarily to hurt competition but which demon-
strated some technical advantages over its predecessor and caused
only negligible harm to rivals. Finding competitive effect more
important than a defendant's intent, particularly in the circum-
stances before it, the Court nonetheless declared IBM's predator-
ily inspired act to be lawful. 481 F. Supp. at 1005, See

pp. 84-86 infra.

Both Memorex and Transamerica are now on appeal before the
Ninth Circuit. Unless, of course, the cases are settled, one or
both of these matters may provide the Supreme Court with an oppor-
tunity to discuss predation standards for pricing and product
development.
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introduction. There the court of appeals affirmed a $1 million
award for Berkey on the ground that Kodak had violated Section 1
of the Sherman Act by extracting agreements from Sylvania and
General Electric that the two firms would keep secret new flash-
cubes they were developing in separate joint ventures with
Kodak.34 Even this finding is not without a cloud, however, as'»
Justices Rehnguist and Powell sharply guestioned its wisdom in
their dissent from the Supreme Court's denial Qf certiorari.35 .
Thus, in our opinion, the current case law leaves dominant firms

relatively free to do as they wish when acting alone in the

34 603 F.2d at 299-305. The court of appeals refused to accept
Kodak 's argument that the joint venture disclosure claim was no
different from Berkey's attack upon Kodak's disclosure practices
for its own cameras and film. Judge Kaufman wrote that "[t]lhere
is a vast difference . . . between actions legal when taken by a
single firm and those permitted for two or more companies acting
in concert." Id., at 301l. He added that "[w]lhere a participant's
market share is large, . . . we believe joint development proj-
ects have sufficient anticompetitive potential to invite

inquiry . . . " Id. : :

The court ruled that joint development agreements between a
monopolist and firms in complementary markets were not per se § 1
violations. Among the considerations Judge Kaufman found impor-
tant in evaluating the challenged agreements' reasonableness
were the following:

1) Kodak 's dominance in cameras had given it leverage which
it could use to control the terms of the flashcube's
disclosure (Id. at 302 n. 67);

2) Kodak's technological contributions to the development -
projects were "arguably minimal" (Id. at 304);

3) The agreements' effect was to keep a "desirable innova-
tion" off the market for an unnecessarily long time
"solely to suit Kodak's convenience" (Id. at 302).

35 100 S. Ct. at 1061-1062. See note 62 infra.
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product change area. At the moment, the only danger--and it is a
relétively slim one-=is of liability for a produ?t change with no
claim to be an improvement but made with demonstrably predatory
intent.

C. Promotion. There have been few predatory promotion

cases. One reason appears to be that the nature and'variety of

promotional activity make analysis very difficult. Some forms of

promotion--promotional discounts, for example--greatly resemble
price cuts, perhaps even enough to be analyzed under predatory

pricing standards. The success of other forms of promotion,

however--such as television advertising, for example--may be rela-

~ tively more dependent on their content than on their cost to the
promoter. The timing and geographical location of promotional
campaigns--and pricing campaigns as well--may have strategic
impact unrelated to the dollar cost of those campaigns.36 Purely
cost-based measures of predation, therefore, may not accurately

assess such strategic effects.37

36  gsome authorities suggest that nonprice forms of competition
may be even more effective than pricing as an instrument of
predation. See, e.g., Salop and Porter, in this volume; Hurwitz,
Kovacic, and Lande, "Judicial Analysis of Predation: The Emerging
Trends," 34 vand. L. Rev. (Jan. 1982),.

37 While Areeda and Turner recognized in their original article
that advertising may be predatorily increased in response to
entry, they acknowledged that they were "not wholly satisfied”
with their solution, which treated only extraordinary promotional
expenses (e.g., where especially heavy promotion is timed to new
entry) as part of average variable cost. Areeda and Turner,
"Predatory Pricing," supra note 13, at 729. More recently, their
Treatisé appears to take the additional step of treating all--not
(footnote continued)
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While the cases traditionally seem to accept thap promotiop
may be used to erect or fortify barriers to enéry,38 the deciéions
have not as yet developed any legal standard for addressing the
question of predatory promotion, even by monopolists. The most
recent case to hold that a dominant firm may have violated the
Sherman Act by engaging in various nonprice activities is

Hunt-Wesson Foods, Inc. v. Ragu Foods, Inc.39 1n that case, Hunt

was a new entrant into the spaghetti sauce market, offering a novel
"Extra Thick and Zesty" product. Hunt alleged that Ragu, the domi-
nant firm, violated the Sherman Act by: (1) granting price feédc-
tions in Hunt's test-market areas; (2) announcing plans to market
its own "Extra Thick and Zesty" product shortly before Hunt was
scheduled to begin its national promotion; (3) appropriating the

phrase "thick and zesty," thus impeding consumer identification of

(footnote continues)

just extraordinary--promotional expenses as part of average
variable cost. 3 P. Areeda and D. Turner, Treatise, supra note 6,
at 1721, 72l1la. See also In re Borden (RealLemon), 92 F.T.C. 669
(1978); Morning Pioneer, Inc. v. Bismark Tribune Co., 493 F.d 383,
386 (8th Cir.), cert. denied, 419 U.S. 836 (1974); Buffalo Courier-
Express, Inc. v. Buffalo Evening News, Inc., 601 F.2d 48 (24 Cir.
1979).

38 gee, e.g., American Tobacco Co. v. United States, 328 U.S. A
781, 797 (1946); Mt. Lebanon Motors, Inc. v. Chrysler Corp., 238
F. Supp. 453 (W.D. Pa., 1968), aff'd per curiam, 417 F.2d 622 (34
Cir., 1969); Rea v. Ford Motor Co., 497 F.2d 577 (34 Cir. 1974).
See also F.T.C. v. Procter & Gamble Co., 386 U.S. 568, 600-01
(Harlan, J., concurring); Bailey's Bakery, Ltd. v. Continental
Baking Co., 235 F. Supp. 705 (D. Hawaii 1969), cert. denied, 393
U.S. 1086(1969).

39 627 F.2d 919 (9th Cir. 1980).
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that phrase with Hunp's product; (4) copying a figure used in each
of Hunt's advertising layouts (a spoon pouring éauce over spaghét—
ti) for use in a Ragu national advertisement; and (5) labeling the
Ragu sauce to conceal that it was actually thickened by starch,
rather than by long simmering.4° Thus, Ragu allegedly attempted
to predate against Hunt-Wesson both in its pricing and in the
timing and content of its promotional aézivgties.

The district court held that Ragu's nonpricing activity did
not constitute a Sherman Act violation. The Court of Appeals for
the Ninth Circuit disagreed, phrasing the issue and its holdiﬁg>és

follows:

[Tlhe question presented here is whether any market could
exist, consistent with the allegations of Hunt's
complaint, in which Ragu's non-price-related activities

~ could have contributed to an anticompetitive effect.
Assuming the existence of some market power, Ragu's
conduct could have made Hunt's entry into the market
more difficult and costly, to the detriment of
competition generally.41

The appellate court then remanded the case to the district court
for a determination on the merits of the nonprice predation
claims.42

The conclusions to be drawn from the predatory advertising

and promotional decisions are mixed.43 First, pure advertising or

40 14, at 923,
41 14, at 927.
42 14, at 929,
43 Buffalo Evening News, supra note 37, and Lormar, Inc. v.

Kroger Co., 1979-1 Trade Cas. 162,498 (S.D. Ohio 1979) are the
other major predatory promotion cases included in this survey.
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promotion cases are rare. Because of this, it is relatively - )
simple for counsel to distinguish legal support for predatory
advertising claims by emphasizing the nonpromotional aspects of
‘the cited cases. Second, many of the courts discuss advertising

. or promotion as a secondary issue or an afterthought. These dis-
cussions, therefore, tend to lack the - for¢e and depth of analysis
that is found in the treatment of other issues. Third, the
decisions tend to place an even higher burden of persuasion on the
plaintiff in predatory advertising or promotion cases than in-pure
predatory pricing cases. This result has probably occurred
because courts have such a difficult time distinguishing between
competitive and predatory behavior in this area. While the
distinction is hérd to draw in pure predatory pricing cases
(despite the availability of cost—-based, bright-line standards),
it is even harder to draw when promotional and other nonpricing
factors are added to the calculus.

In sum, the predatory advertising and promotion cases
generally recognize, albeit in dicta, that nonpricing activity
can be an instrument of unlawful predation. Indeed, no decision
suggests that advertising or promotion cannot or should not be
declared predatory in the proper circumstances. The general tesf,
however, to the extent one exists, remains quite tolerant of a
business' selection of competitive strategy. As stated in Berkey,
"[a] monopolist is not forbidden to publicize its product unless

the extent of this activity is so unwarranted by competitive
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exigencies as to constitute an entry barrier."44 Beyond this,
however, for more settled standards, one must look outside the

province of antitrust to the various private and public regulatory

programs.

IV. . Three Cases Examined

by o

As the discussion above demonstrakes ﬂthe legal standards for
predatory pricing, innovation, and promotion have undergone
significant change in the past 5 years. An examination of three
recent, influential cases illustrates how courts are applying B
these evolving standards in practice. .These cases are as

follows:

A) Janich Bros., Inc. v. American Distilling Co., a

1977 Ninth Circuit decision involving an alleged attempt to monop-
olize the distribution of half-gallon bottles of gin and vodka in
California by’predatory pricing;

B) Berkey Photo, Inc. v. Eastman Kodak Co., a 1979

Second Circuit decision involving alleged attempted monopolization
of the amateur-camera, film, and photofinishing markets by various

predatory practices connected with product develbpment;45 and

44 603 F.2d at 287.

45 Berkey claimed that Kodak had violated § 2 of the Sherman Act
by (1) using its monopoly in film to improve its position in the
amateur-camera and photofinishing-service markets, and (2) using
its monopoly in film and color paper to extract supracompetitive
prices for both of these goods. 1In addition, Berkey alleged that
Kodak had violated § 1 by conspiring with flashlamp manufacturers
(footnote continued)
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C) Transamerica Computer Co. v. IBM Corp., a 1979

district court decision involving alleged atteﬁpted monopolizétion
and monopolization of the markets for two computer peripheral
devices by predatory pricing and predatory product changes.

A, Janich

- In Janich, the Ninth Circuit, per Judge Wallace, closely foi-
lowed the Areeda-Turner rule by reéuirggé_Sanich to show that ‘
American Distilling had priced below its average variable cost,46
Significantly, however, the rigor with which the court applied the
Areeda-Turner test appears to have been greatly influenced by fhe
amount and quality of evidence Janich marshaled to prove each of
the thiee major requirements of the attempt offense: intent, dan-
gerous probability, and conduct.

Janich relied essentially upon the disputed pricing strategy
to establish‘all three elements. Although Janich had sought to

introduce direct testimony to show American Distilling's predatory

intent, Judge Wallace rejected this offer of proof as inadmissible

(footnote continues)

to unlawfully limit the disclosure of a new flashcube. See note
30 supra. A brief, useful discussion of Berkey's claims is ‘
contained in a student note, "Antitrust Scrutiny of Monopolists'
Innovations: Berkey Photo, Inc. v. Eastman Kodak Co.," 93 Harv.
L. Rev. 408 (1979). B

46 Judge Wallace states that price below average variable cost
"ordinarily" is the standard, without specifying what extra-
ordinary conditions would justify a deviation. 570 F.2d at 857,
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hearsay.47 The weakness of Janich's own evidence, therefore, léft
the pricing behaQior as the sole basis from which the court might
infer intent.48

One gathers from the opinion that Janich did not try to build
a case around entry conditions and their long-run effects--an
omission one rarely sees in later cases. Perhaps as a consequence

of this, Judge Wallace touched only briefly upon market structure

considerations.49 He noted, however, that proof of market power-

47 Judge Wallace did not express reluctance to receive admissible
direct testimony or other "subjective" evidence to discern intent.
In general, the judiciary's willingness in certain circumstances
to review "subjective" evidence of a defendant's state of mind may
stem from the regularity with which judges--especially trial
judges--must analyze such proof to discern intent in many types of
civil and criminal cases. See Utah Pie, supra note 14, at 696-97
n. 12,

48 In addition to its Sherman Act claim, Janich alleged viola-
tions of the Robinson-Patman price discrimination prohibitions
and, in turn, asked the court to treat this conduct as evidence of
intent. At trial, the jury found for American Distilling on these
claims. Judge Wallace upheld this finding on appeal, and there-
fore declined to use the purported instances of discrimination as
proof of intent.

49 For example, the opinion contains no discussion of entry
barriers., Judge Wallace relies in part upeon Int'l Air Indus. Inc.

v. American Excelsior Co., which explicitly posited an entry-
barriers exception, 517 F.2d4 at 724-75, and Hanson, which men-
tioned, without endorsing, the possibility of using entry-barrier
analysis to temper use of an average-variable- or marginal-cost
test. 541 F.2d at 1358 n. 5. This, coupled with the statement
that pricing above average variable cost "ordinarily" does not
create Section 2 liability, suggests that Janich itself leaves the
door open for plaintiffs to establish an entry-barriers qualifica-
tion. Several later district court opinions from the Ninth
Circuit have interpreted Janich and Hanson as establishing, or at
least allowing, an entry-barriers exception. See, e.g., Memorex
458 F, Supp. 423, at 431-32; Transamerica 481 F. Supp. at 988-89,
Cf. Murphy Tugboat v. Crowley, 454 F. Supp. 847, 853-54 & n., 8
(footnote continued)
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can expand the range of conduct that satisfies the attempt
standard.>0 Thus, it appears that the court cho%e a tougher
conduct liability standard in part because plaintiff failed to
show a market structure conducive to successful predation.51
Similarly, the court's summary rejection of long-run welfare
analysis as a tool for assessing the legality of a pricing
strategy may be explained in part by thé ;%£;re of the evidence
before the court. Judge Wallace embraces the Areeda-Turner view
that long-run consequences are "intrinsically speculative and
indeterminate" and thus unsuited for judicial study.52 Yet, dh"
the whole, the opinion does pot necessarily say that analysis of
long-run conseguences is always inappropriate. Rather--and this

appears to be the underlying economic rationale of the case--when

(footnote continues)

(N.D. Cal. 1978), appeal docketed, No. 79-4266 (9th Cir. May 2,
1979) (interpreting Janich to require pricing below marginal cost
and high entry barriers).

50 570 F.2d at 854 n. 4. Such proof would serve to demonstrate
the "dangerous probability" that a course of conduct would result
in monopoly power.

51 plaintiff also did not persuade Judge Wallace that half-gallon
containers of gin and vodka were the proper market in which to
analyze American Distilling's pricing policy. The court found
that the full line of container sizes was the appropriate market
here, although it said a single size, if shown to be sufficiently
significant, could constitute a market by itself, 570 F.2d4 at
856.

52 570 F.24 at 857 n. 9. Unlike Areeda and Turner, who state
their assumptions for this position, Judge Wallace does not
specify why the nature of the judicial role makes the prediction
and evaluation of these consequences inappropriate,
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pricing conduct, bereft of independent proof of intent or likely
market power, provides the exclusive ground for inferring anti-
competitive effects, there is little basis for making sensible
long-run predictions, and liability ought to be found only where
the conduct in question is likely to have an immediate and
.significant anticompetitive effect. This rationale may explain
why £he court adhered closely to the Areeda-Turner rule, which
focuses so strongly upon short-run welfare effects.>3 1In
contrast, later opinions acknowledge the difficulty of making
accurate long-run predictions but seem more willing to try where
plaintiffs give the court more to work with.

B. Berkey

The Second Circuit's Berkey opinion is espeéially important
for its treatment of dominant-firm product innovation.®4 The
court prefaces its review of specific liability standards by
discussing at length the chief aims of the antitrust laws.>2>
Judge Kaufman points out that although monopoly power was

Congress' central concern in passing the Sherman Act, judicial

53  fThis analysis draws upon Judge Schnacke's interpretation of
Janich in Transamerica, 481 F. Supp. at 988-89, and the
Areeda-Turner Treatise, supra note 6, at ¢ 820.

54 The court of appeals overturned all but a small portion of an

$87 million judgment won by Berkey at trial. 603 F.24 at 309-10.
See text accompanying note 34 supra.

55 603 F.2d at 271-76. But cf. Berkey, 100 S. Ct., at 1061-63

(dissenting opinion of Justices Rehnquist and Powell, stating that

some of the propositions enunciated by Judge Kaufman appeared
"little less than bizarre").
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decisions have virtually always held that Congress did not make
the mere possession of monopoly power an offense, Instead, he -
writes, the courts have perceived a legislative mandate that
liability be found only where anticompetitive conduct creating or
maintaining the power is proved.56 This mandate may be explained,
in his view, only by Congressional recognition that it is
important to preserve incentives for growth through competitive
behavior and innovation, and to ensure fair treatment of firms’
that have become dominant by such means.>’

Because Judge Kaufman, therefore, regards the preservation-of
competitive incentives as an important antitrust policy objective,
he declares that "any success that (the ﬁonopolist) may achieve
throuéh ‘the prdcess of invention and innovation' is clearly
tolerated by the ahtitrust laws. "8 Accordingly, the court
rejected Berkey's principal claims that Kodak had a duty to dis-
close its own product design changes before their commercial
introduction.3? Berkey had argued that such "predisclosure" was

necessary to afford firms competing with Kodak in satellite

56 603 F.2d at 273-75.
57 603 F.2d at 274.
58 603 F.2d at 28l. See also id. at 30l: "We have stated that

we respect innovation, and we have construed § 2 of the [Sherman]
Act to avoid an interpretation that would stifle it."

59 603 F.2d at 281, 285. The court, however, viewed Berkey's
disclosure argument more favorably where products developed in
the course of a joint venture were the issued. See pp. 9-10 and
note 34 supra.
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markets for compatible goods an adeguate opportunity to redesign
production and other facilities. The court, however, feared that
a disclosure obligation would enable the rivals of an innovative,
dominant firm to free-ride on the coattails of that dominant
firm's research and development efforts, consequently diminishing

its incentives to innovate.®0

€9

The court did not premise its conclugfon entirely on the
importance'of preserving incentives to compete. Equally important-
to the court was the administrative difficulty of "discerning
workable guidelines" for courts and businesses to follow in deter=- o
mining when predisclosure would be, on balance, procompetitive.61
Although some passages of the opinion imply that failure to
predisclose innovétions might be a matter of antitrust concern in

some circumstances,®2 the court felt unable to proceed much

60 603 F.2d at 281-83. The court writes: "If a firm that has
engaged in the risks and expenses of research and development were
required in all circumstances to share with its rivals the
benefits of those endeavors, this incentive would likely be
vitiated." 1Id. at 281.

6l 603 F.2d at 282. -

62 603 F.2d at 281-82, ("Withholding from others advance knowl-
edge of one's new product . . . ordinarily constitutes valid
competitive conduct." [Emphasis added.]) Two members of the
Supreme Court apparently believe that failure to predisclose does
not constitute an antitrust violation under any circumstances.
Justice Rehnguist (with Justice Powell joining) later observed:
"If the Sherman Act requires predisclosure by one competitor to
another before a new product can be marketed, I think that the
raised eyebrows resulting from such a holding should come from
this Court, and not from extrapolations by other Federal courts of
the decisions of this Court interpreting the Sherman Act." 100
S. Ct. at 1062,

&
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further without the benefit of sensible, administrable tests. One
suspects, therefo;e, that the courts might welcome éuch tesééF—if
they could be developed.

The importance of administrable tests also was evident in
another aspect of the Berkey opinion. Judge Kaufman's analysis

indicates that product improvements, not changes per se, are

immune from antitrust attack. A crué?éi:-and, it seems,
dispositive--factor for Judge Kaufman in determining whether a
product is an improvement is the good's success in the market.63
But beyond the market test, the court shrinks from independently
evaluating the product's technical merits. This seems largely
because the judges are uncertain about how to balance a product's
good qualities against its anticompetitive quaiities without a

market test.

63 To the Berkey court, success need not be universal; it is
sufficient that a meaningful number of all users found that the
product fulfilled their needs. Judge Kaufman states:

A product that commends itself to many users

because superior in certain respects may be

rendered unsatisfactory to others by flaws

they consider fatal . . . .

[Iln such circumstances no one can determine
with any reasonable assurance whether one
product is "superior" to another. Preference
is a matter of individual taste. The only
question that can be answered is whether there
is sufficient demand for a particular product
to make its production worthwhile, and the
response, soO long as the free choice of con-
sumers is preserved, can only be inferred
from the reaction of the market.

603 F.2d at 286-87.
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Berkey failed in large measure to show that Kodak's behavior
caused it cognizable‘injury. The court apparently accebted the
theoretical validity of some of Berkey's leverage arguments--
stating, for example, that Kodak may have.abused its ‘dominance in
film and cameras by limiting its new Kodacolor II film to a camera
format Kodak alone produced. Nonetheless, the court observed that
Berkey had not submitted proof that the Practice had caused the
firm to lose camera sales.®4 1In this regard the Berkey opinion is
representative of a more general phenomenon: by holding that the
plaintiff failed to prove that the challenged practices actually’
caused it measurable harm, courts occasionally have made otherwise
difficult and controversial decisions on liability less likely to
affect the ultihate outcome of the case.®3 |

C. Transamerica

Transamerica is one of several cases that have dealt with

challenges to IBM's pricing and product development strategies

and found these strategies to be lawful. Transamerica provides an

64 603 F.2d at 288-89.

65 See Transamerica, 481 F. Supp. at 1007-08 and n. 109. This is
not to say that courts generally have treated damages correctly or
incorrectly, but only that such holdings tend to insulate the
results from reversal on appeal by rendering harmless any errors
made with respect to the legal standards for liability.
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interesting contrast with Janich and indicates, we suspect, the
type of analysis one might expect in future ptedatiod cases.66

The first noteworthy feature of Transamerica is the court's

market-definition/market-power analysis, which presents the most
»extensi&e consideration of economic issues in any of the cases we
reviewed. Perhaps most significantly, the court formulates a
general definition of entry barriers and then proceeds to evaluate
the height of entry barriers in the pertinent markets. For the
future, it appears virtually certain that plaintiffs who challengé
a dominant firm's behavior will submit proof of entry conditions,
either to qualify for the judicially created entry-barrier excep-
tion to the Areeda-Turner rule or as part of a rule-of-reason

analysis. If, as in Transamerica, courts assess entry conditions

as part of the traditional first step in analyzing monopoly power,
then they can most likely apply the insights from that inquiry to
examine the long-run effects of a pricing strategy with only a

modest additional administrative burden.67

66 fThe court and the parties used an interesting procedural
device at trial. Before either side presented its evidence, the
parties stipulated that the case would be submitted to the court
for decision, should the jury fail to agree upon a verdict. After
the trial, which lasted 7 months, the jury were deadlocked on all
the issues.,’ Judge Schnacke, therefore, proceeded to decide the -
case. 481 Supp. at 974. See also Memorex, 458 F. Supp. at '
444-49,

67 In an attempt case, a court could likewise apply insights from
its evaluation of the "dangerous probability of success"--
especially a consideration of market power and entry barriers--to
its analysis of conduct,
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Second, Judge Schnacke's opinion presents one of several
unmistakable depargﬁres from the Areeda—Turner“average;variabie;
cost rule.b8 Like Areeda and Turner, Judge Schnacke immunizes
pricing above average total cost and condemns pricing below aver-
age variable cost; however, he describes as a "defendant's
paradise"®? and a "potent weapon in the hands of a monopolist"70 3

o

rule which, like the Areeda-Turner ruléfdgives a blanket sanction
to prices between average total and average variable cost. For’
that range, Judge Schnacke adopts a "rule of reason" approach,
principally on the ground that by pricing within this range, a
monopolist can exclude equally (or even more) efficient firms if
it has an especially "deep pocket" or other exploitable strategic
advantages.

Closely related to the court's pricing analysis is its
treatment of'Transaﬁerica'é challenge to IBM's accounting pro-
cedures. Transamerica asked the court to reallocate certain of
IBM's expenses, with the effect of raising IBM's cost figures for
some peripheral equipment.7l Judge Schnacke thoroughly reviewed

plaintiff's arguments but made no bold ventures with the issues—-

accounting matters about which expert witnesses for both sides

68 gee text accompany ing notes 19-25 supra.

69 481 F. Supp. at 995 (quoting Williamson, "Predatory Pricing: A
Strategic Welfare Analysis," 87 Yale L. J. 284, 305 (1977)).

70 481 F. Supp. at 992.
71 481 F. Supp. at 998-1001.
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vigorously disagreed. The court relied heavily upon the consis-
tency of IBM's accoun€ing methods over time to reject
Transamerica's claims that IBM's books and profit projections
understated its costs.’2 In addition, Judge Schnacke noted that
traditional accounting practices seldom collect marginal cost data
in a form that makes the determination of marginal cost easy.’3
Although Judge Schnacke ultimately left IBM's accounts untouched, -
the court and the parties appear to have devoted a significant
amount of time to these issues.’4 1In general, challenges to
accounting methods may provide a focus for litigation efforts and-
a source of protraction in future cases.

In evaluating Transamerica's product development claims,
Judge Schnacke said he would treat as predatory only those product
changes whose sole §urpose and effect is exclusionary.75 Under
this approach, the court did not condemn even predatorily moti=-
vated product changes if those changes appear to be improvements.

Judge Schnacke adopted this strict view for the same reasons that

72 481 F. Supp. at 998-1001.
73 481 F. Supp. at 993-94,

74 Accounting questions provided the subject matter for a
substantial portion of an earlier opinion in this case as well.
See In re IBM Peripheral EDP Devices Antitrust Litigation, 459 F.
Supp. 626 (N.D, Cal. 1978). See also CalComp, 613 F.2d at 740

n. 19.

75 481 F. Supp. at 1002-03, In Berkey, Judge Kaufman intimates
that a dominant firm's purposeful efforts to create technological
incompatibilities with its products may warrant scrutiny. 603
F.2d4 at 283.
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moved Judge Kaufman to proceed with extreme caution in Berkey: he
wanted to reward and preserve IBM's technological genius and
appeared to doubt both that courts possessed the analytical tools
to carry the inguiry further and that intent should play an

important role in this area.’®

The Transamerica court did identify one instance in which IBM

clearly had degraded the capacity and quality of a component
solely to render its central processing units incompatible with
its rivals' peripheral equipment. The court, however, shrank from
finding either attempt or monopolization liability for IBM on the
basis of this act. Had'IBM been a monopolist--which it was not,
in the court's view--the conduct would ha&e constituted monopoli-
zation.’? But this same conduct was not sufficiently predatory

to create attempt liability, presumably because the court did not
believe that this conduct, without more, created a dangerous prob-
ability of monopoly. The court buttressed its ultimate conclusion
with a finding éhat Transamerica had failed to prove damages for
any of its claims.’8 Again, this illustrates the manner in which

the entire spectrum of litigation issues (including damages and

76 481 F. Supp. at 1003, As suggested in note 75 supra, the

Berkey opinion does refer to circumstances in which intent might
be more important.

77 481 F. Supp. at 1010,

78 481 F. Supp. at 1007 n. 109,
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remedy) operates to determine a defendant's ultimate risk under a

liability standard.

V. Patterns

This review of Janich, Berkey, and Transamerica reveals many
of the issues that arise when economically inspired legal
standards are brought to bear upon coﬁEiéEvsituations charac-
terized by disputed facts, unsettled theory, and conflicting
equities. A return to the broad picture is useful now, however,‘
to investigate important patterns in the outcomes and in the "
judicial reasoning of a wider spectrum of recent predation cases.
in these patterns, we suggest, economists may discover the
administrative and jurisprudential issues that beyond facts and
theory, also move courts and influence how economic proposals are
transformed into legal rules. Specifically, this analysis
suggests thtée broad considerations that help in eﬁaluating the
desirability of a proﬁosed legal standard that appears sound in
terms of pure economic theory. These are: (1) the frequency with
which the truly objectionable conduct may be expected to occur;
(2) the likelihood that the conduct described by the proposed rule
will have significant anticompetitive or procompetitive effects in
particular ipstances; and (3) the abilities of business managefs
and courts to understand and sensitively apply any resulting legal

standard without excessive uncertainty or expgnse.79 In the

79  gee Kirkwood, "Comments on Emerging Antitrust Issues Affecting
the Conduct of Dominant Firms," 49 Antitrust L. J. (forthcoming).
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following sections, we discuss these considerations and some of
the more detailed issues each subsumes.

(A) Frequency. There is no consensus on how frequently
predation occurs. This disagreement is due in part (although not
completely) to the controversies among courts and sdholars as to
ﬁhat in theory should constitute predation. Still, despite the
uncerfainties, the frequency issue is important, for it helps
guide policy assessments of whether we should ignore predation, -
treat it summarily, provide "bright-line" rules of conduct, or
subject each alleged instance to the fullest scrutiny. Addition=-
ally, an indication of how often predation is judicially found to
have occurred may give insights regardiné the impact of current
legal'standards'governing liability and relief,

The most inviting starting point for examining this issue is
with the statistics of recent predation cases, the "box score."80
Of the 32 predgtion cases covered in this survey, 7 havevyet to
reach an initial decision on4the merits at the trial stage. The

opinions in those cases turn mainly on questions of procedure

80 The analysis in this paper has been updated as of June 1981,
and the analysis expanded by Hurwitz, Kovacic, and Lande, in

"Judicial Analysis of Predation: The Emerging Trends," 34 Vand. L., -
Rev. (Jan. 1982). Of the 51 cases reviewed there, plaintiffs won

4 and lost 34, although some of these cases, including all 4
plaintiff's victories, are on appeal; 8 had yet to reach an
initial decision on the merits (opinions on procedural issues were
relevant to the survey, however), and 5 others, all defendant's
victories, were reversed on appeal, remanded, and still await
disposition on the merits. As a general matter, the trends and
patterns discussed in this paper persisted as of June 1981,
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but also deal in varying degrees with predation étandards. Two
other cases were reversed on appeal, remanded, and still await
disposition on the merits. Of the 23 remaining cases, plaintiffs
won 2 and lost 21.81

One cannot draw definitive conclusions from these numbers, of
course, bhecause the figures cannot account for the number or
quality of cases that were settled, or unnecessarily pursued, or .
not brought at all, It is difficult tbwdf§¢ern, moreover, whether
or how the numbers reflect the impact of prior cases82 or the
effects of changing economic and social conditions.

Underlying their proposed predation test, Areeda and Turner
have an explicit assumption that predation is-"highly unlikely.“83

Overall, the figures alone serve neither to confirm nor to

8l Both of the plaintiffs' victories—--Borden and MCI
Communications Corp. v. American Tel., & Tel. Co., 969 Antitrust &
Trade Reg. Rep. (BNA) A-3 (N.D, Ill. June.l9, 1980), appeal
docketed, No. 80-2171 (7th Cir. 1980)~—-are now on appeal. Among
the 32 cases we examined, 13 were decisions on the merits, for
which no further proceedings or appeals were possible. Defendants
won all of these cases. The appendix gives the numbers in greater
detail, identifies the cases placed in each category, and provides
important qualifications regarding how certain cases have been
classified.

82 prior cases may have influenced the size and composition of
the current array of predation cases. Indeed, plaintiffs may well
have been encouraged to file suit by the Supreme Court's 1967 Utah
Pie decision; by Control Data's lucrative settlement (including
attorney's fees) of its monopolization suit against IBM in 1972;
and by the huge district court awards of damages to Telex and
Berkey (both later reversed). We cannot measure precisely, of
course, the impact of such encouragement on the guality of cases
brought. :

83 Areeda-Turner Treatise, supra note 6, at ¢ 7l1llc.
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contradict this. Clearly, there seems to be more than an inci-
dental perception that predation is occurring but an equally
strong pattern in theﬁoutcomes favoring defendants, suggesting
that true predation has not occurred. This inference is
strengthened by the absence of.significant entry barriers in most
of the cases considered.84 on the other hand, by contrast with
the‘current rarity of plaintiffs' victorigg!_gpofessor Koller
found that in cases prior to 1971, the plaintiff prevailed in 45
cases, while the defendants won only 28.85 mThis suggests that the
current cases reviewed have been somewhat more meritorious than
their outcomes indicate, and/or that the Areeda~Turner formulation

may have made the law's application far tougher for those who

perceive themselves to be injured by'predation.86

84 The presence of four factually similar cases against IBM may
inflate the numbers of defendants' victories somewhat, although of
four different courts each had the opportunity to apply its own
analysis. The four cases, which contain a mixture of pricing and
product-development issues, are Transamerica, CalComp, Telex, and
I.L.C. (Memorex). To these one might add a fifth case, Greyhound
Computer Corp. v. IBM, 559 F.2d 488 (9th Cir. 1977), cert. denied,
Uu.S. 0 (1978), which we classify as a pricing case.

85 Koller, "The Myth of Predatory Pricing: An Empirical Study,"
4 Antitrust L. & Econ. Rev. 105, 110-11] (Summer 1971).
Altogether, Koller examined 123 predation cases. Defendants won
28, private plaintiffs won 12, the Justice Department won 8, the
FTC prevailed in 25, another 32 resulted in consent decrees, and
18 were decided on procedural issues.

86 rThis conclusion should be restricted to private plaintiffs.
Only 2 of the 32 cases we reviewed were brought by the Government,
making this sample too small to draw any conclusions. In fact,
this private-plaintiff/Government-plaintiff breakdown should serve
to qualify somewhat any conclusions about the impact of the

Areeda-Turner test on general liability standards, for courts in
(footnote continued)
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Firm conclusions remain elusive. While the sheer volume of
recent predation cases may tend to detract from the Areeda-Turner
view that true predation is rare, defendants clearly have enjoyed
overwhelming success in that litigation. On individual analysis,
the facts of most plaintiff's cases seem quite thin by current
Standérds; entry barriers have been almost uniformly low, inde-
pendeht evidence of the defendant's anticompetitive intent has
sometimes been lacking,87 and, in some cases, defendant's prices
have not even been below his average total costs.B88 wWhile a pos-
sible explanation for these weak cases is that true, demonstrahle
predation does not occur, a less dramatic conclusion would be that
by the time these cases were decided, the "rules of the game" had
been changed by theoretical economic and legal developments.
Regardless, it is clear that if predation does indeed exist, it is
a more complex and less clear-cut phenomenon than these plaintiffs
would have liked to believe. The academic debates continue

unabated. For the present,‘therefore, the spate of scholarly

(footnote continued)

private cases may have been reluctant to subject a defendant to
treble damages or may have perceived only a weak causal link
between the defendant's conduct and the plaintiff's alleged
injury.

87 see, e.g., Hanson, note 19 supra; Janich, note 1 supra;
Buffalo Courier-Express, note 37 supra; Lormar, note 43 supra.

88 See, e.g9., Americana Industries, Inc. v. Wometco de Puerto
Rico, Inc., 556 F.2d 625 (1lst Cir. 625); Transamerica, note 3
supra; Chillicothe, note 21 supra.
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commentary which criticizes the Areeda-Turner position and
emphasizes the strategic aspects of predation suggests that the

possibilities of sophisticated predatory conduct should not yet be

ignored.89

B. Competitive dangers. 1In assessing the competitive
dangers of predation, courts are wary of the potential dangers to

competition from judicial attempts to limiaupredation.go Courts

display, for example, substantial deference for innovators and for.

firms that have developed their industries.®1 Judges express

reluctance to risk inhibiting a dominant firm's operations, unless.

both the need for such action and the method for accomplishing it

are clear. The opinions are at best mixed in their attitudes

89 sgee, inter alia, Hay, "A Confused Lawyer's Guide to the
Predatory Pricing Literature" (1980), this volume, and Joskow and
Klevorick, "A Framework for Analyzing Predatory Pricing Policy,"
89 Yale L. J. 213 (1979). Because most of the cases we reviewed
were filed before publication of the 1975 Areeda-Turner article,
one would need to monitor reported opinions for several more years
to assess more fully how judicial acceptance and qualification of
the Areeda-Turner rule has affected the litigation and decision of
predation cases. The possibility should not be overlooked, of
course, that none of the current or prior legal tests of predation
adequately distinguish economic predation from competition that
enhances long-run consumer welfare. If this is so, then no ratio
of plaintiff's victories to defendant's victories would shed light
on the actual frequency of predation.

90 gee, e.g., Hanson, 541 F.2d at 1358-59,

91 See, e.g., Transamerica, 481 F. Supp. at 982,

-136-

@

Pt
23

2

@

e

%

&



toward providing entrants with some measure of special protection,
temporary or otherwise, even in situations where the dominant .
firm's behavior clearly is calculated more to frustrate smaller
rivals than to benefit consumers. Indeed, the cases suggest that
competitively unsuccessful plaintiffs may bear an extra, unspoken
‘burden of demonstrating that they are not just blaming others for
their own failings. e o

Notwithstanding these important factors, courts have
broadened their analysis of alleged predation beyond price/cost
relationships. Most prominent among the additional dimensiqngvof
-competition that courts are considering are entry barriers and
the strategic implications of a dominant firm's conduct. Courts
seem to believe, with economists, that the competitive dangers of
a dominant firm's response to entry are low if the barriers to
entry are low. We do not know precisely how courts will treat
cases involving high entry barriers, for they have not yet found

them to be s0.92 1t may reasonably be presumed, however, that

92 1n Borden, the Federal Trade Commission found that Borden's
ReaLemon trademark was so well established and highly promoted in
the face of entry that it 4id constitute a barrier to entry. 92
F.T.C. at 791.
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courts do perceive a greater competitive threat in such situations
than do Areeda and Turner, for Areeda and Turner .intended théir/
rule to apply regardless of the height of market barricades,
whereas courts consistently have emphasized this factor.23

In addition to examining entry barriers, courts have also
reéognized strategic considerations. They have not tried to
analyzé them in any formal fashion, as ecanomists of late have

been doing. Nonetheless, as Berkey and Transamerica reveal,

courts believe that interrelationships among markets can provide a
strategic lever, particularly where a monopolistic supplier in one
market is a competitor in another. At least one court notes that
a firm's reputation as a predator, whethef true or false, may
effectively deter competition by equally efficient potential

rivals.?4 oOverall, the strategic implications of business conduct

93 Areeda-Turner Treatise, supra note 6 at § 7l4c. It is inter-
esting to note that the judicial opinions we studied reflect
little of the controversy that exists in the economist's world
regarding the nature and existence of entry barriers.

94 Transamerica, 481 ¥, Supp. at 989-90. Additionally, in an
earlier but analogous perception of strategic impact, the Supreme
Court in 1967 suggested that mergers may raise entry barriers
simply by their effect on market structure: "[T]he substitution
of the powerful acquiring firm [Procter & Gamble] for the smaller,
but already dominant, firm [Clorox] may substantially reduce the
competitive structure of the industry by raising entry barriers
and by dissuading the smaller firms from aggressively com-

peting. . . . " FTC v. Procter & Gamble Co., 386 U.S. 568, 578
(1967).
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appear ripe for further judicial consideration, although courts
still need usable methods for systematically analyzing‘and
evaluating the intricacies of competitive relationships.

C. Administrability. Assuming predation occurs more than

rarely and in some circumstances presents a significant competi-
tive danger, courts must decide what, if anything, to do about it.
The ideal, of course, is a rule or standard sufficiently sensitive
to distinguish between economically desirable and undesirable
conduct, yet is sufficiently clear and simple for courts and
business managers to apply accurately. Given these goals, the -
cases reveal a clear tension between "bright-line" approaches and
a fuller, "rule of reason" analysis.

In the coufts, the prevailing trend appears ﬁo be toward the
"rule of reason" approach.95 One promised virtue of the Areeda-
Turner test——éimplicity--has been somewhat elusive in the court-

room. Whereas Areeda and Turner have discouraged analysis of

95 As noted prev1ously, the stringency of the definition chosen
for one of the various legal elements of liability or damages
appears to have a large bearing on the definitions adopted for the
other elements. As one of the trends we have observed in the
cases, this tendency to balance may well be related to, and
perhaps contribute toward, the movement of courts away from
bright-line standards for predatory pricing. It also may be one
factor that has allowed the courts to remain responsive-—as indeed
they have--to the current flurry of scholarly analysis.
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entry barriers and long-run considerations, courts have nonethe-

less undertaken the girst and thereby opened the door to the

second. Although Areeda and Turner suggest that average variable

cost may be computed without undue difficulty, courts may find
that litigators, concentrating their substantial efforts on this
critical issue, will increasingly seek to fully discover and re-
structure in court the defendant's compl%pedgost accounts. More-
over, courts typically have been willing to extend their analyses
beyond price/cost relationships to consider non-cost-based -
evidence of the defendant's intent and arguments about the
strategic implications of the defendant's conduct. Thus, courﬁs
seem to find a somewhat more complicated approach--an approach
more in line with most economists' proposals~-to be both
administrable and consistent with their own sense of where the
greatest dangers lie,

Notwithstanding the above, certainly no opinion has yet
adopted an unbounded "rule of reason” approach. The Berkey court,
for example, was concerned that placing some nonspecific duty upon
Kodak to predisclose its new product introductions would not give

Kodak adequate guidance regarding the exact nature and extent of

product changes governed, the extent of the information that had
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to be supplied, or the time requirements for supplying that infor-
mation.26 Similarly,!while a firm may find it difficult to deter-
mine exactly when its price dips below average variable cost, a
standard that includes other factors as well could be even more
difficult‘for firms to follow.27 1In essence, 1f businesses cannot
predict the application of predation rules to their activities,
either their incentives to compete vigorously will be chilled
through self-restraint, or their rewards for hard competition will

be jeopardized by the risk of litigation.

96 Berke , 603 F.2d at 282-83. As discussed above, the court of
appeals did go so far as to condemn Kodak for preventing a joint:
venture from disclosing the nature of the flashlamp upon which
they were working, a view Justices Rehnquist and Powell later

criticized. See note 62 supra.

97 See, e.g., Schmalensee, "On the Use of Economic Models in
Antitrust: The ReaLemon Case," 127 U. Pa, L. Rev., 994, 1028-29
(1979) (comments on Scherer's proposed multiple-factor analysis of
predatory pricing). We note that courts have not yet attempted to
apply proposals suggesting restriction of a dominant firm's output
in the face of new entry. Such an approach is outlined by
Williamson, in "Predatory Pricing: A Strategic and Welfare
Analysis," 87 Yale L. J. 284 (1977). Nor have courts attempted to
prevent dominant firms from making nonpermanent price reductions
in the face of entry, as suggested by Baumol, in "Quasi-Permanence
of Price Reduction: A Policy for Prevention of Predatory
Pricing," 89 Yale L. J. 1 (1979).
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The tension is not gone. There are still relatively clear,
almost per se, protections for innovation. By contrast, no specifi-
cally formulated tes; for predatory promotion hés yet gained
currency, and ruie—of—reason analysis therefore prevails. In the
middle, judicial treatment of pricing has been moving somewhat
toward a hybrid solution, with conclusive presumptions against
pricing below marginal cost and in favor of pricing above average
total cost, and a "rule of reason" analfélé'in between. The
hybrid approach has a certain appeal, for it reduces the range of
situations that require complicated analysis, yet allows fuller
analysis in borderline cases.98 As economists and others expahd
our knowledge of competitive relationships and activities, one

"hopes we will be‘able to limit the range of uncertainty still
further, singling out more precisely the cases presenting the

greatest danger to competition and consumer welfare.

98 gee Joskow and Klevorick, "A Framework for Analyzing Predatory
Pricing Policy," note 89 supra.
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APPENDIX
'A. Note on Methodology ~

The statistical summary of recent predation cases included in
this appendix focuses upon the three categories of activity that
commentators widely regard as the most significant and appropriate
subjegts for analysis: pricing, innovation, and promotion. These -
types of conduct have‘occupied the overwhelming share of modern
scholarly commentary on the subject of predation. Complicating .
this selection process was the broad variety of business practices
which reported opinidns have treated, at least for analytical.
purposes, as potentially predatory. While not promising to be
exhaustive, therefore, the survey seeksvto catalogue and cate-~
gorize most repérted opinions since 1975 in which pricing, innova-
tion, or promotion'were major ingredients of the plaintifﬁ's monopo-
lization, attempt-to-monopolize, or price-discrimination claims.

Applying the selection criterion described above, we examined
but excluded cases in which‘judges or litigants have characterized
as predatory several other forms of behavior. Chief among these
types of conduct are:

* Exclusive Dealing Arrangements. See, e.g.,
Fleer Corp. v. Topps Chewing Gum, Inc.,

1980-1 Trade Cases { 63,420 (E.D. Pa.
1980).
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Refusals to Deal. See, e.g., Almeda Mall,
Inc. v. Houston Lighting & Power Co., 615
F.2d4 343 (5th Cir. 1980); Alladin Oil Co.
v. Texaco, Inc., 603 F.2d4 1107 (5th-Cir.
1979); Byars v. Bluff City News Co., 609
F.2d 843 (6th Cir. 1979); Pacific Coast
Agricultural Export Ass'n v. Sunkist
Growers, Inc., 526 F.2d 1196 (9th Cir.
1975), cert. denied, 425 U.S. 959 (1976);
United States v. CBS, Inc., 459 F. Supp. 832
(C.D. Cal. 1978).

Shifting From A System of Dual- to Self-
Distribution., See, e.g., Ph&tovest Corp. V.
Fotomat Corp., 606 F.23 704 (7th Cir.

1979), cert. denied, 100 S. Ct. 1278 (1980);
Knutson v. The Daily Review, Inc., 548 F,2d

795 (9th Cir. 1976), cert, denied, 433 U.S.
910 (1977); Coleman Motor Co. v. Chrysler
Corp., 525 F.2d 1338 (34, Cir. 1975).

Tying Arrangements and Full-Line Forcing.
See, e.g., SmithKline Corp. v. Eli Lilly &
Co., 575 F.24 1056 (34 Cir.), cert. denied,
439 U.s. 838 (1978); Sargent-Welch
Scientific .Co. v. Ventron Corp., 567 F.2d4
701 (7th Cir. 1977), cert., denied, 439 U.S.
822 (1978).

Vertical Price Squeezes. See, e.g., City of

Mishawaka v. American Electric Power Co.,
616 F.2d 976 (7th Cir. 1980), petition for

cert. filed, 49 U.S.L.W. 3054 (U.S. June 27,
-1980) (No. 79-3054); Columbia Metal Culvert

Co., Inc. v. Kaiser Aluminum & Chemical
Corp., 579 F.2d 20 (3d Cir. ), cert. denied,
439 U,.S. 876 (1978).

Vexatious Litigation. See, e.g., Lektro-
Vend Corp. v. Vendo Co., 1980-2 Trade

@
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Cas. § 63,444 (N.D. I11. 1980).
In addition, we excluded caées in which the plaintiff has alleged
pricing, innovation, or promotion-based predation, but the court's
opinions have not yet addressed the merits of those claims or the

standard for assessing them. See, for example, Zenith Radio Corp.
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v. Matsushita Electric Industrial Co., 1980-2 Trade Cas. Y 63,288
(E.D. Pa. 1980). ) | /
The appendix itself has three parts in addition to this meth-
odological note. The first is a list, by judicial circuit,
of the cases included in our statistical analysis. The second is
a chart that classifies the opinions according to the type of 7
predation alleged, the procedural stagéwééhhhich the court
rendered its decision, and the outcome. This chart should be read
in conjunction with the "Explanatory Notes" describing our classi-
fications for cases that did not fit precisely into one categoiy
or another. The final section is a "box score" table that

numerically summarizes that data presented in the classification

chart,99

99 The authors wish to thank Peter Koenig for his assistance in
preparing the classification chart.
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B. POST-AREEDA-TURNER PREDATION CASES

1lst Circuit

A. Americana Industries, Inc. v. Wometco de Puerto Rico,
Inc., 556 F.2d4 625 (1lst Cir. 1977).

24 Circuit

B. Berkey Photo, Inc. v. Eastman Kodak Co., 603 F.2d 263 (2d
Cir. 1979), cert. denied, 100 S. Ct. 1061 (1980). )

C. Brager & Co., Inc. v. Leumi Securities Corp., 84 F.R.D,
220 (S.D.N.Y. 1979).

D. Buffalo Courier-Express, Inc. v. Buffalo Evening News,
Inc., 601 F.2d 48 (24 Cir. 1979). '

E. SCM Corp. v. Xerox Corp., 463 F. Supp. 983 (D. Conn.
1978), appeal docketed, No. 79-7017 (24 Cir. Jan. 8,
1979) . See also 599 F.2d 32 (24 Cir. 1979) and 474 F.
Supp. 589 (D. Conn., 1979).

3d Circuit

F. O. Hommel Co. v. Ferro Corp., 472 F. Supp. 793 (W.D. Pa.
1979).

G. Outboard Marine Corp. v. Pezetel, 461 F. Supp. 384 (D.
Del., 1978). See also 474 F. Supp. 168 (D. Del. 1979).

H. Structure Probe, Inc. v. Franklin Institute, 450 F. Supp.
1272 (E.D. Pa. 1978).

I. Weber v. Wynne, 431 F. Supp. 1048 (D. N.J. 1977).

5th Circuit

J. International Air Industries, Inc. v. American Excelsior
Co., 517 F,24 714 (5th Cir. 1975), cert. denied, 424 U.S.
943 (1976).
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6th Circuit

K.

Lormar, Inc. v. Kroger Co., 1979-1 Trade Cas. ¢ 62,498
(S.D, Ohio 1979).

7th Circuit

L.

M.

Chillicothe Sand & Gravel Co. v. Martin Marietta Corp.,
615 F.2d 427 (7th Cir. 1980).,

MCI Communications Corp. v. American Tel, & Tel. Co., 969
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FF. In re Borden, Inc., 92 F.T.C. 669 (1978), appeal docketed,
No. 79-3028 (6th Cir. Jan. 10, 1979). :

-148-

&

i

2




C. BOX SCORE--CLASSIFICATION OF REPORTED OPINIONS*

1. Dispositions on the Merits
(including pending appeals)

a.

b.

By defendant's
pretrial motions

By defendant's
trial or post-
trial motions

Final decisions on
the merits

i. Jury Verdict

ii. Nonjury
Verdict

won,

won

won

won

won
won

Pricing
Cases

RY,A,An9,G3

L,U,X,Y4,cct
M4
J

Fr4r8
H,1,08,0%,pp12

Innovation Promotion
Cases . Cases

pl3,14 y4,13,14

E3'4

pl,pp4,13,14 ppl3,14

2. Nonfinal Dispositions

Aae

Plaintiff survived
defendant's pretrial
motions

Defendant defeated

plaintiff's motion for
temporary or preliminary

injunctive relief

Appeal reversed and

remanded Trial Court's

decision for

C,F,810,14

KG,N7

711

)

D2

* Notes clarifying our classification of certain cases may be found on pp. 46-47.



C. BOX SCORE--CLASSIFICATION OF REPORTED OPINIONS
) (Continued) -

EXPLANATORY NOTES

As a general matter, we have used the categories "plaintiff

won" and "defendant won" to indicate which side substantially

. &

prevailed on the central predation issues before the court. The
following are notes that clarify our classification of cases tﬁat4
might have been placed in more than one category.

1. We have treated Berkey as a nonjury verdict
for the defendant because the court of appeals
reversed, without remand, the principal
predation-based verdict for plaintiff. Several
lesser predation issues were remanded for
further consideration at trial and are out-
standing as of this writing.

2. The court of appeals reversed the trial court's
grant of a preliminary injunction to plaintiff,

3. Plaintiff here attacked Xerox's accumulation of
patents and refusal to grant licenses. The
jury rejected certain of SCM's predation
claims, and the trial judge ruled that the
plaintiff could not recover any damages. The
court's ruling on damages is now on appeal to
the Second Circuit.

4, Currently on appeal.

5. The trial court granted defendant's motion for
summary judgment as to plaintiff's predatory
pricing claims. The trial is proceeding on
defendant's alleged use of territorial restric-
tions.

6. Plaintiff's complaint alleged predatory promo-
tion in addition to predatory pricing. The
trial court here denied Lormar's motion for a
temporary restraining order.
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. 10,

11.

12,

13,

14.

The trial court denied plaintiff's motion for a
preliminary injunction. At the same time, the
court also denied defendant's motion. for

summary judgment on plaintiff's pricing claims.

Government suit.

The trial court granted defendant's motion for
summary judgment on plaintiff's federal anti-
trust claims.

The court of appeals reversed and remanded the
district court's entry of a directed verdict
for defendant.

Plaintiff also alleged predatory promotion.

The court of appeals reversed, without remand,
the trial court's judgment for plaintiff.

Also involved important predatory pricing
allegations. .

Litigation involving IBM as a defendant.
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D. BOX SCORE--NUMERICAL SUMMARY

Pricing Innovation Promotion Total
Cases Cases Cases Cases
Dispositions on the Merits P won 2 -2
(including pending appeals) D won 15 6 21
a. By defendant's
pretrial motions D won’ 4 : 4
b. By defendant's
trial or posttrial -
motions D won 5 2 7
c. Final decisions on
the merits
i. Jury Verdict P won 1 1
D won 1 1 2
ii. Nonjury
Verdict P won 1 1
D won 5 3 8
¥
Nonfinal Dispositions No. of 6 1 : 2 9
Cases
a. Plaintiff survived :
defendant's pretrial
motions 3 1 4
b. Defendant defeated
plaintiff's motion for
temporary or preliminary
injunctive relief 2 1 3

c. Appeal reversed and
remanded Trial Court's
decisions for P 1

—



A CONFUSED LAWYER'S GUIDE TO THE PREDATORY PRICING LITERATURE

George A, Hay?*

The recent wave of economic literature on predatory pricing;
has caused an acute problem for lawyers and judges who lack exten-
sive training in economics. The literature is at times guite
technical; more important is the rate at which policy conclusiqns
from parts of this literature have been appearing in judicial

opinions, not only from trial and appellate court judges but

. ,
Professor of Law and Economics, Cornell University. B.S. 1963,
LeMoyne College; Ph. D. 1969, Northwestern University. The author
is greatly indebted to Robert J. Reynolds for his many helpful
comments on an earlier draft of this paper, and to the American
Enterprise Institute for financial support.

1 see Areeda and Turner, "Predatory Pricing and Related Practices
Under Section 2 of the Sherman Act," 88 Harv. L. Rev. 697 (1975)
[hereinafter cited as Areeda and Turner 1l]; Areeda and Turner,
"Scherer on Predatory Prices: A Reply," 89 Harv. L. Rev, 891
(1976) [hereinafter cited as Areeda and Turner 2]; Scherer,
"Predatory Pricing and the Sherman Act: A Comment," 89 Harv. L.
Rev. 369 (1976) [hereinafter cited as Scherer 1l]; Scherer, "Some
Last Words on Predatory Pricing," 89 Harv. L. Rev. 901 (1976)
[hereinafter cited as Scherer 2]; R. Posner, Antitrust Law: An
Economic Perspective (1976); Williamson, "Predatory Pricing: A
Strategic and Welfare Analysis," 87 Yale L. J. 284 (1977). For
restatement and modest modification of the Areeda and Turner
position, see their Antitrust Law, vol. III, pp. 148-93. For a
more detailed treatment of the link between the economic litera-
ture and the emerging legal doctrine, see Brodley and Hay,
"Predatory Pricing: Competing Economic Theories and the Evolution
of Legal Standards, "66 Cornell L. Rev. 738 (1981l).




adminiétrative law judges and regulatory commissions as well.?
This development is rather astonishing, given the\complexity of
much of this literature. It is also somewhat alarming, since the
flood of writing does not appear to have produced any consensus
among scholars on which of several theories or policy recommenda-
tions is most appropriate.

This paper offers an explanation and a commentary on much of

the recent literature involving predatory pricing. The purpose of

the paper is less to determine the single "best" judicial approach
to dealing with allegations of predatory pricing than to focus
subsequent discussion by highlighting the major issues that are
involved and by isolating the important differences among the
approaches taken by various authors.

A point that will be stressed in the discussion is the impor-
tance of distinggishing~between models of predatory behavior on
the one hand and gules to govern predatory behavior on the other,
Some writers on éhe subject may reach differing policy conclusions
simply because of differences in the models they employ. For

example, models to be discussed will differ in assumptions about

2 see International Air Indus., Inc. v. American Excelsior Co.,
F.2d8 714 (5th Cir. 1975); Hanson v. Shell 0il Co., 514 F.2d

1352 (9th Cir. 1976); Janich Bros., Inc. v. American Distilling
Co., 570 F.2d 348 (9th Cir. 1977); Pacific Eng'r. v. Kerr

McGee 551 F.2d4 790 (10th Cir. 1977); In re Borden 891 ATTR E-1
(FTC 1978); Transamerica Computer Company v. International
Business Machines Corporation, 936 Antitrust & Trade Reg. Rep.
(BNA), (N.D. Cal. October 18, 1979), Chillicothe Sand & Gravel
Company v. Martin Marietta Corporation, 949 Antitrust & Trade
Reg. Rep. (BNA), (7th Cir. 1980).
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the ease of entry, the shape of cost curves, the credibility of a
predatory threat, the scale needed to enter efficiently, and éhe
extent of strategic behavior, i.e., reacting to a specific legal
standard by adjusting certain aspects of the firm so as to achieve
the desired effect without violating the standard.3

.However, even where the models of predation are reasonably
similar, the policy conclusion may dingf_gecause of differences
in the factors that are considered in deriving an optimal rule{. A
major issue here will be the fact that any rule will be employed
in an environment of less than full information on the part of
prosecutors, courts, and firms that are potentially subject to thg
rules.? This means that enforcement errors of various kinds may
occur, and an optimal rule will reflect a concern with the costs
associated with these errors.>

The flo& of the paper is as follows. I first discuss a very
simple model of predation, which I label the classical model, and

consider the various analytic arguments that have been raised in

3 For example, if a rule prohibits pricing below variable costs,
firms may use a technology that has high fixed and low variable
costs specifically for the purpose of achieving a predatory effect
without having prices violate the variable cost rule. These
issues are treated in much greater depth below.

4 For a discussion of how firms might react to a less than pre-
cise rule against predation, see Alan Beckenstein and Landis
Gabel, "Predation Rules: An Economic and Behavioral Analysis,"
presented at the December 1979 meetings of the American Economic
Association, ~

5 This factor is emphasized in the recent paper by Joskow and
Klevorick, "A Framework for Analyzing Predatory Pricing Policy,"
89 Yale L. J. 213 (1979).
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the context of that model (including, for example, whether preda-
tion is ever a ratiénal strategy for a dominant firm). I turn/
then to the controversial paper by Areeda and Turner, which, in
the context of a more formal version of the classical model,

focuses on the factors that should be considered in fashioning an

"optimal” rule to govern predation. Finally, with the Areeda and’

Turner policy considerations firmly in ﬁ?ﬁd:.l consider criticisﬁ
and extensions of the Areeda and Turner version of the classical
model, focusing particularly on the possibility of large-scale
entry with its implications for limit pricing (Scherer) and

strategic behavior (Williamson).

I. The Classical Model

The early writings on predation were not greatly concerned
with a precise definition or model of predation. However, the
concept implicit in most writings is that of a dominant firm
pricing below cost for the pﬁrpose of eliminating a rival.® The
major thrust of those writings was to express skepticism that
predatory pricing would ever be a rational strategy for a dominant
firm. Thus it would not be attempted, or, if attempted, it would
not succeed., Either way, predation did not seem to be a serious

policy problem.

6 McGee, in the most widely cited article on the subject,
implicitly defines predatory pricing as pricing below cost.
"Assume that in another market there are several competitors, all
of whom Standard wants to get out of the way. Standard cuts price
below cost." McGee, "Predatory Price Cutting: The Standard 0il
(N.J.) Case," 1 J. Law & Econ. 137 (1958). See also Elzinga,
"Predatory Pricing: The Case of the Gunpowder Trust," 13 J. Law &
Econ. 233 (1970).
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This skepticigm about the profit potential in predation was
based on two observations. First, given the dominant firm's
lafger volume of production, it would lose more money during the
period of predation than would an equally efficient victim.? At
the very least, this condition would require that the monopolist
have a substantially deeper pocket than the victim. Even in that
situation, the victim, realizing that.;%onfredator was losing
substantially more money than itself, would need only to locate a
wealthy "parent" to help it ride out the storm. Given the long- |
run profit potential in sharing such a concentrated market,'ii'was
believed that such a firm would not be difficult to find. There-
fore, since the threat of predation by the monopolist was not
"credible,” he might as well resign himself to sharing the
market.8

Second; even if the predation did succeed in eliminating the
victim, it wbﬁld not be profitable unless the monopolist could
then recoup his temporary losses by charging a supercompetitive
price for some périod of time. But this situation requires that

there be barriers to entry; and if one firm could enter, there is

7 fThere was a suggestion that this problem could be exacerbated
by the victim's choosing to shut down during the period of the
price cut, forcing the predator to serve the entire maket at a
loss, and then reappearing when the monopolist attempted to raise
price. See McGee, p. 140.

8 of course, in McGee's analysis, merger was the preferred

option. But under present antimerger law, such mergers would not
be possible in most circumstances.
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a strong likelihéod that others would be poised to do so as ‘well
once the prices weré raised back to supercompetitive levels.
Moreover, since the victim's assets are physically intact, they
would presumably be available to be put back into action at the
first opportunity, either by the victim or by a firm to whom the
assets had been sold.

[

There are several obvious responses that can be addressed to

this suggestion that predation would not be likely to be a ratiohalr

strategy for a dominant firm.9 The first has to do with the
demonstration value of predatory pricing for a firm that antiéi;'
pates other prospective entrants over time, or that operates in
several geographic markets and anticipates the prospect of entry
in those markets if successful entry is observed in the current
one. It can be argued that it pays a firm to absorb losses even
beyond what it could ever expect to recoup in the market at hand,
if by doing so-this firm will establish a credible threat to
pursue the séme policy ih any market in which an entrant appears.
If the threat is truly credible, it need not be exercised beyond
the first time, since future would-be entrants will elect not to
challenge the monopolist, figuring that it is a hopeless cause.
To make this model work requires only good information (i.e., the
story of the predation in the first market has to be communicated

to the future would-be entrants), and some nontrivial costs of

9 fThe more fundamental criticisms of the classical model are dis-
cussed below.
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entry and exit (so that unsuccessful entry attempts are not

- costless).
Hence Posner, for example, writes:

If, however, a firm operates in number of
markets and faces actual or potential competi-
tors each of whom is limited to one of its
markets, it may find it worthwhile to expend
considerable resources on crushing a single
competitor in order to develop a reputation
(for willingness to use predatory pricing)
that may enable the firm to excTlide other
potential competitors without any additional
below-cost selling. Stated otherwise, the
costs incurred by the firm in using predatory
pricing in one market may generate greater
deterrence benefits in other markets . . . .

. « o My conclusion is that predatory
pricing cannot be dismissed as inevitably an
irrational practice. '

A second response involves the assumption implicit in the
classical model that a rule prohibiting below-cost pricing by a
dominant firm is sufficient to catch all instances of socially
undesirable predation.ll In particular we accept, for purposes of

discussion, the assumption that if the dominant firm does not

price below its own costs, no equally efficient rival will be

eliminated, but question whether the elimination of a less

efficient rival cannot have an anticompetitive effect.12

10 gee Posner, supra note 1, at 186.

11 Here we are addressing the rule itself, not the inevitable
fact that some below-cost pricing will go undetected.

12 vamey has addressed this point as well. Yamey, "Predatory
Price Cutting: Notes and Comments," 15 J. Law & Econ. 129 (1972).
Note that if the entrant is less efficient, the argument that the
dominant  firm must incur large losses to eliminate a rival is
significantly weakened. Hence, even without the demonstration
effect, predation may be a rational strategy.
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Consider the case depicted in figure 1. The entrant has
costs, labeled MC,, that are below the monopoly price (Pp) but
greater than the costs of the dominant firm (MCm).13 We assume

for the moment that the entrant is more or less unique; i.e., if

this entrant is eliminated, there will not be another one for some

time,14 and that the monopolist knows this.
Upon entry, the price is assumed to,be driven to Pg, the
level at which the entrant breaks even.l> The monopolist, given

our predatory pricing rule, can lower price below P., sO long as

he does not go below his own costs. The entrant, foreseeing the

prospect of indefinite losses, withdraws, permitting the mono-
polist to raise price back to Py and hold it there indefinitely.
Assuming events unfold as related, it seems clear that if
measured by the economic effect, the behavior of the monopolist
has been undesirable, even though it has not involved predatory
pricing as classically defined. Consumers suffer the deadweight

loss in the amount of the,triéngle ABC and the transfer of

13 We will need to introduce nontrivial setup costs to impose
some penalty for unsuccessful entry. These costs need not give
rise to any significant scale economies, however, and for conven-
ience of exposition, we can draw all cost curves as flat. This
assumption is specifically relaxed in the next section.

14 This could be either due to some barriers to entry--e.q.,
know~how, which only this entrant is positioned to overcome--or
through the disincentive for another attempt at entry, once the
monopolist has established the threat to eliminate anyone foolish
enough to try.

15 Obviously, this is a somewhat optimistic assumption.
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Figure 1
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revenues to the monopplist in the amount of the rectangle ABDE. A
partial offset to the deadweight loss ABC stems from the fact that
the monopolist is more efficient; that is, there is a waste of

society‘svresources‘(of the cost difference between the two firms)

for every item that is produced by the entrant instead of the

monopolist. However, by making appropriate assumptions about the

D

share of the market that would be captured by the entrant at P,
it is easy to ensure that there remains a net deadweight loss.16

Based on this admittedly simplified example, we conclude that
predation can have an undesirable economic effect even where thé>-
victim is less efficient. Hence, even a perfectly enforced rule
that prohibits prices from going below the costs of the predator
may not eliminate all possible instances of undesirable preda-
tion.17

The literature seems curiously silent on this point and

maintains a rather solid antipathy towards the less efficient

16 For an illustration of this calculation in a somewhat differ-
ent context, see Williamson, "Efficiencies as an Antitrust Defense
Revisited," 125 U, Pa. L. Rev. 699 (1977).

17 fThe dilemma becomes even more acute when we introduce concepts
such as learning by doing or the experience curve, with their
implications that the new entrant is almost inevitably "less effi-
cient" at the early stages. As he accumulates more experience,
however, his costs fall, until at some point (hopefully) he is as
efficient as (or more so than) the original monopolist. Yet, if
the dominant firm can create sufficient short-run losses, the
entrant's financial support may evaporate.

The reason for this loss of support is that the financers
cannot be sure that their "infant" will move down the textbook
curve. Given this uncertainty, they may be unwilling to under-
write large short-term losses.
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entrant. Posner, for example, argues that "a seller may want to
weaken or destroy a competitor, but if the only method used is
underselling him by virtue of having lower cosks there is no/
rational antitiust objection to the seller's conduct."18 simi-
larly, Areeda 5nd Turner conclude that "the low price at or above
'average cost is competition on the merits and excludes only less
efficient rivals."19 o j
As indicated in our discussion, it is difficult to f£ind
analytic support for these conclusions. Hence, on analytic
grounds it appears that predatory pricing as depicted in the

- classical model cannot be dismissed as an irrational or harmless

tactic, and, moreover, that a rule prohibiting below-cost pricing

18 Pposner, supra note 1, at 188,

19 Areeda and Turner, supra note 1, at 706. There are two excep-
tions to the statement that pr1c1ng that fails to go below the
dominant firm's costs is assumed in the literature to be procompe-
titive. Yamey focuses on the use of predatlon to induce a smaller
rival to enter into a tacit or explicit conspiracy and concludes
that:

The only special feature of price cutting
below cost is that . . . the firm is
'losing money.' But nothing either in McGee's
original analysis or in subsequent elabora-
tions depends on this feature. :
Insofar as the aggressor's pr1c1ng
behavior may have the desired effect this will
stem from the rival's assessment of the
aggressor's determination to frustrate its
expectations. (Yamey, supra note 12, at 133,
134.)

Scherer, in an exchange growing out of the original Areeda and
Turner article, explicitly recognizes the possibility of a long-
run gain from preserving an inefficient competitor in the short
run. (Scherer, supra note 1, at 885-87.)
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by a dominant firm will not catch or deter all instances of anti-
competitive price cutting. It remains to be seen, however,
whether in light of the administrative considerations mentioned at
the outset a rule prohibiting predatory pricing is desirable, and,
if so, whether the optimal rule will protect the less efficiené

entrant.

II. Areeda-Turner and The Search for an'Uptimal Rule

In their influential article,20 Phillip Areeda and Donald
Turner explicitly consider the issue of an optimal rule to govern
predatory pricing. The element that complicates the problem is
the fact that in implementing any proposed rule, prosecutors and
courts will be operating with something less than full information
(concerning, for'example, a firm's costs, its finaﬁcial reserves,
and barriers to reeﬁtry or subsequent new entry). Hence, no rule
will ever be enforced perfectly, because even well-intentioned
enforcers will lack the knowledge to make unerring distinctions
among situafions that appear to be similar. Thus, with any rule,
there will be enforcement mistakes. Moreover, there is
uncertainty too, on the part of firms that are potentially sub-
ject to the rules, regarding what prosecutors and courts will do.
This means that in an effort to avoid running afoul of the law,
they may eschew actions which are not in fact predatory and which

may be procompetitive in nature.

20 Areeda and Turner, supra note 1.
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The impact of these factors is that with any given rule
against predation, two types of "errors" can regult. With no ;ule
at all, or a relatively "loose" rule against predation, there is
the risk that some instances of undesirable predation will go |
unprosecuted. (This would be called an Error of Omission or Type
II Error in statistical terminology.) This situation results in
the pérsistence of monopolies and the kind of deadweight loss from
resource misallocation usually associated with monopoly pricing.21

The risks of this kind of error can be reduced by making tﬁe
rule against predation tighter (e.g., by prohibiting any price
reduction by a monopolist). However, an overly strict rule will
also have costs associated with it, viz., the risk that genuinely
desirable behavior will be prosecuted or deterred. (The error of
mistakenly stopping desirable behavior is called an Error of
Commission or Type I error.) In general, the result of tightening
the rule to reduce Type II error is to increase the expected loss
from Type I error. An optimal rule would reflect the impact of
these conflicting forces as well.as other eleménts, such as pure
administrative costs, associated with any particular choice of

rule.22

2l  For a discussion of the economist's concept of deadweight
loss, see Posner, supra note 1, at 6-14.

22 actually, for any given proposed rule there is a subsidiary

optimization problem relating to the optimal amount of administra-
tive expense to incur in enforcing the rule.
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Areeda and Turner undertake to address these administrative e
concerns in the context of a formal model of predation that is

somewhat more complex that the simple model incorporated in

figure 1. In particular, they relax the assumption of constant
unit costs and employ a nonlinear U-shaped cost function. The key

diagram is presented in figure 2 below. The most obvious compli-

cation is that with nonlinear cost functions, the marginal costs, . &
average variable costs, and average total costs are no longer

equivalent; hence, it is incumbent on the proponent of such cost

functions to be precise about the cost standard that is to be &

applied in testing for predation.

The cost curves in figure 2 are replicated in figure 3, with
two differences. First, the average variable cost curve is
onitted for clarity of exposition. The various price/cost combi-
nations discussed in Areeda and Turner employ only marginal costs
and éverage {total) costs.23 Second, two alternative demand
curves are impoééd on the diagram--the first (D;D3) representing
relatively strong demand and the second (D3D2), relatively low

GEmana.24

5]

23 Elsewhere in the paper they suggest that average variable

costs could be used as a proxy for marginal costs. As one can see §
by comparing the two diagrams, the proxy may not be a very good

substitute.

24 gsince the aim of the price rule is to eliminate the smaller

rival, it is appropriate to assume that any price/quantity choice
by the monopolist must be on the industry demand curve.
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Consider the}monopolist's possible responses to a new entrant
under either of the two possible states of demand. kNote thé£ the
monopolist's original price is not indicated in figure 3. We need
know only that it was high enough to make it attractive for the
" entrant.) Consider first the demand curve labeled DjDj;. We focus
on ‘three possible prices the monopolist might choose.25 price Pa

>y

is clearly above both the monopolist;s ééérage cost for outpdf 04
and his marginal costs for that output. The monopolist is not
losing money (although he may not be earning as much as he coulds,
and any price higher than P would worsen resource misallocation
in the short run.

If P, is not low enough to eliminate the gntrant under the
demand conditions of D1D;, the monopolist may have to drop price
even further--say, to Pp. Given that the monopolist is producing
output Qb,lit is clear from the diagram that the price covers
average costé but is below marginal costs and results in some
resource misallocation from excess production.

If P, is not low enough to exclude the entrant, the mono-
poliSt would find it necessary to lower price to P,. At the out-
put Q. associated with P,, the price does not cover either the
monopolist's marginal costs or his average costs. Not only dogs
the monopolist misallocate resources directly (by producing

~output for which price is less than marginal cost), but the rival

25 Obviously, the monopolist will only go as low as 1s necessary
to force the entrant out of business.
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who is eliminated only by a price as low as P, is more efficient
than the monopolist. |

The situation of "slack demand" associated with DyD; creates
the possibility of yet another Areeda and Turner combination.
This is the situation associated with P3. At the output Qg4
éssociated with Py, price is greater than marginal cost but below
average costs. Hence, the entrant (and”the monopolist) would lose
money, and if the entrant expects the monopolist's pocket to be-
deep enough and his determination strong enough, he will presum-
ably see the folly of remaining in the market and will drop out.
This can occur even if the entrant is qut as efficient as the
dominant firm.26

All togethér, we have four different possiblé price cost
relationships in Ehe Areeda and Turner predatory pricing

scenarios. These are summarized in table 1 below.

Table 1

Price/Cost Relationships for a Predatory Pricing

1. Py P, > MC, AC
2. Py MC > Pp > AC
3. Pg Po < MC, AC
4. Pg AC > Pgq > MC
26

Clearly there can be prices analogous to P5 and P, on the

slack demand curve DyDp. But these offer no new analytic features

and are not considered here.
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Po, being less than both marginal and average costs, is
clearly analogous to the below-cost pricing of the simple
classical model. While there is always some risk that a rule
outlawing prices such as P, will result in erroneous conviction of
desirable price cuts or will deter firms with large market shares
from engaging in desirable price cuts, the risk is not regarded by
Areeda and Turner as sufficiently serious. to.overlook the obvious
‘harm of such a price. Hence, they have no serious qualms about
urging that prices for a dominant firm that are below both average
and marginal costs be viewed as unlawful.27

Py, and Pg have no direct analog in the simple classical
model. Pp misallocates resources, since production is carried
beyond the point at which price equals marginal costs. On the
other hand, if the demand level associated with P, is permanent, a
smaller rival with access to the same technology as the dominant
firm (i.e., a firm that has a small-scale plant with average costs
as low as the minimum point'of the dominant firm's average cost
curve) would be able to survive at Pb.28 This situation is

clearly related to that of the less efficient entrant in the

27 When average variable cost is substituted for marginal cost,
the status of P, is equivocal, since P, can be above average
variable costs and hence resemble Pp.

28 fhe situation where a firm must have a large plant to achieve
minimum average costs is dealt with in the next section.
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classical model, and most of the same policy issues, which we
discuss below, are present.29

Pgs since it is'below the monopolist's avefage costs, can
eliminate even an equally efficient rival, if the rival expects
the monopolist to maintain the price for a long enough time (i.e.,
if there is a "credible" threat). On the other hand, given the
low level of demand, there is excess capacity in the market, and
any price higher than Pg would exacerbaéétigé short-run resource
misallocation.30

While Areeda and Turner's permissive attitude toward these
special cases (Pp and P3) has been criticized,3! it seems safe'
to conclude that the analytics alone do not yield an unequivocal
recommendation as to their desirable legal status, and policy con-
siderations must be introduced. For our purposes, however, the
policf considerations can be addressed just as conveniently with

respect to Pa,'where the predatory price is above both the

monopolist's marginal costs and his average costs.

29 fThe use of average variable costs for. marginal costs renders
Py indistinguishable from P,.

30 pg may be above or below average variable costs. If below,
the use of average variable costs as a proxy for marginal costs
puts Py in the same category as P,. If Py is above average
variable costs, the use of the proxy has no effect on the status
of Pg. '

31 see Scherer 1, note 1 supra, Scherer 2, note 1 supra, and
Williamson, note 1 supra.
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The analytical results for P, are entirely analogous to those
of the simple classical model; i.e., a price can. be above the
monopolist's costs and still be anticompetitive by excluding less
efficient entrants that might have had a procompetitive impact on
the market price. Areeda and Turner nonetheless focus on the fact
that an equally efficient rival will not be eliminatéd by P,.

They label this kind of pricing behavior+by-the dominant firm
"competition on the merits" and argue that it not be regarded as
unlawful.

It is not entirely clear whether Areeda and Turner recognize
the possibility of an anticompetitive‘result stemming from the
- elimination of a less efficient entrant.l However, it is clear
that even if théy recognized such a possibility, they might none-
theless wish to maintain the lawful status of P, because of the
administrative concerns which are summarized in our earlier dis-
cussion of Type.I and Type II errors. Specifically, they are
fearful that any alternativenrule will have serious consequences
in terms of deterring socially desirable pricing behavior by firms
with sizable market shares.

Several courts have adopted without reservation the Areeda
and Turner standards for illegal predation, while others have
shown some sympathy for the possibility that a price above the
monopolist's costs can result in an anticompetitive effect.32

Their efforts to convert these concerns into rules of law have

32 gee note 2 supra.
-175-



yielded varying results, but typical is the approach taken by the
Memorex court.33

In the Memorex éase, the court rejected IBM's argument that
prices may be predatory only when they are Lelow marginal or
average variable'cost and indicated it would not rule out the
possibility of predation where prices were above marginal or
average variable cost but below the short-run profit-maximizing
price and where barriers to entry were ﬁi;ﬁ;— The opinion frequ-
ently refers to the possibility of future gain by a dominant firﬁ
by undercutting its current competitors (and presumably driving
them out of business). The court, however, found that Memorex'did
not meet its burden of proof even on this looser standard for
predation.

Areeda and Turner also discuss the possibility that the mono-
polist will elect to practice "limit pricing"; i.e., permanently
maintaining a ﬁrice less than the short-run profit-maximizing
level in order tb deter entry. They give an example in which the
monopolist's profit-maximizing price is $100 per unit, but $100
would attract entry whefe a $90 price would not, since average
total costs for a new entrant are $91 even at his most efficient
level of output. (The monopolist's average total costs are
assumed to be.$80,) Hence, the monopolist maintains his price at

$90 and entry is successfully deterred.

33 Memorex Corp. v. IBM, 458 F. Supp. 423 (N.D. Cal. 1978).
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The analytical ‘argument as to why such limit pricing should
be permitted is that the limit price gives the consumer all he
could ever hope to gain from competition (i.e., even with entry in
the Areeda and Turner example, the price would not go below
$91).34"

’There are three problems with this.-argument. The first prob-
lem is that the argument overlooks (or dismisses) the possibility
that allowing inefficient competitors to enter in the short run
may produce long-run benefits if those firms move down the
learning curve over time.

The second problem stems from the fich body of (highly
complex) literature dealing with the optimal dynamic limit pricing
strategy of a dominant firm.35 The thrust of this literature is
that if there. is any serious lag to the process of entry, and if
the rate of entry is affected by how high the monopolist sets his
price, then the optimal‘strétegy for the monopoliét (invour
example) may be to set an initial price higher than $91 (and
reduce it gradually towards $91) as entrants come in over time.
Thus while with limit pricing the consumer eventually gets the
benefit of a "competitive" price, there may still be a substantial

period during which he pays substantially more.

Monopoly Pricing Under Section 2 of the Sherman Act, " 84 Yale L
558 (1975).

34 Essentially the same argument is presented in "Telex v. IBM:

35 This literature is nicely summarized in Scherer, Industrial
Market Structure and Economic Performance (1979), pp. 229-43,.
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The third problem is that if entry must occur on a large
scale to achieve rea;onably efficient operation, an op£imal .
"limit" price may be well above the competitive level even when
the entrant is equally efficient. We put this issue aside for the
moment, as it is the subject of the next section of the paper.

Our tentative conclusion is that the analytic argumenté,
standing alone, are not sufficient to ré?fégh from any legal
attack on limit pricing. Recognizing this, Areeda and Turner36 -
turn to two policy arguments to support their recommendations. The
first emphasizes the speculative and uncertain nature of any
possible long-run competitive gains from encouraging entrants that
are less efficient than the monopolist in the short run as compared
with the present (and certain) benefits of superior competitive
performance. The second argument relates to the administrative
problems; thaﬁ is, the difficulty of coming up with an alternative
rule that produées superior -results. This is obviously.in~the
spirit of the Type I/Typé IT error kind of analysis suggested
above. |

With respect to the policy arguments, it is important to
recall that those arguments are raised initially in the context of
Areeda and Turner's conviction that a price that passes their
"test" will exclude only less efficient rivals. This conviction

must be reexamined, however, when the implicit assumption of

36 Areeda and Turner, supra note 1, at 705-6.
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small-scale entry gives way to the possibility that an entrant
must enter on a fairly large scale if it is not to suffer a
serious cost disadvantage. It is this possibility which gave
rise to the extensive debate between Areeda and Turner and F. M.

Scherer, to which we now turn.

III. Criticisms of the Areeda-Turner Model N

A, Scherer and Large-Scale Entry

When a would-be entrant is contemplating whether or not to
attempt entry, his primary concern is what his profits will be ig'
and when he enters. Along with his own costs, this will depend on
the price that will prevail in the market if and when he enters.
The current price itself is largely irrelevant to his calculus
unless he expects that it will remain unchanged as he enters.37

Where entry occurs on a small scale, the assumption that
price after entfy will be virtually identical to preentry pfice,
while not compeliing, is at least plausible. The assumption rests

on the expectation that the monopolist will not expand output

37 1Indeed, the early models of limit pricing made precisely that
assumption., Hence, the price charged by the monopolist preentry
was the sole basis on which the prospective entrant made his
decision. This situation gave rise to the possibility of limit
pricing, i.e., maintaining low prices now to discourage future
entry. For a fuller description of the limit pricing model, see
Scherer, Industrial Market Structure and Economic Performance
(1979) at 234-36, and references cited therein.

-179-



postentry to teach the entrant a lesson or to drive him out
altogether.38

When entry must occur on a large scale not to incur a serious
cost disadvantage, there is a much greater likelihood that the
very fact of entry will depress prices below the preentry level.
This will fail to occur only if the dominant firm is willing to
reduce éutput enough to accommodate the ney firm. Where the new
firm's output is large, this may be unlikely. 1In any event, it
would be extremely optimistic for the entrant to assume that the
market price will not be affected by entry.39

The upshot of all this is that the preentry price could bev
quite profitable for the monopolist, but the price anticipated
by the entrant if he enters might be below his own costs even
where he is just as efficient (i.e., has access®o the same cost
function) as the dominant firm. This possibility creates the
potential that by strategically choosing the preentry level of

price and output and demonstréting the resolve to maintain that

38 With small-scale entry, so long as the monopolist does not
expand output, the postentry price will not be appreciably
different from the preentry price. There is also an implicit
assumption that additional entry will not be forthcoming in
sufficient numbers to expand industry output enough to depress
price. See, for example, Sherman and Willet, "Potential Entrants
Discourage Entry," J. Pol. Econ. 75, Part 1 (August 1967).

39 The other side of the same coin is the credibility of any
threat by the monopolist to hold output at the preentry level.
This issue is discussed in greater detail below.
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output, the dominant, firm can discourage entry even by -an equally
efficient rival without foregoing most of the short-run profits as
the simple limit pricing models suggest.

It is convenient to illustrate the large-scale entry problem
with the cost and demand functions used by Scherer in his exchange
with Areeda and Turner. This is depicted in figure 4 below, which
contains the industry demand and marginal revenue curve and the
monopolist's marginal and average cost curves, appropriately
labeled. The short-run profit-maximizing price is $17 and the
corresponding output is 100 units.

It is assumed that the entrant is equally efficient as the
monopolist in the following sense: he has access to a technology
(i.e., cost function) which is similar to that of the monopolist
in that there is some level of output which will yield average
({total) costs équal to $10 (the minimum of the monopolist's ATC).
The output levei'at which that occurs is not necessarily the same
output level at which the monopolist reaches his minimum average
(total) costs (i.e., 100 units).

Specifically, we will assume that the entrant's ATC bottoms
out at 80 units,40 Hence, if the monopolist produces at his

short~run profit-maximizing output (100 units) and the entrant

40 rhe specific example we use here is different from Scherer's,
which focused on Areeda and Turner's average cost exception to
their marginal cost rule (P, in our earlier discussion). Our
example shows that even if that exception were dropped, exclusion
of equally efficient firms would be feasible.
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enters with an efficient plant (80 units), both firms would make a
profit, since the market price at 180 units wo;ld be about $11 and
both firms would have average costs of $10.

Note that after entry the dominant firm might expand output--
say, to 130 units--forcing the price (given the entrant'sAoutput of
80) below $10, at which both firms losgmmqpey. If the dominant
firm has a deep enough pocket and can effectively threaten to ’
continue to absorb losses, the entrant may be driven out. Thié,

however, is nothing more than our classical case of predation

dressed up with nonlinear cost curves. Whether or not it is likely

to occur (or be effective), it is illegal under the classical test

and, of course, under the Areeda and Turner tests as well,41
Scherer, however, is concerned with a more subtle prospect.

Specifically, suppose the dominant firm, anticipating the possi-

bility of entry, sets his preentry output at 130 (with a market
price of $14.90). This price/output combination apparently vio-
lates neither the classical test nor any Areeda and Turner modifi-

cation thereof. If the entrant believes that the dominant firm

will maintain the level of output in the face of entry, he will
calculate that the market price will fall below $10 and he will

lose money.42 Hence, he may decline to enter, and the dominant .

41 Because at an output of 130 units, the dominant firm's average
and marginal costs both exceed the market price.

42 The entrant's output of 80 when added to the dominant flrm s
output of 130 produces a price below $10.
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firm has deterred entry without engaging in predation. (The
deterrence is not c;stless to the dominant firm, since\he has fé
forego the short-run profit-maximizing price of $17 so long as
there is a threat of entry. But at $14.90, he still does quite
well,)

.Thus, we have a situation where an equally efficient entrant
will apparently be deterred and where ifﬁiéhpricing does not yieid
the consumer all the benefits he would get from competition. If
this situation can realistically be expected to occur, we may have
a serious policy problem which the classical tests do not reach.
For while throughout this paper we have pointed out that the
standard predatory pricing rules do not protect against the pre-

dation of a less efficient entrant; here we would have a case

where an equally efficient entrant is deterred from entering.

In one sense, tﬁere is nothing novel about the problem just
posed. In our discussion of the demonstration effect in the
. classical model, we noted that the ideal situation for a mono-
polist is to have an effective threat that he will predate if
entry occurs, since in this way he avoids entry without actually
having to lower prices. Indeed, we see that often a single
episode of predation would not be profitable in its own right but
is carried out because of its impact on the expectations of future
entrants or would-be entrants in other geographic markets. 1In
other situations, if he thought it might work, the monopolist

might simply announce his intention to cut prices should entry
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occur, with the idea of making the entrant believe it would be
unprofitable to enter.: §

A critique of each of these strategies, of course, is that
they cannot work in the face of laws governing predatory pricing
(assuming the prospectivé entrant is equally efficient), since if
the>dominant firm does respond to entry by lowering prices, he
would bé then pricing below costs in violation of the classical
tests. Hence, the entrant will know that the dominant firm cannot
lawfully carry out the threat. The threat, therefore, is not
"credible, " and entry should not be deterred. Does Scherer's
feared strategy differ in any significant way from the threat
mechanisms just discussed? Specifically, is there any reason to
believe that the preentry expansion of output poses a credible
threat, where the other varieties did not?

The issue is whether the threat can be carried out without
the monopolist's violating the legal criteria for predation. If
not, the entrant.ought not. to be deterred, confident that the law
will protect him. Specifically, if the monopolist maintains his
output at 130 units when the entrant enters with 80 units (driving
the price below $10), can the monopolist realistically be blamed

for violating the Areeda and Turner standards or any other preda-

tory pricing rule? Put differently, would the law require that
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the monopolist reduce output (to 120 units or less) so as to make
room for the entrant to operate profitably?43

It is difficult to give an unequivocal answer. Areeda and
Turner seem to feel that there would exist an implicit obligation
for the monopolist to move over.44 some recent court opinions,
however, seem to attach some weight to the question of who started
the price cutting.43 It is possible that the answer (properly or
not) may depend on the presence of documentary evidence indicat;ng
that the preentry output was set deliberately with an eye toward
discouraging entry. _

There is also an issue of economic credibility with respect
to the Scherer threat that is essentially the issue we discussed
in connection with the classical model. We indicaﬁed, in that

discussion, reasons why predation might prove to be a losing

strategy including the fact that the dominant firm would lose more-

during the period of predation than the victim. Hence, absent
certain other féctors, the actual entrant might be skeptical that
the price war wpuld continue if he, the intended victim, showed
some determination.to call the monopolist's bluff. Rather, he

might anticipate that the monopolist will quickly see the light

43 We have been assuming that the entrant is equally efficient in-

the sense described above. Obviously, we could also ask whether
the dominant firm must make room for a less efficient entrant.

44 preeda and Turner 2, note 1 supra.

45 california Computer Products, Inc. v. IBM, 5 Trade Reg. Rep.
(CCH) ¢ 62713 (1979). Note also that an important aspect of
McGee's discussion of the Standard Oil case was the question of
who initiated the price cutting. See McGee, supra note 6, at
154-67.

-186-

o

€

o

i)

&t



and come to a de facgo understanding to share the market. The
prospective entrant may even doubt that predatioh will Se
attelﬁpted.46

We have assumed, for purposes of examining the Scherer con-
cern, that the "normal" fear of predation is not enough to deter
entry; that is, the monopolist cannot expect to charge the short-
run profit-maximizing price and still déégf”éntry by some sort of
implicit threat or by various forms of "spoken" threats. We want
to ask whether there is anything in the preentry expansion of out-
put that makes postentry predation (by rigidly maintaining thatkl
output in the face of below-cost prices) more likely and therefore
more credible as a threat.

The answer, I think, is equivocal but leans in the direction
of a more credible threat. On the one hand, the monopolist's
plant, accordiﬁg to our simple description of it, is still opti-
mally designed'éo produce 100 units rather than 130. ‘Hence, the
monopolist will not suffér higher costs if he "backs off" to 100
anits, a level whidh, as we indicated, gives ample room for a new
entrant, and still leaves supernormal profits for the dominant

firm. On the other hand, there are probably some one-time costs,

not reflected in our diagram, of moving to a higher sales level

46 The "other factors" that might cause these conclusions to be
overturned involve the prospect of other entrants (either future
entrants in this market or entrants into other geographic or
related product markets) and the incentive this creates for the
dominant firm to absorb losses and thus to convey the appropriate
message.
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(getting used to a higher level of production, establishing custo-
mer contacts, etc.). "Such costs would make it at least somewhat
cheaper to remain at 130, once having already reached it, than to
expand at the time of entry.47 Our conclusion is that there is a

"weak" degree of credibility, which could be improved if there

were some real disadvantage to the monopolist of going back to 100

units after entry occurs. The prospect of deliberately "building -
in"48 such disadvantages is the subject of some recent literature-
on predation and limit pricing and will be discussed further
below .49

To summarize the findings of this section, it is possible
that if entry can occur economically only on a fairly large scale,
it may be possibie for a monopolist to deter entry by an equally
efficient rival witﬁout appearing to violate the classical tests
for predation. ' The policy problem remains of what alternative
criteria exist that, when all sources of enforcement error are

considered, give on balance better results.

47 The issue of sunk costs works both ways. The entrant might
conclude that once he had made the initial investment, the mono-
polist would realize that as long as the entrant was covering
variable costs, he (the entrant) would not be driven out. Hence,
the entrant would hope that the monopolist, recognizing this fait
accompli, would eschew the price war and reach an accommodation.

48 7The issue of building in disincentives to secret price cutting
in order to increase the stability of a scheme of tacit collusion
is discussed in Hay, "Oligopoly: Theory & Policy," unpublished
manuscript.

49 Important recent works include Salop, "Strategic Entry
Deterrence," 69 Am. Econ. Rev. 335 (1979) and references cited
therein.
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This question is particularly acute in the present context,
because any alternative rule might force the firm to charge higher
prices in the periods preceding entry. How then to distinguish

the low prices that are the result of a firm trying legitimately

- (and procompetitively) to expand the consumer use of its product50

from the low prices (and high output) designed to scare off an

efficient entrant? This problem is sb éigficult to resolve that
one might well want to cling to some rather simple cost tests,
despite the knowledge that not all anticompetitive pricing conduct
can be covered. An alternative approach was contained in the
Memorex decisioﬁ, discussed earlier. Additional discussion about

alternatives will be deferred, however, until we have completed

our review of the criticisms of the classical theory of predation.

B. Williamson and Strategic Positioning

In the previous sectioﬁ, we discussed a new set of problems
that may arise under the classical tests for predatory pricing (as
modified by Areeda and Turner) when the scale required for effi-
cient entry is large enough to cause a depressing effect on the
market price. Specifically, firms might set a preentry level of
output sufficiently large that if it was maintained after the

entry, price would fall below the entrant's (and the monopolist's)

50 E.g., low aluminum prices as the result of an effort to
increase the substitution of aluminum for other metals. See M.
Peck, Competition in the Aluminum Industry (1961).
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costs. Hence, if the threat by the dominant firm to mainta%n
output is credible, even an equally efficient entrant might be .
deterred from entry.

We noted, however, that if the threat were actually carried
out, the dominant firm's price ex post would be below the Areeda-
Turne; marginal cost floor. If this would subject the dominant
firm to liability under the Sherman Act, “there is serious doubt
that such a threat would be credible to the entrant, and the
strategy would not succeed. Under such circumstances, the concern
raised by Scherer would not appear to pose a serious policy
problem,

However, in a recent paper, Oliver Williamson argues that
there is a morekcomplex strategy available to the dominant firm
that may permit it-to deter entry even where the Areeda and Turner
standard must be satisfied at all times.>®! This strategy involves
choosing plant size and capital structure in anticipation of entry
that permit the dominant firm, without violating the Areeda-Turner
standard, to respond to entry jin such a way that the entrant loses
money. The entrant, anticipating this unhappy result, is deterred

from making the attempt.

51 Williamson, note 1 supra.
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As Williamson points out:

Each predator pricing rule gives rise to
pre—-entry price, output, and investment adjust-
ments on the part of dominant firms whose
markets are subject to encroachment. To
neglect the incentives of rules whereby
dominant firms make pre—-entry adaptive
responses of a strategic kind necessarilg
misses an important part of the problem. 2

"The key relationships in the Williamson model are contained

. oy

in figure 5, which depicts the industry demand curve and marginél
revenue curve and the dominant firm's long-run average cost curve.
The most important characteristic of the cost curve is that to
reach minimum optimal scale Qpjps the firm must produce at a
fairly high level of output. Q* is the unconstrained profit-
maximizing output.

The main assumptions of the Williamson model are as follows:

(1) The entrant has access to the same technology
(i.e., cost curve) as the dominant firm.

(2) The 'entrant can enter at any scale he finds
profitable. In particular, he can enter at
less than minimum optimal scale if that alter-
native is most advantageous. In the Scherer
model, for reasons that were unspecified, the
entrant was required to enter at minimum
optimal scale even though a gmaller scale may
have been more advantageous. 3 In this
respect, the Williamson model is more favorable
to the entrant than the Scherer model.

52 Williamson, supra note 1, at 293.

53  fhis proposition is illustrated in figure 4. If the dominant
firm maintains its output at 130 units, then the entrant, with his
shrunken version of the monopolist's cost curve, will be able to
cover costs by producing somewhere in the neighborhood of 60
units. This result comes about because the demand curve rises
more steeply than the cost curve.

-191-



Figure 5

.L--’----.‘.
I
X /
=
=

Qmin

-192-

OUTPUT

L

&

@

@



(3)

(4)

(5)

If entry actually occurs, the dominant firm
must choos2 an output such that postentry )
price covers short-run marginal costs-(i.e.,
the Areeda-Turner criterion must be satisfied
at all times). In this respect also, the
Williamson model is more favorable to the
entrant than the Scherer model. There is,
however, one unstated but implicit exception
to this rule; namely, that the dominant firm
cannot be forced to reduce output if it means
he will be producing at less than minimum
optimal scale. L

Unlike the Scherer model, where the entrant
expects the dominant firm's output to be
unchanged if he enters (a fairly pessimistic
assumption in its own right), in Williamson
the entrant expects that the dominant firm
will expand output postentry to the fullest
extent consistent with satisfying the marginal
cost standard. 1In this respect, the Williamson
model is considerably less favorable to the
entrant than the Scherer model.

Unlike the Scherer model, in which the size of
the dominant firm's plant was chosen to fit

the no-entry profit-maximizing level of out-
put, in the Williamson model the plant size
is chosen strategically; that is, to permit the
firm to inflict losses on the entrant without
violating the Areeda and Turner rules.

With these assumptions we can turn to figure 6 to see how

firm uses its choice of plant size strategically to discourage

entry. ‘Here the firm chooses to construct the plant associated

54 oOtherwise the entrant could enter at any scale he saw fit,
the dominant firm would be forced to reduce output (so as to
maintain price) or withdraw entirely.

55 1.e.,

one of a family of short-run cost curves.

the cost curve in figure 4 should be considered to be
The specific cost curve

chosen was that which minimized average costs for the no-entry
level of output (100 units).
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with the short-run average and marginal cost curves depicted.
This plant is chosen because it results in the fdllowing‘dilemmd
for the entrant:

(a) There is not enough room to enter at minimum
optimal scale; that is, if the entrant enters at
Ominrs his output, when added to the output Qy
of the dominant firm at minimum optimal scale
(given the plant size chosen), causes price to
fall below the entrant's average costs (and by
our now-explicit assumption, the dominant firm
does not have to reduce output beyond Qn to
make room for the entrant).

(b) If the entrant chooses an output less than
Ominr for any output chosen the dominant firm
can, if necessary, expand output enough to cause
the postentry price to be below the entrant's
average costs but not below its own short-run
marginal costs.

Hence, there is no output the entrant can choose that will be
profitable, and he will decline to enter. Meanwhile, the dominant
firm, having chosen the plant size strategically with a view
towards entry, will operate it at the short-run profit-maximizing
level (given the plant size), Qs. Williamson notes that the out-
put level Qy is greater than the no-entry profit-maximizing output

*

Q" , so the consumer gains some advantages from the precommitment

strategy employed by the dominant firm but not as much benefit as

56  For levels of output in the vicinity of Qpjns the entrant's
costs will exceed price even if the dominant firm holds output at
QOn. However, as the demand and cost curves are drawn, as the
entrant further reduces output, price increases faster than his
average costs, and at some output level they are equal. At this
point the dominant firm must begin to expand output past Qn if he
wishes price to remain below the entrant's costs.

-194-

2

&

e



Figure 6

LRAC

OUTPUT

-195-



he would have gained had the monopolist not behaved strategically

and had entry taken place.
The conclusion that can be drawn from the Williamson model is

that there is another situation in which thé classical test (as

amended by Areeda and Turner) fails to deter undesirable predatory
(or 1im§t) pricing by a dominant firm. The key to this particular
model is the possibility that a firm will'choose its plant size
with a view towards allowing it flexibility in responding to new
entry by expanding output and driving down the price, while at the
same time not violating the predatory pricing guidelines.

There are two questions that ought to be raised with respect
to the Williamson model. The first is whether the behavior
described by Williamson makes sense for the monopoliét from a
long-run profit-maxiﬁization standpoint. For the Williamson
threat to work probably requires that the extra-large plant be in
place at the time the entrant is ready to produce. Givén the
uncertainty surrounding the entrant's plans and the time needed to
construct or expand one's own plant, this means that the dominant
firm might have to forego the no-entry profit-maximizing output
level more or less permanently in anticipation of possible future
entry.57 It might be the case, however, that the present

discounted value of profits would be maximized by operating from

57 cClearly this problem could be assumed away by assuming that
the dominant firm is aware of the entrant's planning and can
expand his plant in less time than it takes the entrant to build a
new one,
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an optimal-size plant and hoping that some lawful strategies will
still work to discouiage most entrants.>8 This dilemma for the -
monopolist is peculiar to the Williamson model, since in the
Scherer model the dominant firm need merely expand output (from
the existing optimal-size plant) when he senses that entry is
around the corner. This is not intended as a criticism of .the
Williamson model so much as a statement..of -some additional condi-
tions necessary to make the model plausible.

A second question goes to the credibility of the Williamson
threaf, and is similar to issues raised in connection with our .
other models as well. Put simply, if the entrant actually takes
the plunge and builds his plant, is he iikely to be driven out by
the dominant firm's strategy? The entrant has invested in fixed
plant and equipmeht just like the monopolist. Is he likely tg
abandon it in the face of low prices? While variable cost curves
do not appear_in the Williamson diagrams,‘from inspection it does
not appear as though the Williamson postentry price is below the
shutdown point of the entrant,>9

In addition, the dominant firm is foregoing considerable prof-
its during the price war. 1Is it possible, given the unlikelihood

that the entrant will be driven out in the short run, that the

58 7This issue is discussed in Williamson, "Williamson on Predatory
Pricing II," 88 Yale L., J. 1183 (1979).

59 If the threat contained in the Williamson model is not credi-
ble, then entry deterrence might require an even larger plant, so
that if entry occurs, the entrant will lose money even if the
monopolist and the entrant cooperate postentry. See Salop, note 49

supra.
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dominant firm's optimal strategy will be to reach a live-and-let-
live understanding with the entrant? If so, and the entfant antié—
ipates this, he may not be deterred from entry. Again, this
problem is not unique to the Williamson model60 and one might not
need much risk aversion on the entrant's part to eliminate any
doubts about the efficacy of the limit pricing strategy.

Having noted that under certain assumptions, including those
related to strategic behavior, the Areeda-Turner rules fai; to
deter all anticompetitive predation, Williamson considers the
possibility of alternative rules. However, his focus is not on
whether alternative rules will be more effective'in halting preda-
tory or limit pricing; he properly despairs of finding such a
‘rule that does not by itself create inefficiencies.®l Rather, his
primary goal is to méke the firm that insists on limit pricing
provide the maximum poSéible consumer benefits in the preentry
world.62

Williamson proposes an output rule which he compares favor-
ably to the Areeda-Turner rules on efficiency grounds. The rule

prohibits the dominant firm from increasing output beyond the

60 see pp. 159-61 infra.

61 wWe have described these inefficiencies as costs from Type I

Error; i.,e., from prosecuting (or deterring) socially desirable
pricing.

62 Recall that in the simplest limit pricing model the monopolist
can deter an efficient entrant only by setting price at the competi-
tive level to begin with. Of course, if the monopolist is success-
ful in deterring entry, the preentry world lasts indefinitely.
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preentry level in response to entry. While, as we indicated, this
does not eliminate 1i$it pricing, it requires the dominant firm;‘
in the course of limit pricing, to produce at a higher level in
the preentry period than it would if it could wait for the entraht
to make its move before increasing output. Higher preentry output
obviously means lower price, éo the consumer is better off than
under the sihple no-entry profit-maximizing price. 1Indeed,
Williamson argues that his rule has superior efficiency properties
in the preentry period to the Areeda-Turner rules, although this

has been the subject of rather heated debate, 63

IV. Conclusions

This paper has examined a variety of models of predatory and
limit pricing. These models have differed widely in their under-
lying assumptions and their behavior outcomes. Yet, in other ways
the models have much in common, and comments made on the simplest
classical modei carry forward to the most complex of models.
Specifically, we can make the following observations:

(a) Predatory (or limit) pricing under certain
hypothetical conditions can be a profitable
strategy. Conditions favorable to profitable
predation include the following: situations
where the entrant, if he survives, is expected
to benefit from learning by doing but will

- give up quickly in the face of a short-run
losses; situations of several geographic
markets where a threat carried out once is
believed in other markets; situations where

63 See Areeda and Turner, "Williamson on Predatory Pricing," 87
Yale L. J. 1337 (1978) and Williamson, note 58 supra.
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future entrants would be deterred after
witnessing predation against a current
entrant; and situations where an entrant
suffers severe cost penalties if he does not
enter on a large scale.

(b) Predatory pricing can have anticompetitive
consequences. Moreover, anticompetitive conse-
guences can ensue even where the entrant is
"less efficient" than the dominant firm,

.{c) No simple rule appears capable of stopping all
possible instances of anticompetitive preda-
tory or limit pricing.

(d) In addition to social costs from undeterred
predation, there may be equally serious costs
if socially desirable pricing strategies are
discouraged. This discouragement can occur
either because the rule governing predation
explicitly forbids such a pricing strategy or
because the rule is sufficiently imperfect in
administration that risk-averse firms will
eschew certain legitimate strategles out of
fear of being prosecuted.

(e) The ideal rule will not be costless, but will
achieve a balance of the costs associated with
error; that is, error from undeterred predation
(Type II) and error from overzealous
prosecution and deterrence (Type I).

Methods of dealing with predatory pricing have fallen into
one of the following categories:
(a) No prohibitions on pricing at all;

(b) Cost-based rules (e.g., the Areeda-Turner
rules);

(c) Cost-based rules with provision for exception
under certain well-defined circumstances
(e.g., the Memorex rule that might prohibit a
monopolist's price reduction, even though the
price remains above costs, where barriers to
entry are high);
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(d) Non-cost-based rules;
(This category includes Williamson's output

rule and a proposal from Baumol that requires

any price reduction by a monopolist in the

face of entry to be continued in effect even

if the entrant expires.)

(e) Discretion with the courts to pursue a moré

or less ad hoc inquiry into the long-run

welfare implications of pricing behavior in a

specific fact situation.

(Such an inquiry might utilize internal evi-

dence of the monopolist's intéHt. This in

effect is Scherer's proposal.)

The attractiveness of one method over another will depend on

many factors. First and foremost, however, is the decision-
. maker's expectation as to the likelihood of predation in a world
of no rules. Implicit or explicit in the writing of many of the
classical writers®> was the view that predation would never be
profitable and would not be attempted (or if attempted, could not
succeed). Hence, to minimize the discouragement of welfare-
improving price behavior, they would opt for no rule. A second
major factor is the degree of confidence in the ability of the
enforcement agencies and the courts to make correct decisions in

'situations where good data not always available and surrounding

circumstances are complicated.

64 See Baumol, "Quasi-Permanence of Price Reduction: A Policy for
Prevention of Predatory Pricing," 89 Yale L. J. 1 (1979).

65 And some of their descendants. See R. Bork, The Antitrust
Paradox (1978).
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The choice among the various candidates is not easily made.

The vast differences between the many distinguished economists and-

lawyers who have addressed themselves to predatory pricing is
testimony to that point. It is hoped that further reflection and
analysis in light of the principles laid out in this paper will

helé decide.

T
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II. APPLICATIONS TO ANTITRUST

ANALYSTIS



PATENTS, SLEEPING PATENTS, AND ENTRY DETERRENCE

Richard J. Gilbert*

I

"[tlhe mere accumulation of patents, no matter how many,

is not in itself illegal." Automatic Radio Mfg. Co. V.

Hazeltine Research, Inc., 339 U.S. 827, 834 (1950).

I. Introduction

The Supreme Court's statement in Automatic Radio v.

Hazeltine Research regarding the accumulation of patents is one

finding in a series of precedential decisions that define the
intersection of patent exploitation and illegal monopolization
under SectiopAZ of the Sherman Act. Although the Court left ample
room for consideration of behavior in conjunction with patent
acquisition that may be deemed in violation of the antitrust laws,
the decision recognizes the right of individuals to pursue the

rewards of the U.S. Patent Code, which may convey monopoly power

*

Professor of Economics at University of California at Berkeley.
This paper is based in part on joint work with David Newbery,
reported in R. J. Gilbert and D, N, G. Newbery, "Preemptive
Patenting and the Persistence of Monopoly," Am. Econ. Rev,
(forthcoming). I am grateful to Roger Blair, Robert Reynolds, and
Ingo Schmidt for helpful comments.




in the economic sense, without regard to the number of patents

eventually accumulated.

On several occasions the Supreme Court and lower courts

&

affirmed the limitations of the Automatic Radio v. Hazeltine '§

Research decision. Patent acquisition is not outside the scope of

Section 2.1 As in cases not involving patents, a Section 2 viola-

&3

tion requires evidence of exclusionary condict, along with either

the attainment of monopoly or specific intent to monopolize and a -

dangerous probability of success.2 To date, the exclusionary

behavior necessary for patent acquisition to violate Section 2 of

the Sherman Act or other antitrust laws has included examples of

the following practices.

(i) The firm acquired one or more patents under conditions
of fraud (e.g., suppression of evidence which might

have placed the patent in the public domain) .3 oz

&

1 1. a, Sullivan, Handbook of the Law of Antitrust (1977),
p. 507. .

2 gSee Swift & Co. v. U.S., 196 U.S. 375, and Walker Process
Equip. Inc. v. Food Machinery & Chemicals Corp., 382 U.S. 172,

3 See Walker Process v. Food Machinery and U.S. v. Singer Mfg.
Co., 347 U.S., 174,
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(ii) The firm acquired a patent portfolio at least in part
through the purchase of patents or exclusive licenses

on potentially competitive technology.4

(iii) The firm engaged in extensive cross-licensing of
potentially competitive technology with one or more
firms already in the industﬁ;wa;a with restrictions on
the availability of licenses to new entrants. Particu-
lar emphasis is on cross-licenses for nonblocking |

patents.5

(iv) The firm licensed patents to potential competitors with
price, use, or exclusive grant-back provisions designed

to extend the scope of an existing patent monopoly.6

This is a cursory review of factors contributing to Section 2
violations involving patents, and it is not my purpose to explore

the economic implications of alternative licensing arrangements.7

4 gee Kobe, Inc. v. Dempsey Pump Co., 344 U.S. 837, U.S, v.
United Shoe Machinery Corp., 347 U.S. 521,

> See U.S. v. Hartford-Empire Co., 232 U.S. 386.

6 Examples ihclude U.S. v. United States Gypsum, 333 U.S. 364;
U.S, v. New Wrinkle, Inc., 342 U.S. 371; U.S. v. General Elec. Co.
(Lamps), 80 F. Supp. 989.

7 A detailed study of patent license arrangements is in W. S.
Bowman Jr., Patents and Antitrust Law, A Legal and Economic

Appraisal (1973).
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I shail address solely the possible anticompetitive effects of
research and development activity and patent expipitatipn internal
to the firm. The Report of the Attorney General's National
Committee mittee to Study the Antitrust Laws (1955) implies that
accumulation of patents based entirely on internal research and

development is not an exclusionary practice in violation of

Section 2. This conclusion contrasts with Judge Hand's remarks in

the Alcoa case, which specifically mentioned "drastic expenditures
of research and development with knowledge or intent to preempt
and dominate an industry" as a possible Section 2 offense.8

Judge Hand's remarks are exceptional, since the records of
antitrust decisions reflect a strong suppbrt for internal research
and development as activity which is nonexclusionary and honestly
industrial. No doubt the performance of the courts has been moti-
vated by the clear objective of the patent grant, as authorized by
the Constitution, "to promote the progress of science and useful
arts, by securiﬁg for limited'times to authors and inventors the
exclusive right to their respective writings and discoveries."9
While the motivatibn is clear for distinguishing the act of
patenting itself from abuses of the patent grant, this paper ques-
tions the logic of the distinction. By imposing restrictions on
the use of the patent grant, the courts have determined implicitly

a tradeoff between incentives for R. & D. and the exercise of

8 yu.s. v. Aluminum Co. of America, 148 F.2d4 416,

9 uy.s. Constitution art. I, sec., 8.
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monopoly power. Sect}on II of this paper demonstrates ;hat a
similar tradeoff between monopoly power and R. &ND. incentives
exists even if all R. & D, is internal to the firm and each patent
is exercised without the use of restrictive practices. A firm
with monopoly power as a consequence of existing patents or other
fortuitous circumstances may have more to gain than potential
rivals from research and development of ;;ﬁé;titive technologies.’
Put another way, the firm can protect and maintain its monopoly
position by developing and patenting substitute technologies. The
preservation of monopoly through internal research and o
development—-—-or preemptive research and development expenditures
in the language of Judge Hand--may prove more profitable than the
purchase of exclusive licenses from potential rivals. Further-
more, research and development may produce patents which are valu-
able to a compétitor but are left dormant by a firm with monopoly
power. These rééults emerge'from a simplified analysis of preemp-
tive patentidg, and while they depend on particular assumptions,
the results apply ih more general circumstances. |

The existence of an inviolable patent right is not a crucial
element of the incentive for preemptive investment. What is
important is that the net return from invention and innovation
must be sufficiently great to compenéate for the competition from
imitating firms. Expressed in terms of an advantage to being
first, the theory of preemption also applies to activities such as

capacity investment, firm location, brand selection, and product
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differentiation, although each case presents special considera-
tions that alter the costs and benefits of preemptive behavior.10
Preemption cannot be effective if the gains from being second are
not much less than the gains from being first., Also, in the
absence of effective patent protection, preemption need not result
ih the presearvation of a monopoly position in an industry.
Section III of the paper examines the.implications of preemp-
tive patenting for economic efficiency. Successful preemption
requires that a firm patent before competitors. Luck aside, a
preempting firm must be at least as progressive as rivals. None-
theless, a progressive R. & D. strategy could adversely affect
economic efficiency if potential competitors must conduct an
active R. & D. program in order to maintain an effective competi-
tive threat. If preemption keeps competitors off the frontier of
technical progress, the strategy could create a barrier to entry

as competitors' costs of product development and production lag

10 Por a discussion of preemptive capacity investment, see A. M.

" Spence, "Entry, Capacity, Investment, and Oligopolistic Pricing,”
8 Bell J. Econ. 534 (Autumn 1977), and "Investment Strategy and
Growth in a New Market," 10 Bell J. Econ. 1 (Spring 1979), and R.
J. Gilbert and R. G. Harris, "Investment Decisions with Economies
of Scale and Learning," 71 Am. Econ. Rev. 172 (May 1981, no. 2).

A discussion of firm location is in B, C. Eaton, "The Theory of
Spatial Preemption: Location as a Barrier to Entry," Queens 4
University Discussion Paper (1976), and R. Reynolds, "Location and
Entry Deterrence," U.S. Dept. of Justice Discussion Paper (1978).
Brand selection is examined in R. Schmalensee, "Entry Deterrence
in the Ready-to-Eat Breakfast Cereal Industry," 9 Bell J. Econ. 1
(Autumn 1978), and for an early discussion of product differentia-
tion, see R. F. Lanzillotti, "Multiple Products and Strategy: A
Development of Chamberlin's Theory of Products," 68 Q. J. Econ.
461 (1954). For a current discussion of issues in strategic
behavior, including preemption, see the article by Spence, infra,
pp. 1-48.
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behind the costs of the dominant firm. As the cost gap increases,
the dominant firm can reduce expenditures on R. ; D. with a lower
risk of encouraging entry.

Before condemning preemptive patenting, note that a preemp-
tion strategy must begin with accelerated investment in R. & D.,
which can be relaxed only if it is succeﬁiﬁq}‘and if market |
experience is essential to the efficiency of R. & D. and produc-
tion. If preemption is not successful, or if the success is onlf
transient, the net result is a progressive industry without
persistently high market concentration.

Section IV of the paper is a review of empirical results on
the role of patents in industrial markets. The evidence does not
justify a brdad»policy designed to minimize instances of preemp-
tive patenting by reducing the monopoly value of patents, as the
disincentive effects on R. & D. could, and very probably would far
outweigh the behefits from reduced concentration. Nonetheless,
studies show substantial differences in technological opportuni-
ties and in the monopoly value of patents from one industry to
another.' In view of the very limited monopoly power afforded by
patents in most industries, preemptive patenting could occur in
only exceptional circumstances. The issue of preemption as perva-
sive behavior would involve the gains to established firms from
accelerated research and development (and other) expenditures dis-
tinct from patenting. Section V presents two antitrust cases
involving allegations of monopolization in conjunction with
patenting.
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II. The Strategic Use of Preemptive Patenting

A Model of Preemptive R. & D.

The incentives for preemptive patenting emerge most clearly
in a simple model. Suppose an existing firm has a monopoly posi-
tion in the sale or manufacture of a product (labeled product 1).
I will assume that product 1 is a well-defined market and the ’
existing firm's share of that market is 100 percent, although much
less drastic assumptions will do. The essential ingredient is ‘
that the existing firm enjoy considerable monopoly power in the N
market for product 1. This monopoly may be the consequence of an
~earlier patent or unique access to factors of production or dis-
tribution.

The next assumption concerns the possibility of entry into
the market whiqh is currently the sole domain of the existing firm
with product 1. I will assume that entry can take place only
through the invéntion and patenting of a single patentable substi-
tute for the monopolist's product, which I will label product 2.
This is admittedly a powerful assumption, and allowing more ave-
nues of entry will'alter, but not necessarily destroy, the incen-

tives for preemptive patenting. I will return to this question.

The possibility of patenting product 2 introduces three pos-

sible outcomes that are relevant to the analysis.
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(a)

(b)

No one patents product 2. 1In this case the
existing firm continues to enjoy thé quiet
life of a monopolist with product 1. For
illustration, assign an annual value of $100
for the profits earned by the firm when no
one patents product 2.

B

A competitor patents product 2. Assume all

potential competitors are similar, so that
there is no need to distinguish one rival
from another. The effect of entry on the
former monopolist's profit will depend on the
characteristics of products 1 and 2, and on
the competitive practices of the rival firms.
For illustrative purposes once again, assume
entry lowers the existing firm's profits to
$70 per annum and assume the entrant firm
earns an equal amount from the sale of
producf 2, Total industry profits are $140,
which exceeds the former monopolist's profits
of $100. The increase in industry profits
may occur because product 2 appeals to a
different market than product 1 (they are
differentated products) or because product 2
has lower production costs than product 1,

but market prices permit the sale of both.
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(c¢) The monopolist patents product 2. The monop-

olist's quiet life continues, but now produc-

tion opportunities are expanded to include

the possible manufacture and sale of product %é
2 along with product 1. Unless the monopo- l

list is managerially or technically dis-

3

advantaged relative to a competitor, the monop- ; &
olist can earn (at the very least) the same

net revenues as a rival firm from the sale of

product 2., The monopolist need only repli- L L=
cate the activities of the competitor. This

would generate at least the $70 of annual

profits earned in case (b) from the sale of -
product 2. In addition, the monopolist can
earn $70 of annual profits from the sale of
product 1 by acting in the same way as in
case (b), where éntry occurs.

If the monopolist can duplicate the
activities of an entrant, the monopolist can
earn the $140 of total industry profits, as
in case (b); but this is only a lower bound.
Competition typically erodes total industry
profits. By patenting product 2 and avoiding
competition, the monopolist has the oppor-
tunity to coordinate pricing and production
of both products, to increase total profits
above the $140 earned when entry occurs.
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Assume the monopolist can earn $150 per year

from the sale of both products.

The outcomes corresponding to cases (a), (b), and (c) are
summarized in table 1. The rows correspond to products 1 and 2,
rand the columns are the firms that patent the particular product.
Eacﬁ box contains two numbers; the entxy. in the northwest corner
is the profit earned by the monopolist, and the entry in the
southeast corner is the profit earned by the rival. Thus the
lower left-hand box contains the profits earned if the monopolist
patents product 2, while the lower right-hand box contains the
profits earned if a rival patents prodﬁct 2. Note that the
difference between monopoly profits with and without product 2 is
$50, while the profit earned by a rival is $70. This has led
Arrow to conclude that a monopolist has a lower incentive to
invent than a potential competitor.ll While this result is gener-
ally true, it is not relevént to the situation where entry may
occur and threaten the monopolist's market. The relevant incen-
tive for the monopolist is the difference between the $150 earned
with product 2 and the $70 earned if a rival patents product 2, or
$80 per year. Furthermore, the difference between the former
monopolist's profits with and without a rival always exceeds the’
profits earned by the rival when competition erodes industry

profits and the monopolist is as efficient as the rival firm.

11 g, J. Arrow, "Economic Welfare and the Allocation of
Resources to Invention," in The Rate and Direction of Inventive

Activity (1962).
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TABLE 1

Profits’'Conditional on Market Structure
and Patent Rights

Firm
Original ‘ Rival
Monopolist
Patent
100
Product 1 Y e
0
150 70
Product 2
0 70
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- The responsivene§s of inventive and innovative activity to
market forces has a long history of debate, but étatistics suggést
that industrial development of new products and processes responds
to perceived profitmaking opportunities.12 A conclusive proof of
the relation between profits and R. & D. is extremely difficult,
but case studies by Mansfield offer some support.l3 A study of a
large electrical equipment manufacturer égéQéd that the commitmené
of funds to R. & D. projects increased with expected profitabil-
ity, and in several industries projects were accelerated when
profits were sensitive to early completion.

These studies support a view that patenting and product
.dévelopment will tend to occur when expected profits are higher,
and that there is a tradeoff between the cost of an R. & D. pro-
gram and the timing of both patenting and product development.
Figure 1 preseﬁts an oversimplified description of this tradeoff.
The time T is thé lag between the initiation of an R. & D. program
and the award of patent protection, and C is the present-value
cost of the R, & D.'program. More generally, the patent date
bears a highly uncertain relation to expenditures on R. & D., but

on averadge, the lag should decrease with greater expenditures on

R., & D.-—at least for relatively short expected lags. One might

12 The sensitivity of R. & D. to profit opportunities is dis-
cussed in detail in section IV,

13 g, Mansfield, Industrial Research and Technological
Innovation (1968).
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patenting

Figure 1. Relation between costs of patenting and time lag between
start of program and actual patenting.
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argue that beyond some point, additional delays only increase
total discounted cosﬁs, as the efficiency of the research and
development team may fall while certain overhead expenses continue
for the duration'of the project.

In the absence of any barriers to entry in the performance of
researcﬁ and development, competition should result in normal eco-
nomic profits from R. & D. when the cost$ of the research programs
are taken into account and adjustments are made for risk. In gen-
eral, competition will lower expected profits by reducing the
probability that any one firm will patent and by obligating firms
to spend more on R, & D, as a prerequisite to success. A complete
analysis of this problem awaits further research,14 but as an
approximation, éssume'competitors bid for the pateht by quoting an
amount which they ére prepared to spend on R. & D. If the patent
lag is a deterministic function of expenditures, the firm that
bids the most will win the patent, and competition will insure
that the winner earns only a normal return on the R. & D. program.
Since the assumptions leave no allowance for risk, the amount
committed to R. & D. must equal the present-value profits from the
patent on product 2., For a competitor, this is $70 per year,

discounted from the date of invention,

14 Examples of equilibrium models of R. & D. include the work of
G. C. Loury, "Market Structure and Innovation," 93 Q. J. Econ.
395 (August 1979) and P. Dasgupta and T. Stiglitz, "Uncertainty,
Industrial Structure, and the Speed of R. & D.," 11 Bell J. Econ.
1 (Spring 1980).
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Now suppose the monopolist joins in the bidding for patent

rights to product 2. Although the patent increases monopoly prof-

its by only $50, the opportunity cost to the monopolist of failing
to patent product 2 is $80 per year. Therefore, the monopolist
should bid up to the present value of $80 per year, or $10 per
year‘more than any competitor.

The situation is illustrated in figure.,2... The curve labeled.

$70 is the present value of the patent to a competitor who patents

at date T; the value falls with T, as a longer invention lag

means profits start at a later date. The curve labeled $80 is the. .

value of the patent to the monopolist when the monopolist patents
at date T. The date TC is the earliest patent date for which
profits to a competitor are not less than the cost of invention.
This is the date which should result from competitive bidding for
the patent. Now, at TC, the value of the patent to the mono-
polist exceeds its cost (at TC, the cost of the patent equals its
value to a competitor, which is less than the value to the mono-
polist). The monopolist can spend more than a competitor on
R. & D. and advance the patent date before TC. The monopolist
can patent as early as 70 and still break even on R. & D., but in
this simple example with no uncertainty, the moﬁopolist need only
advance the date slightly before 7C (by spending slightly more on
R. & D.) in order to preempt ali potential competitors.

Note that the logic of this simple example does not depend

on the particular numbers assumed. More generally, let I
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represent the annual profit earned by a competitor with the
patent, I, the total profit earned by the monopolist with both
patents, and N, the profit earned by the former monopolist when a
rival firm enters the market. Preemption is a profit-maximizing
strategy whenever IIp - I, (the opportunity cost of nqt preempting)
exceeds N, (the maximum amount the monopolist must spend to pre-v
empt rival firms). This condition redu¢es to I > g + N ,

or monopoly profits must exceed total profits with competition. .

In most circumstances this is a quite reasonable presumption.

Preemption v. Licensing

Instead of preemptive patenting, the monopolist could
purchase an exclusive license to the competitive technology, if
and when it is patented by another. The patent acqguisition
blockades entry, and the monopolist should be willing to pay for
exclusion. ﬁowever, the patentee should know the the patent is
more valuable to the monopolist, and should attempt to extract
some of this value in rdyalties. Consider the situation
summarized in table 1. The patent is worth $70 to a potential
entrant and $80 to the monopolist. A potential competitor could
offer the monopolist exclusive patent rights and demand up'to $80
in compensation, since it is worth that much to the monopolist to
avoid entry. The possibility of selling out to the monopolist

increases rivals' incentives to invent, but it does not eliminate
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the gains from preemgtion. The patent is still worth SQO to the )
monopolist and, depending on the outcome of a ba;gaining procesé,
somewhere between $70 and $80 to a rival. If only for transaction
costs, a rival should not expect to receive the full $80 monopoly
value for the patent. Note that if the purchase of exclusive
licenses is made illegal,15 this decreases the potential reward
(in the form of royalties for exclusive i?ééﬁses) to potential

competitors and hence increases the incentive for preemptive

patenting.16

Preemption and "Sleeping Patents"”

Suppressed, or "sleeping," patents are inventions that are
not put to commercial use. Although most patents sleep because
they are economically inferior to existing technology or not worth

the development cost, the possibility that a firm or group of

15 The purchase of exclusive licenses is not gg% se illegal.
However, in U.S. v. Singer Mfg. Co., 374 U.S. , 83 S. Ct. 1773,
10 L. Ed. 24 823 (1963), the Court declared purchase of an exclu-
sive license, where a nonexclusive license would have provided
adequate protection, an "exclusionary" act contributing to a
Sherman Act Section 2 violation.

16 of course, in the preemption case the firm produces a new
patented design, while patent acquisition is merely a transfer of
existing patented technology from one firm to another. For this
reason, preemption may be viewed with more sympathy than patent
acquisition. The distinction is quite similar to that encountered
when a firm increases its market share by building new capacity
versus acquisition of a competitor's capacity.

-223-




firms with monopoly power might suppress a patent. that a competi-

tor would use has been an issue of antitrust concernl” and a
driving force for compulsory licensing under several national
patent codes.18 wWhether or not patent suppression is a signifi-
cant issue will be addressed later, in section IV, but for now I
will eonsider only the incentive for patemnting an invention that
is not put to use.

In a world of certainty, a monopolist protected from entry
would never invest resources to produce a sleeping patent, since
the monopolist coulé postpone the patent date until the best
moment for innovation and reduce present discounted costs.1? vet
a sleéping patent may occur as a result of preemptive patenting by
the monopolist. As an illustration, consider the case where
product 2 has the same production cost and the same demand charac-
teristics as product 1, but development of the new product from
the patented désign to the production stage is costly. The firm
with product 1 would never produce product 2, but it could be

profitable to patent product 2 and suppress its use.

17 see Sullivan, supra note 1, at 511-12,

18 gee UNCTAD, The Role of the Patent System in the Transfer of
Technology to Developing Countries (United Nations, 1975), p. 10.

19 gee, e.g., P. Dasqupta, R. J. Gilbert, and J. E. Stiglitz,
"Invention and Innovation Under Alternative Market Structure: The
Case of Natural Resources," Princeton University Working Paper
(1979) .
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Table 2 shows the profits from patenting the essentially
identical products 1 aﬂd 2. The patent on product 2 cleariy
cannot increase the monopolist's profits of $100 which he would
earn with only product 1. If a rival firm patents product 2, I
assume both firms earn $40 per year, so that total profits fall
from $100 to $80. As before, the monopolist must spend only
slightly more than $40 to preempt all rivaig;‘;hd the benefit
from preemption is the difference between a profit of $100 with
the sleeping patent and $40 if entry occurs. Preemption is a
profitable strategy, even though the preempted patent is never
used. Indeed, the argument for preempting\and suppressing a
patent is quite strong when the patented technology is less effi-
cient than the existing technology. In this case, total industry
profits when a compefitor uses the new technology are lower than-
monopoly profits--not only because competition lowers profits, but
also because the use of the less efficient technology lower total

industry profits.

Multiple Patents

The preceding discussion suggests that preemptive patenting
should be more conspicuous than it is. Several reasons could be’
advanced to explain the apparent contradiction. Section IV
examines survey and statisticai data on the role of patent protec-
tion in R. & D, programs. In most industries, patent infringe-
ment is rarely a significant barrier to entry. Most components,
processes, and machines can be designed in many different ways
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TABLE 2

Profits Conditional on Market Structure and Patent
Rights When Products 1 and 2 are Identical

Firm
Original Rival
Monopolist

Patent
) 100
Product 1 —————

0

100 40

Product 2

0 40
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with similar performance characteristics. No two products--for
example, toasters—-may be exactly alike, but a c;mpetitor can /
design his toaster to avbid infringing patents owned on another's‘
toaster without a serious loss of market appeal. The process of
imitation might be called "inventing around" a patent, or perhaps
there simply may be many roads to the same destination.

The consequences of extending the é:écgéing analysis to allow
for multiple patents is obviously dramatic. If at any moment of ~
time there are many patentable versions of economically similar
products with comparable development costs, then the use of
preemptive patenting to fence in a monopoly is about as effective
as holding back a flood with a sieve. It should be clear that the
crucial question in a preemption strategy is the degree to which
patenting can successfully impede the entry of competitors. This
requires that'existing patents be effective in preventing entry
using available technology (which may include infringing patents).
It also requires that aE any moment of time existing patents leave
very little room for the dévelopment of new potentially competi-
tive techniques, either by current competitors or from research
and development in other fields.20

The evidence presented in section IV suggests that patents

are not effective in restraining competition in most industries.

20 A more detailed discussion of preemption with multiple patents
is in R. J. Gilbert and D, N, G. Newbery, "Preemptive Patenting
and the Persistence of Monopoly," Am. Econ. Rev. (forthcoming).
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However, the degree of patent protection varies, and in excep-
tional cases patent infringement can be a significant barrier to
entry. In the vast majority of industries a wide range of tech-

nological alternatives in a given product area rules out preemp-

tion as a credible strategy to maintain m.onopoly.21 Although this

paper deals almost entirely with the possible -anticompetitive
effects of preemption in the exceptional cases where it can occur,
the cost of patenting can have important consequences for market
structure when preemption is not effective. To the extent that
newbproduct development is necessary to avoid infringing patents,
this raises the cost of entry. The abundant literature on limit
pricing shows how entry costs are a factor in permitting a
dominant firm to impede entry while earning greater than normal
profits.22 The costs of inventing around patents vary, but note
that it is not the cost of patenting that affects entry, but the
cost of developiﬁg a new design. Even if patenting itself were a
minor expense, new product deéelopment incurs expenses that could
be avoided by'using already patented designs.

Of course the product differentiation advantages from devel-
oping'a new design can more than compensate for the costs of

product development. Even if patent infringement were not an

21 gee section IV infra.

22 1In addition to the seminal work by J.S. Bain, Barriers to New
Competition (1956), see also A. M. Spence (1977), note 10 supra,
and A. Dixit, "The Role of Investment in Entry Deterrence; " 190
The Econ. Journal 95 (March 1980).
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issue, most firms would avoid the role of follower associated with
marketing an existinb design. The possibility of pateni infrinde;
ment is a further encouragement for firms to differentiate their
products.,

Uncertainty

Various studies have shown that industrial firms conduct
R. & D. with a high degree of confidence’ih”tecﬁnical, if not
always commercial, success.23 Their efforts are rarely a blind
exploration into the unknown; but neither are the results of a
corporate R. & D. program known with absolute certainty. Several-
sources of uncertainty may affect the incentives for preemptive
patenting. The invention process, the cﬁaracteristics of the
invention and the market, and the competitive strategies of
potential entrants are all more or less uncertain. Uncertainty in
the invention process means that the patent date is not a deter- |
ministic function of expehditures on Ré?& D, Uncertainty in the
characteristics of the invention and iﬁ the strategies used by
competitors after entry affects the value of a new technology
'after it is patented.

Uncertaint; in the invention process does not greatly change
the deterministié analysis of preemption, provided R. & D. expen-
ditures are sensitive to the expected returns and the established

firm is no more averse to risk than rivals. With uncertainty, a

23 Mansfield (1968) , note 13 supra.
\
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firm may not be able tq preempt competitors with probability one.
Any competitor may be lucky and win a patent. However, a firm can
invest in R. & D. at a level sufficient to make the expected
probability of success by a rival low enough to induce the rival
to invest his resources elsewhere. If a firm invests at this
level, no rival will elect to directly compfte.in a patent race.
Firms may stumble upon patentable technologies as byproducts of

R. & D. in other fields, and this indirect competition may limit
the rewards of preemptive patenting.

Uncertainty in the characteristics of inventions, the market}
and competitive strategies may lead an established firm to choose
a level of investment in R. & D. that does not preempt entrants.
The established firms and potential entrants may differ in their
expectations of the returns from patenting. For example, as in
table 1, entranté may expect a profit of $70 from entry, but the
monopolist may think theré istbnly a small chance that any entrant
expects more than a profit.of $§50. The monopolist would plan én
R. & D. program that preempts only entrants who have low profit
expectations, and this may fail to deter the entry of. more
optimistic firms. Also, rivals could have access to private
information which affects the return from patenting and leads to
expectations that are more optimistic than those held by the

established firm.
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III. Preemption Patenting and Economic Efficiency

The theory of pfeemptive patenting identifiés situations
where a firm with monopoly power can preserve its monopoly through
a process of vigorous internal research and development. Success-
ful preemption means persistently high concentration in particular
markets and the potential'to exercise monopoly power. This result
provides some ground to question antitrugz'iﬁmunity for internal
patenting; but a theory, by itself, is too weak a foundation on
which to build law. Any substantive policy recommendation
requires a thorough investigation of both the overall impact of
preemptive patenting on economic efficienpy and the empirical
evidence for actual use of preemptive strategies in industry.

This section offers some comments on the relation bétween preemp-
tion and economic éfficiency when preemption involves either
patenting or, more generally, accelerated research and develop-
ment; the empi;ical evidence is examined in section IV,

With regard to economic‘efficiency, preemption, by defini-
tion, requires a firm to be at least as progressive in the conduct
of research and development as any potential competitor; and given
uncertainty about the expectations and capabilities of rivals, a
firm may have to invest substantially more than cohpetitors to
assure technological success. Accelerated research and develop-
ment would seem to be advantageous to economic progress, but this
could have a negative impact on overall economic efficiency in at

least four ways.
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(i) The level of R. & D. under competitive conditions could

.be sufficiently great that any increase.incurs costs in

excess of economic benefits.

(ii) The benefits of patent protection could steer research
and development in the direction of producing
inventions that are easily patented, all else equal,’

rather than producing inventions that contribute most

to economic progress.

(iii) The preempting firm may be less efficient at R. & D.

than rivals.

(iv) Successful preemption may reduce competition in the
future by denying competitors the incenti§e to stay in
the R & D. race and at the frontier of technical change
in the industry.

Ward Bowman has challenged the view that patent protection

could generate too much R. & D.24 He points out that the monopoly
value of a particular new process or product is less than its

total contribution to economic surplus.25 Therefore Bowman

24 Bowman (1973), note 7 supra.

25 provided the patent grant is not used to facilitate industry
collusion, or to extend monopoly power by means of exclusionary
practices made possible by the patent grant. Bowman argues at
great length the feasibility of extending monopoly power by means
of the patent grant. His main concern was the effectiveness of
ties and other license restrictions in leveraging the monopoly
power of the licensee. I have attempted to avoid the question of
leveraging the patent monopoly through restrictive license agree-
ments except insofar as it concerns preemptive patenting.
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concludes that eguating the private value of an invention to .the
marginal cost of iﬁvention would not result in excessive R. & b.
expenditures.

An optimal investment in R. & D. would equate the marginal
_economic value of the R, & D, to its marginal cost, but the
marginél economic (or social) value of R. & D. is not necessarilyA
the invention's contribution to total surplus. ﬁather, it is the
increase in surplus which occurs because the product is available
earlier, or available at lower cost, than it would be without the
R. & D. expenditures of the inventor or innovators. Also, free '
entry does not equate the private value‘of a patent to its
marginal cost. This occurs at date TS in figure 2. Free entry
should dissipate profits, so the value of the patént should be
approximately equél to its average cost. For these reasons, the
level of investment in R. & D. under competitive conditions could
be greater or less than the socially optimal level. In addition
(and as Bowman‘recognizes),}the private value of a patent may be
much more than its social value if the patent is used as a strut
to facilitate industry collusion. |

Although in theory competitive markets can be "too progres-
sive," it would seem foolhardy to attack preemption solely because
it resulted in excessive expenditures on R. & D. Too little is

known about the specific ways markets allocate resources to
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R. & D. in practice, gnd about the specific ways technical change
contributes to economic growth. Some empirical evidence is avail-
able on the former question. Mansfield et al. examined the
returns from 17 representative innovations and found a median
before—-tax return of 25 percent.26 O§er the same period the
average before-tax rate of return on stockholder equity of approx-
imately 16 percent for industrial corporaET6d§;27\ Free entry in
the race for patents would imply approximate equality between

rates of return on patented inventions and other comparable

investments. Taking the technological and market risk of R. & D.--

into account, which was borne out by returns in the sample from a
negative value to more than 40 percent, the median return of 25
percent is not ihconsistent with free entry produciﬁg a "normal"
return on research énd development. But then again it does not
overwhelmingly support the notion that industrial expenditures on
R. & D. afe excessive. Furthermore, Mansfield and his colleagues
found that in most cases the innovations produced substantial cost
savings that were not captured as profits by the innovating firms.

Adding these spillover benefits to the innovator's profits, the.

26 E, Mansfield, J. Rappaport, A. Romeo, S. Wagner, and G.
Beardsley, "Social and Private Rates of Return from Industrial
Innovations," 91 Q. J. Econ. 221 (May 1977).

27 From Statistics of Income, Corporation Income Tax Returns.
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median total return on R. & D. expenditures was 56 percent--more
than twice the privat; return. Unless one can make a coﬁvincingjd
argument that potential inventors are very scarce, this high
social return suggests that private firms invest, if anything, too
little in research and development.

The possibility that patents distort the direction of R. & D.

has been debated for decades. Plant arguéd that patents provide

incentives which draw resources away from R. & D. activities that -

do not enjoy patent protection or where patent protection is less
secure, 28 Knight argued that patents encourage "the last-step
routinizers" and not those who contribute major advancements in
knowledge and technology.29 I shall not édd to this long debate.
The rélevance of distortions in the direction of R. & D. spending
ultimately depend on the degree to which patents actually provide
significant protection from competition. This crucial question is
examined in the next section.

The possible inefficiency mentioned in point (iii) can be
significant if firms actively pursue a preemption strategy.
Economic efficiency requires that activities be carried out by

firms with the lowest incremental cost. A firm attempting to

28 A, Plant, "The Economic Theory of Patents for Inventions," 1
Economica 30 (February 1934).

29 p, Knight, Risk, Uncertainﬁy, and Profit, 8th ed. (1957).
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extend monopoly power may preempt a more efficient firm by essen-
tially using the monépoly gains from preemption to subsiaize the
research program. This can be illustrated by returning to the
numbers in table 1 of section 2. The value of a patent to a com-
petitor was $70 in that example, but the monopolist retained $80
of profit by preemptively patenting; that is, the monopolist had
an extra incentive of $10. Now suppose the monopolist is less
efficient than a competitor, and in particular suppose it cost the
monopolist $79 to duplicate an R. & D. program that cost a compet-
itor only $70. The monopolist should carry out the program
despite the higher cost, because the monqpolist will earn an extra
$10 from the patent.

This resulﬁ is particularly onerous for econoﬁic efficiency.
A firm could dissiéate nearly all monopoly profits from preemptive
patenting on wasteful R, & D, and still benefit from excluding
competition. The monopoly profits, which could be recycled into
productive activities, are instead sacrificed in_a wasteful
R, & D, program whose main effect is to exclude competition. This
is the worst of all worlds.

The final item on the list, point (iv), is both the greatest

potential source of inefficiency associated with preemptive

research and development and the most resistant to analysis. Pre- '

emption could create barriers to entry if it is necessary to
continue an active R. & D, program in order to maintain an effec-

tive competitive threat. This assumption is basic to the concept
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of "experience curves," which associate cost minimization with
cumulative productioﬁ experience. Here the relevant expérience /
curve is in the performance of research and development. If the
costs of invention and innovation increase from lack of experi-
ence, the pressure of competition relaxes the longer a preemptive
R. & D. program is successful. The experience curve develops into ~
an entry barrier, equal to the difference in product development
and production costs, and as the height of the barrier increases, -
a monopolist can reduce expenditures on R, & D, with a lower risk
of encouraging entry of competitors. This enables a monopolist -
to "enjoy the quiet life." Empirical studies of investment in
research and development as a function of industry concentration
suggest that a ?art of the quiet life may be reduced commitment to
R. & D.30 This is.substantiated by several theoretical studies as
well,31

One could advance several arguments against the notion that
preemption ultimately will feduce investment in R. & D. A pre-
emption strategy must begin with accelerated investment in
R. & D., which can be relaxed only if it is successful and if
experience is an essential component of R. & D. If the preemption

is not successful, or if the success is only transient, the firms

30 gee the survey of qualitative and quantitative evidence in
F. M. Scherer, Industrial Market Structure and Economic
Performance, 24 ed. (1980), pp. 430-38.

31  gee, e.g., Arrow (1962), and Dasgupta, Gilbert, and Stiglitz
(1979) , note 19 supra.
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never enjoy the opportunity to slow down and rest on their
laurels. This would‘be consistent with Schumpete}'s vieQ of
"creative destruction," where monopoly profits both encourage and
facilitate rapid technological progress.32‘

The importance of. the experience curve in patenting is highly
problematical. Important and patentable advances in one industry
may occur from research programs in other “industries, or as the
product of creative thinking by individuals not attached to
potentially competing firms. A preemptive R. & D. program could
not stép the flow of new inventions from these diverse sources. -
Examples of major breakthroughs from firms that are currently
lagging in an industry or are newcomers to the industry are
common. Also, eVen where experience curves are cruéial, the
experience is embodied by people who are highly mobile between
firms., A firm with significant monopoly power can pay an
essential employee more than a competitor could afford to keep the
employee from transferring cémpany secrets, but in host firms many
workers have access. to company secrets and each could make some
profit by defecting. The firm with monopoly power could not
afford to pay each worker the maximum amount that could be
earned by defection, so retaining all knowledge by discouraging

defection is typically not practicable.

32 g, a. Schumpeter, Capitalism, Socialism, and Democracy, 3d
ed. (1950),
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IV. Empirical Evidence

The Patent Office records show that in 1974, about 104,000
applications for patents were filed in the United States and
almost 80,000 patenfs were granted. Table 3 lists the record of
patent applications and grants for the years 1955 to 1974. Since
the patent grant extends for 17 years, a first estimate for £he
number of patents in force in 1974 is tﬁétfééal number granted
from 1957 up to 1974, or approximately 1,072,000, This figure is
an overestimate, as it includes patents that have been challenged
and overturned in cases before the Patent Office and the courts.
The Patent Board of Appeals considered 2,983 cases in fiscal year
1974 and reversed 531 patent grants.33 Approximately 600 addi-
tional patent céses were in litigation or pending before the
courts.34 Several of these cases involved more than one patent.
It is commonly observed that about 70 percent of patents actually
challenged in court cases are overturned. Taking a figure of
1,000 reversals in 1974 as representative, the correction to the
number of ocutstanding patents is quite small (less than 2 per-
cent), which leaves more than one million patents in force in
1974. The number of patents actually used in commerce in 1974 is

much smaller. Scherer reports a 54 percent utilization rate in a

33 y.s. patent Office, ibid., table 12.

34 y.s. patent Office, ibid., table 13.
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Year

(a)

1955
1956
1957
1958
1959
1960
1961
1962
1963
1964
© 1965
1966
1967
1968
1969
1970
1971
1972
1973
1974

Applications Filed and Patents Granted

Table 31

Fiscal Years 1955-742

Total Patent
Applications

(b)

78,710
75,733
73,783
76,956
78,363
79,331
81,171
85,265
85,046
87,836
89,234
93,391
88,508
90,663
96,821

100,573

104,160

103,122
101,391
103,979

Total Patent

Grants

(c)

29,795 - -

40,694
45,102
43,676
52,482
50,607
47,492
51,343
54,287
44,400
53,245
66,586
70,310
61,851
62,238
66,730
70,6863
83,655
67,9724
79,878

Acceptance

Rate =

(a)

37.8%
53.7
61.1
56.8
67.0
63.8
58.5
60.2
63.8
50.5
59.7
71.3
79.4
68.2
64.3
66.3
67.9
8l.1
67.0
76.8

1 source: U.S. Patent Office, Commissioner of Patents Annual

Report,
and 4.

Fiscal Year 1974, U.S. Department of Commerce,

2 patent grants include withdrawn numbers.

3 Does not include 1,300 voided numbers.

4 Dpoes not include 1,356 voided numbers.
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study of 590 U.S. pa%tents assigned to domestic corporations.35
Taylor and Silberston, in their study of the U.K. patent system,
estimated that somewhere between one-fifth and one-third of U.K.
patents in force are actually worked.36

Empirical issues related to the theory of preemptive
patenfing include the following. The theory. assumes patenting
responds to potential profitability and the timing of patenting is
sensitive to expenditures on R. & D. Is there empirical evidence
supporting these assumptions? The theory also predicts that
patents may be used to prevent entry without being worked by the
patentee. What percentage of the great bulk of patents that are
never worked actually have commercial value but are left sleeping
to deter entry? How important is patent protection in research
and developmenp decisions? What is the relationship between
patenting and industry concentration?

This section surveys existing studies to gain some insights
into the workings and incentive effects of patent systems.
Unfortunately, the humber of in-depth studies of patent incentives
is small and the data that exist are not fully adequate for a con-

vincing test of patent incentives, particularly with regard to

35 B, Sanders, "Patterns of Commercial Exploitation of Patented
Inventions by Large and Small Corporations," Patent, Trademark,
and Copyright Journal 51 (1964), reported in F. M. Scherer, "The
Economic Effects of Compulsory Patent Licensing," New York
University Monograph (1977).

36 ¢, 7. Taylor and Z. A. Silberston, The Economic Impact of
the Patent System (1973).
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dynamic effects of patent accumulation. It is nonethelegs possi-
ble to conclude that the evidence does not justif§ a broad policyl
designed to minimize instances of preemptive patenting by reducing
the monopoly value of patents. The disincentive effects on

internal R. & D. could, and very probably would, far outweigh the

benefits from reduced concentration. Yet studies of industry

DX SR

research and development and patenting do show substantial differ-

ences in technological opportunities and in the value of patents
from one industry to another, and patenting could be used to
maintain monopoly power in specific (although exceptional)

circumstances.

Patenting and Profits

The Mansfield case study of a large electrical equipment
manufacturer (discussed earlier) supports a causal link from the
profitability of a new product or process to investment in
research and dévelopment. Both the commitment of funds and the
timing of R. & D. expenditures were sensitive to perceived pro--
fits. The evidence for a causal link between perceived profit-
ability and the timing of patenting is not so clear. Some support

for the patent-profits connection comes from the work of Jacob

Schmookler, who studied the temporal relation between patenting in

capital goods industries and investment in the industries that use

the capital goods.37 Greater investments should increase both the

37 g, Schmookler, Invention and Economic Growth (1966). See also
comments in F. M. Scherer (1977), note 35 supra.
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demand for capital goods and the profitability of new products,
which, if the theory is correct, should increase ﬁatenting.
Schmookler found that cycles in investment and patenting were
correlated, and that investment tended to léad patenting, which
supports the view that patenting responds to profits. At least
for industrial corporations, which account for most R. & D.
expenditures, both R. & D. expenditures and patenting appear to
respond to the pull of profits.38

Assuming patenting responds to profits, what about the
monopoly profits afforded by patents? Taylor and Silberston
attempted to assess the value of patents by asking executives to
estimate the proportion of R. & D. expenditures dependent on
patent protectioh. The results of the survey are sﬁown in table
4; but note that thé question is highly speculative and many
executives could supply only very approximate figures.39 The
average proportion of R. & D. expenditures dependent on"patent
protection was iny 8 percent for the responding companies; but

individual industry estimates varied widely. Patent protection

38 1n 1972, U.S. corporations with 5,000 or more employees
accounted for 89 percent of all reported expenditures on R, & D,
by manufacturing companies, while accounting for only 53 percent
of employment. Companies with 5000 or more employees do not
account for a disproportionate share of patents received, which
reflects their major role in development. See F., M. Scherer
(1980), supra note 30, at 418,

39 This table appears as table 9.2 in Taylor and Silberston
(1973), supra note 36, at 199.
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Table 41

Estimated Impact of Patent Protection on
R. & D, Expenditures, 1968

25 Responding Companies

. &

(1) (2) (3)

R. & D, Expenditure R. & D. Expenditure (1) as
Industry in the United Kingdom Dependent on Proportion -
Patent Protection of (2)
(£m) (£m) (%)
Chemicals:
Pharmaceuticals 4.9 3.1 642
Other finished 7.1 1.8 25
and specialty
Basic . 5.5 : 0.2 ‘ 5

Mechanical Engineering:

Plant, machinery and 3.6 0.3 7
eguipment
Components and 2.1 0.1 2
materials
Electrical engineering 42.7 ( negligible negligible
Total of above : 65.9 5.5 8

1 Source, table 9.2, Taylor and Silberston (1973), note 36 supra.

2 F. M. Scherer, in his conference comments on this paper, asserted that this
figure is biased upwards because new entrants comprised a high percentage of
the respondents., While special circumstances affect this figure (and the
others) in table 4, Taylor and Silberston's general views on patent protection
in pharmaceuticals are stated as follows:

"Bearing in mind that these results [in table 4] are heavily influenced by
the experience of firms whose expansion in this field has been relatively
recent and rapid, and which might therefore be expected to be more sensitive to
patent protection than others, we would guess that the answer for the entire
pharmaceutical industry in the U,K. . . . would be probably somewhat lower--but
hardly lower than, say, one-half of R. & D., etc., on pharmaceuticals . . ."
Taylor and Silberston (1973), note 36 supra.
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was of negligible imgortance in electrical engineering and had
only a minor impact (2 to 7 percent) on R, & D, épending in those
industries grouped together under mechanical engineering. The
figures were substantially higher in the chemicals industry,
ranging from a low of 5 percent in basic chemicals to 64 percent
‘in phqrmaceuticals.40 Taylor and Silberston also investigated the
proportion of production activity dependégllsh patent protection.
The pattern of responses was quite similar, ranging‘from 68 per-
cent in pharmaceuticals to a negligible proportion in electrornic
components.41

In their study of the private and social returns from
- industrial innovations, Mansfield et al. found that the difference
between private and social returns for the sampled innovations
did not bear a significant relation to the existence of patent
protection.42 4This suggests the relation between patent protec-
tion and profitability is insignificant, under the assumption that
social returns are not strongly correlated with patenting (they
could be correlated, for example, through the decision to disclose
an invention in a patent application). Factors such as the cost

of imitation and the importance of the invention did show a

40  scherer argues that substantial increases in the cost of
certifying new drugs should decrease the importance of patent
protection in the United States. See Scherer (1977), note 35

supra.
41 Taylor and Silberston (1973), note 36 supra.

42 Mansfield et al. (1977), supra note 26, at 237,
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significant correlation with the excess of social over private
returns from invention'in the sample data set. .

The clear implication of these surveys is that on average
patent protection has a minimal impact on R. & D. and production
decisions, but patent protection can be an important factor in
isolated cases. The value of patent protection depends on the
cost of imitating inventions either by makdng.minor changes in the
patented design or by pursuing quite different technological

routes which lead to inventions that are near substitutes for the

patented article. In those industries where patent protection has

a negligible impact, the cost of inventing around patents is
typically small. Taylor and Silberston féund that where patents
had only a minor'impact on R. & D., the cost of avoiding patent
infringements was génerally small, and the cost of duplicative
R. & D. caused by designing around patents was either not substan-
tial or was justified because the new direction of R. & D. pro-
duced useful and sometimes uﬁanticipated returns.43

Ease of inventing around patents is not the only reason why
patents may not offer substantial protection from competition. 1In
industries such as electronics, where product life cycles are very

short—-perhaps only a few years—--the product runs its economic

course before patent infringement poses a deterrent to competitors

(indeed, the product could be obsolete before the patent grant is

43 Taylor and Silberston, id. at 200.
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issued by the Patent Office). The patent grant does offer sub-
stantial protection’when the cost of imitating the paténted aréi?
cle is high. Scherer cites the example of Hoffmann-La Roche's
patented drugs Librium and Valium, where potential competitors
have tried at least 2,000 molecular variants in attempts to design
éround'the patents——with little success.44 In contrast, inventing
around antibiotic patents was relativelyWeasY.45

Competitors may be relatively unconcerned about patents when
the rigors of the market require firms to differentiate their
products and develop independent lines of expertise. Patents pose
no barrier when product imitation results in an inferior market
perception or a guaranteed second place in the race for profitable
products. Product differentiation and the accumulation of know-
how may raise barriers to competitive imitation that are quite
independent of the existence of patent protection, Taylor and
Silberston's surveys identified the provision of know-how as
crucial to maﬂy transfers of technology. 1In many cases Ehe patent
disclosure is grossly inadequate to enable firms to copy new tech-
nology. Their findings contradict the idealistic view of knowl-
edge as a pure public good with very low distribution costs. 1In
many cases firms accumulate private stores of know-how whose

market value far exceeds the value of associated patents.

44 gcherer (1979), supra note 35, at 22,

45 14,
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Sleeping Patents

A quick glance‘at the Patent Gazette reveals that many
patents cover discoveries that are remote from any immediate
commercial application. For economic efficiency, most sleeping
_patentsAshould, and do, enjoy an indefinite rest. Since many
patents fall into this category, it is difficult to determine
whether any of them are held for purpose of-maintaining monopoly
power simply by examining the Patent Gazette. A more direct
approach is a study of experience with compulsory patent
licensing.

Several countries have patent laws that require compulsory
licensing in one form or another at "réasonable“ terms if the
patentee fails to put the technology to use within a specified
time or if the patentee otherwise abuses the rights of the patent
grant. One notable result of experience with compulsory licensing
provisions is- the infrequency of their use. For example, the
total number of patents iﬁ force in the United Kingdom at the end
of 1968 was about 224,000, of which perhaps 2/3 to 4/5 were not in
commercial use. During the entire period 1959-1968, only 57
applications for compulsory licenses were filed in the United
Kingdom and 6 were granted (see table 5). Of these applications,
41 were for compulsory licenses for manufacture of drugs and

medicines.46 The applications were under section 41 of the U.K.

46 Taylor and Silberston (1973), supra note 36, at 17.

-248-

()

&3

€@



Country

Developed Market

Economies
Australia
Canada
Denmark
Ireland
Japan
Netherlands
New Zealand
Norway
Switzerland

United Kingdom

Table 51

Number of Compulsory Licenses Filed and

Granted in Selected

(with Compulsory Licensing Provisions

in their Patent

Countries

Laws) -

Number of Applications

Period Covered Filed?a
1958-1963 None
1935-1970 192

b 7

b 1
1958-1963 None
1958-1963 None
1955-1963 None
1910-1963 | 27
1952-1963 None
1959-1968 57
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Refused

Abandoned

Granted

None

79

None
None
None
None
11

None
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Table 51 (Continued)

Number of Compulsory Licenses Filed and
Granted in Selected Countries
(with Compulsory Licensing Provisions
in their Patent Laws). -...

Number of Applications

Country Period Covered Filed?2 Refused Abandoned Granted
Developing

Countries T
Cuba 1958-1963 None - - None
India b 4 | - - 1
Israel ’ b 3 - o - None
Morocco 1958-1963 None - - None
Philippines b 8 - - None
Republic of Ko?ea b 1 - - 1

Socialist Country

Poland b 7 - . - None

1 source: UNCTAD, The Role of the Patent System in the Transfer of
Technology to Developing Countries (United Nations, 1975), table 13, p. 50.

2 Including applications pending at the end of the period covered.

b precise period not specified, but reference to "over a recent 5-year
period.”
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Patents Act, which requires the Comptroller to grant compulsory
licenses for patenttdrugs, medicines, and foods, unlesé he sees “
"good reasons" for not doing so. Of these 41 applications, 23
were filed in 1963-64. It should be noted that these licenses
typically were not for patents withheld from the market; they were
licenses to patents under production and enjoying significant
profits. Table 5 summarizes activity in“several countries with
provisions for compulsory licensing. Many of the licenses filed-
and granted in table 5 are for patents already in commercial
use.4?7 Even if this were ignored, the frequency of applications-
for licenses to use "sleeping" patents is clearly very low. Also
Canada, which registers the largest numﬁet of compulsory licenses
in the sample,‘is atypical amongst the major industrialized
nations because about 95 percent of the 34,000 patents granted in
Canada in 1972 were to foreign nationals.48 |

The frequency of applications for compulsory licenses does
not support'the claim that firms sit on patents and systematically
deny them to potential competitors. But one cannot conclude from

the low incidence of compulsory license requests that firms never

47 Of the countries listed in table 5, at least Canada, in addi-
tion to the United Kingdom, has mandatory licensing provisions for
drugs. India has used mandatory licensing for drugs since 1970.
See Scherer (1977), supra note 35, at 38.

48 For developed market economy countries as a whole, the average

fraction of patents to foreign nationals was 64 percent. See
UNCTAD, supra note 18, at 38.
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hold sleeping patents in order to prevent entry or deter competi-
tors. A compulsory license grant may be a very poor subséitute
for alpatent or a restricted license. If a compulsory license is
available to all applicants, the license prévides any one applic-
ant with little protection to justify expenditures incurred in the
development and manufacture of the patented article. Taylor and
Silberston find that patent protection is’'‘d4bolt as important in
product development and manufacture as it is in research and

development decisions.49 Also, restrictive provisions in patent

licenses are more often at the insistence of the licensee than the -

licensor.3%0 Licensees appear to place a high premium on exclu-
sivity. And finally, a compulsory license provides little protec-
tion if the remaining life of the patent is short compared to the
time fequired to deQelop the product or process to commercial
application., This would occur if it takes several years to obtain
a compulsory license and the term of the patent is unchanged.
Scherer provided statistical support for the importance of
exclusive rights to inventions by correlating the utilization of
patents obtained during Government contract work with several

variables, including the presence of exclusive rights to the

patents. He found the presence of exclusive rights had a signifi-

cant positive effect on the number of patents that were actually

49 Taylor and Silberston (1977), note 36 supra. See tables 9.2
and 9.3.

50 1pid. at 126.
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utilized.%! Furthermore, several cases were identified where the
absence of exclusivé rights impeded or frustrated commeicial V
utilization.52

While most patents in force, but unused, remain dormant
because they have no commercial value, evidence exists suggesting
that (at least in West Germany) some patents are held primarily to-
deny'their use to others. A study by Grefetrmann et al. of the
German paient system found that between 15 and 32 percent of the.
patents in their sampled data set were not utilized. While these
figures are low for the United States, they are notable because - -
the German patent system imposes (modest) fees which increase over
the life of the patent grant. For more ﬁhan half of the unused
patents, utilization had not occurred but was foreseen or hoped
for. However, 43 percent of the unused patents were held_either.
to retain exclusive rights to a technology whose exploitation was

delayed or to deny its use to competitors.®3,34 Clearly the

51 Scherer, (1977), supra note 35, at 79-8l1, Note, however,
that the regression model left most of the variance in utilization
rates unexplained.

52 14. at 82.

53 Grefermann et al., "Patentwesen und Technischer Fortschritt,"
in Scherer (1973), supra note 14, at 55.

54 ror a specific example of sleeping patents, J. S. McGee notes
that J. M. Browning sold gun patents to firms in bundles of

- several patents, and the firms would only use some of the patents
bought, while retaining rights to the remainder; although it is
not clear that these patents were held to deny their use to
others., See J. S. McGee, "Patent Exploitation: Some Economic and
Legal Problems," 9 J. Law & Econ. 135, 145 (October 1966).
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German patent fee system did not prevent the holding of patents
whose use was delayéd temporarily or indefinitely: retention of
patents for this purpose appeared to be well worth the patent fees

in many instances.

Preemption and Industrial Structure

"A prediction of the preemption theoEy ?s that successful
monopolization of an industry, either through internal R. & D. or’
other means, will set the stage for expenditures on R. & D, by the
dominant firm designed to limit the entry or expansion of poten-
tial competitors. Testing the theory is very difficult. It ié>
not obvious how large a market Qhare is necessary before a firm
can succeed in preempting potential rivals. It is possible that
at any moment of time several multiproduct firms in an industry
can conduct preemptive patent strategies, each of which is suc-
cessful in aQoiding entry into particular monopolized product
lines. Taylor‘and Silberston note that f£irm managers in the
United Kingdom have a tendency to focus their patent activities on
areas of expertise and have a policy of "keeping off the grass"
controlled by rival firms.5> This behavior is consistent with
preemptive patenting, but very hard to detect statistically with

aggregated data.

55 Taylor and Silberston (1977), note 36 supra. See also the
discussion of product differentiation in Lanzillotti (1954),
note 10 supra.
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One approach is to simply survey firms and ask what factors
are important in R,’'& D, decisions. Scherer and his colleagues
asked companies to rank the importance of five factors: the
necessity of maintaining competitive leadership, the necessity‘of
remaining competitive, the desire for efficient production, patent
protection on inventions, and the desire to expand sales or
divefsify product lines. Most respondents ranked patent protec- .
tion lowest, stressing instead the need to remain competitive or
gain competitive 1eadership.55 Taylor and Silberston found that
only 4 of 34 respondents considered patent protection a decisive
criterion in deciding whether to pursue an R. & D. project for
more than 10 percent of all projects.

The low weight placed by respondents on patent protection
does not necessarily contradict the existence of preemptive
research and development., Firms who preempt potential competitors
can reasonably view their actions as neceséary to maintain compe-
titive leaderéhip. Those companies who are preempted are neither
better nor worse off as a result of patent protection, and may
stress the need to-gain competitive leadership in other markets.

Many statistical studies have examined the relationship
between R. & D. spending to patenting and concentration, but for
reasons mentioned earlier, most of these studies are too aggre-

gated to test the presence or absence of preemptive patenting.

56 F., M. Scherer et al., Patents and P¥he Corporation (1959), at
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Still, some observat%ons can be made. Without resort to statisti-
cal analysis, Scherer points out that "the high ébncentrétion in~
such fields as synthetic fibers, organic chemicals, telephone
equipment, electric lamps, and photographic equipment was built in
part upon patent and know-how barriers to entry."57 In these
industries, relatively high rates of technical progress have
coincided with relatively high indices of market concentration.

A different picture emerges from studies correlating firm
expenditures on R. & D. and concentration across industries
grouped by similar indices of technological opportunities.
Scherer, in a study of 56 industries, found a negative correlation
between the employment of scientists and engineers and industry
concentration fér the markets with the greatest teéhnological
opportunities. The correlation was +0.30 for the moderately
progressive group and +0.47 among the "traditional” products
industries with the lowest average investment in R. & D.38

A closer examination of these results is neceésary before
any conclusions can be made relevant to preemptive R, & D, How-
ever, the correlation between R. & D. spending and concentration,
and its dependence on technological opportunities is consistent

with the preemption theory. Preemption is not likely to be a

viable strategy in markets where the technology is so fertile that-

57 F. M. Scherer (1980), supra note 30, at 435,
58 14,
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firms can easily leapfrog one another by pursuing independent
R. & D. paths. Preemption is viable only when a firm can fence
in a research area, either by virtue of a basic patent or because
opportunities are limited.

One implication of the preemption theory is .the lack of a

clear ceteris paribus relationship between industry concentration

and intensity of research and development:* - Successful preemption
requires a firm to be at least as progressive as rivals. If
conditions facilitate preemption, a firm that is dominant in a
particular market or submarket may record an impressive record of- -
technological progress. Preemption concerns should not motivate
an accelerated research and development pfogram if product deve-
lopment by rival firms is easy. At the other extreme, a firm that
has a substantial lead over potential rivals may feel sufficiently
insulated from. competition to ignore new technological opportuni-
ties or throttle back on existing research and development. The
pFeemptiod theory implies-thét studies of the market-structure/
research-and-development connection should attempt to include, in
éddition to measures of technological opportunities, measures of
or proxies for the presence of dominant firms, the change in
market structure over time (related to recent success or failure
of entry and firm growth), the costs of imitative product develop-
ment, and advantages from technological leadership, such as

persistent learning economies.
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V. Preemption and Case Law

How might the theory of preemption apply in spécific Anti-
trust actions alleging monopolizing behavior? One approach is to
review particular antitrust monopolization decisions involving
patenting or other potentially preemptive behavior, but this
encounters difficulty. The conventional legal view has regarded
patenting internal to the firm as honestly'?ﬁdHStrial behavior; so
little evidence is available pertaining to internal R. & D, as

exclusionary conduct. In addition, case records give only a

glimpse of actual events. Yet perhaps the most important observa- -

tion in the two cases discussed in this section pertains to the
way the cases were litigated rather than to the specific events.
Although the possibility of exclusionary R. & D. and'patenting was
an important issue in each case, both decisions addressed the
legality of acts with less obvious implications for market struc-
ture and performance. Exclusionary R. & D. and patenting were

largely ignored as the central issue of monopolizing behavior.

Kobe, Inc. v. Dempsey Pump Co. (198 F.2d 416 [1952])

The case of Kobe v. Dempsey Pump comes close to a considera-

tion of patenting as an unduly exclusionary strategy. The plain-
tiff (Kobe) sued the defendant (Dempsey Pump Co.) for infringing
patents on the design of hydraulic pumps for pumping oil from
wells., The defense was patent misuse, and a counterclaim was

filed alleging monopolization. The court found that the
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defendant did infringe, but ruled patent misuse and monopolization
by plaintiff and awaéded damages to defendant based upoﬁ the |
financial impact of the infringement suit.

. The court in its decision placed considerable emphasis on

Kobe's aggressive method of patent enforcement. Kobe did not

examine the Dempsey pump for specific patent infringement; but the -

. by o me

company president stated,

« « « he thought Dempsey was infringing because he did

not think that anyone could build a pump without

igfg%nging on the Kobe structure or patents held by
kKobe brought the infringement suit against Dempsey and later néti;
fied major purchasers that Kobe was contesting the legality of the
Dempsey pump. This notice appeared to have a significant negative
impact on Dempsey's sales. Meanwhile, Kobe turned out to be cor-
rect., The Dempsey pump infringed four patents owned by Kobe and
one patent for which Kobe was exclusive licensee, although all but
the patent held as licensee were judged invalid.

The court ciearly found the nature of patent acguisition
contributory to a violation of the Sherman Act, Sections 1 and 2.
The court reviewed the history of the formation of the Kobe
Corporation, which is summarized in figure 3. Five inventors in
the 1920's played major roles in the design of hydraulic oil well

pumps. Three (Crum, Humphrey, Scott) joined their patents under

what eventually became the Rodless Pump Company, which enjoyed a

59 198 F,2d4 at 421,
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Coberly

Crum/Humphrey/Scott

e

0id Kobe Co.

Rodless Pump Co.

Roko Co.

Kobe, Inc.

Figure 3. Evolution of the Kobe Corporation
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short and modest financial success. A fourth, Gage, assigned his
patents to the Alta bista Company, which also had a smail succeés;
Coberly was about to begin production but was concerned about
infringing on others' patents., He approached the Rodless Company
and worked out an agreement to pool patents. They created the
Roko pofporation, whose sole function was to pool patents, grant
licenses, and acquire other patents relating to hydraulic pumps.
The pool was not open to other competitors. The only manufactur-
ing license was granted to O0ld Kobe, with Coberly as its
president. 1In 1934, Roko acqguired the Gage patents and either
patent rights or exclusive licenses on the Alta Vista hydraulic
pump technology, and was then free of an§ known competition or
patent infringement on hydraulic oil pumps. .

Many of the agreements negotiated with the Roko Corporation
required patentees to assign to Roko the patent rights or exclu-
sive licenses on any inventions relating to hydraulic pumps that
may be acquired over a futuré time period of 10 or more Years.
From 1933 to 1945, Roko and 01d Kobe acquired more than 70 patents
from inventors in and out of thei} own organizations. Only the
Coberly pump was produced during this period. In return for
patent rights, some agreements called for royalities from the
proceeds of all pumps sold, which allowed the holding company to
buy out potential competitors and retain control over which pumps
should be manufactured and sold., 1In 1944, Roko and 014 Kobe were

reorganized to form the Kobe Corporation, and in 1948, the first
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competitive threat emerged, with the introduction of the Dempsey
pump.

The court was well aware of the exclusionary aspeéts of the
Kobe-Roko agreements but placed considerable weight on the nature
of>the infringement proceedings initiated by Kobe. Perhaps this
was neéessary, given that the plaintiff was claiming patent
infringément, or perhaps this was the optimal strategy to justify
the court's monopolization decision. While more information would
be desirable, the record suggests behavior by plaintiff that is
consistent with preemptive patenting, and the theory suggests thét
a monopolization case based on preemption can have a logical

justification.

SCM Corp. v. Xerox Corp. (463 F. Supp. 983 [1978])

I shall coﬁﬁent only briefly on this case, which was any-
thing but brief; the trial consumed 14 months and the trial tran-
script totals 46,802.pages. The plaintiff (SCM Corp.) élleged
that defendant (Xerox Corp.), acting unilaterally and in concert
with other companies, excluded plaintiff from the field of plain-
paper copying. The jury found the defendant in violation of
Sections 1 and 2 of the Sherman Act and Section 7 of the Clayton
Act with respect to one of the plaintiff's several exclusion

claimé.
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Although patent misuse was an issue in SCM v. Xerox as it

was in Kobe v. Dempséy Pump, the court opinions ﬁad little

similarity. Infringement was not an issue, although in pretrial
pleadings Xerox alleged infringement by SCM--but this was severed
from the trial. The heart of SCM's case was based on refusals by
Xerox of SCM's requests to license plain-paper-copying patents,
which‘SCM alleged were part of a design 6 exclude SCM from the
plain-paper-copying market. The jury's findings were influenced
by the license refusals; but more decisive was evidence describing
a 1956 agreement between Xerox Corp. and the Battelle Memorial
Institute (which initially developed the xerography process under
license from the inventor, Chester Carlson), whereby Battelle
assigned its xerography patents to Xerox and gave Xérox the right
to all future xerography patents and technology, in return for
55,000 shares of Xerox stock and an obligation by Xerox to support
research at Battelle in an amount of at least $25,000 per year.
One could éuestion the légal and economic significance of the
1959 Xerox-Battelle agreement., Battelle was not in direct compe-
tition wi;h Xerox, and as an inventor-developer had no obligation
to encourage competition by licensing patented xerography
technology to other firms. Judge Newman, in his decision, seemed

to agree, stating:
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" The "Progress of Science and Useful Arts" is . . . aided

by enabling a company, prior to the time it has devel-

oped a marketable product and thereby acquired any

market power, to acquire patents from others, especially

from non—-competitor research entities.

Judge Newman's comments cast doubt on the harmful effects of
a mere acquisition of exclusive patent rights from a noncompeti-
tor; and there is little else in the SCM v. Xerox decision to
support exclusionary behavior with regard“%é‘ﬁatents.sl

Judge Newman did raise the issue to the jury of monopoliza-
tion by means of internal patenting as well as patent acquisition.

The jury was told that once a company had acquired

monopoly power, it could not thereafter acquire lawful

patent power if it obtained new patents on its own

inventions primarily for the purpose'of blocking the

development and marketing of competitive products rather

than primarily to protect its own products from being

imitated or blocked by others.®

This instruction to the jury raises the issue of preemptive
patenting, and Judge Newman notes that while there is no case law
authority for this standard, 83 he considers it a reasonable

accommodation between the policies of the patent and antitrust

60 463 F. Supp. at 1013.

61 The court interrogated the jury, directly asking them to list
or describe whatever patent-related exclusionary conduct of Xerox
was a proximate cause of SCM's not entering into plain-paper
copying in 1969. To this question, the jury answered only, "1956
Battelle agreement," (463 F. Supp. at 1010,)

62 463 F. Supp. at 1007.
63 Kobe v. Dempsey Pump might have provided a case law standard,

but the decision was confused with the legality of Kobe's
aggressive patent enforcement policy.
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laws. Noting the risk of possible inhibition of R. & D. as a

consequence of this'standard, he says:
It would seem a fair question whether assigning that
risk to a company with monopoly power is a reasonable
cost to avoid the substantial market control that would
ensue if a company with monopoly power were free to
continue its dominant position by patenting, for block~-
ing purposes, alternative methods of competition.

" The jury eliminated this issue from the case by finding that
SCM had not proved that Xerox, after it had monopoly power,
obtained any patents primarily for the purpose of blocking the
development and marketing of competitive products. Yet this was
not an issue actively debated by complaint counsel, and we can
speculate whether a greater awareness of preemptive patenting in

the courts might have altered the direction of this case.

64 463 F. Supp. at 1007.
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VI. Concluding Observations

Actual identifiéation of preemptive patenting is exceedingly
difficult. When a firm succeeds in patenting before others, it is
likely the firm is simply more efficient than potential competi-
tors, or that the firm simply had more optimistic expectations of
future market conditions, which motivated large expenditures on
R. & D. and productive capacity. In ang~case it may be impossible
to reject these explanations as hypotheses. One might be able to
present evidence relating to the relative efficiency of firms'

R. & D. operations when firms actively compete in the same market,
but when one firm has succeeded in patenting before others,
potential competitors may not have an R.‘& D. record long enough
to permit an efficiency comparison.

The difficulty in pinpointing preemptive activity does not
make the theory useless in antitrust proceedings. The preemption
theory demonstrates that predatory or other overtly exclusionary
activities are not necessary for a firm to maintain monopoly
power. What policy actions are appropriate in the event that pre-
emption could be identified is yet another matter, as the economic
welfare "might be better served" because the actual welfare

impacts of preemption depend on specific market circumstances,

such as the extent of learning economies and the possibilities for:

innovations from research programs in other industries (see

section III),
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Given the difficulties of identifying preemptive patenting
and assessing its economic consequences, I propose that antitrust
actions alleging preemptive patenting should meet several strin-
gent conditions. ~First, the market in question must have general
characteristics which are favorable to preemptive patenting. If
not, preemption should not be considered as a strategy that could
be used with success by a dominant firm.- Second, judgment of an .
antitrust violation, should require evidence of exclusionary
behavior in addition to preemptive patenting. This is simply an
admission that preemption is so difficult to verify that it cannot
alone serve to define a zone of exclusionary conduct in violation
of antitrust laws.

Any case alleging preemptive patenting should evidence market
characteristics favorable to preemption. Recalling the discus-
sions of the theory of and empirical evidence for preemptive

patenting, the favorable conditions include the following.
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(i) Patents must offer the potential of significant monopoly
power, Paéents must be sufficiently broad to fence in a
significant market, and inventing around patents must be
difficult. Also, the costs of patent enforcément must
be low enough to make it feasible to monitor potential

competitors for infringements of patents.65

e

(ii) Patenting must be responsive to expenditures on research
and development., This is necessary to assure that a
firm can exclude competitors by stepping up expenditures

on R, & D,

(iii) Patenting must be localized to fhe industry in which
preemption is alleged to occur. If inventions
freqUentiy occur as joint products of R, & D. in
unrelated markets, preemptive patenting is virtually
impossible, since the R. & D. activities of

noncompetitors provide a means for potential entry.

65 As discussed in connection with the case of Kobe v. Dempsey
Pump, the resources which a firm allocates to patent enforcement
could be a useful signal for preemptive patenting.
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(iv) The technolggies that might provide potential substitutes
for products or processes controlled by\a dominant firm
must be patentable. The essence of preemptive patenting
is the extension of monopoly by patenting potential
substitutes. The substitutes must have the effect of
potentially reducing (but not eliminating) monopoly
profits, and they must be patenfgbig to allow for

exclusion of competitors.

Preemptive patenting can be rejected if an industry does not"
exhibit all of the above characteristics. The discussion in
section IV suggests that these conditions are highly restrictive
and preemptive patenting could occur in only exceptional cases.

Of course, we have.argued that preemption can take other forms
including accelerated expenditures on research and development
without regard to patent protection, or other activities such as
capacity expansion, brand and product selection, or resource
_acquisition. However, each presents different implications for

economic efficiency and market structure.
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COMMENTS ON "PATENTS, SLEEPING PATENTS, AND ENTRY DETERRENCE"

Richard Craswell*

oo e

The task Professor Gilbert sets for himself is to analyze the
possible anticompetitive effects of a firm's internal patenting ‘
activity. In the course of doing so, however, he develops a model
whose implications extend far beyond the acquisition of patents.
through internal research and development. Indeed, the major
interest of Professor Gilbert's model (to this writer, at least)
is not in the specific policy recommendations he derives for deal-
ing with pateng cases, but rather in the light he casts on
theories of preemption and predation in general. 1In thg field of
predation, where heat rather than light has often been a dominant
characteristic, Professor Gilbert's paper comes as a welcome addi-
tion to the literatﬁre.

The paper's basic model is relatively easy to summarize. An
incumbent firm has a patent monopoly in one market, but there is a
potential for inventing around the patent and developing a patent-

able substitute product. If a rival firm makes that invention

*

The author is an attorney for the Office of Policy Planning,
Federal Trade Commission. The views expressed are those of the
author and do not necessarily reflect the views of the Federal
Trade Commission or any individual Commissioner.



first and patents the substitute, the two firms will split the

market evenly, as the‘products are assumed to be perfect substi-

tutes. However, it is also assumed that the two firms will not be
able to coordinate their prices perfectly, so that each firm will
end up earning half of an amount that is something less than the
full monopoly profits. 1If the incumbent makes the invention first
and gets the patent, though, the incumbent*will still hold an
undisturbed monopoly and will, of course, earn the full monopoly

profits.

Acquiring the patent, then, would raise an entrant's profits--

from zero to less than half of the monopoly profits, but would
raise the incumbent's profits from less tﬁan half of the monopoly
profité (the amount earned if the entrant gets the patent) to the
full monopoly profifs. As the latter figure will always exceed
the former, the patent will be worth more to the incumbent than to
any entrant, anﬁ,the incumbent should be willing to spend more
thafi would-bé entrants in-ordér to acquire the patent. Aésuming
any form of direct relationship between the amount spent on

R. & D. and the likelihood of making the invention first, the
incumbent will end up with the patent more often than not, and his
monopoly will be maintained. 1In fact, the incumbent will usually
end up with the patent even if he is less efficient at R. & D.
than are his rivals, so long as his inefficiency does not com-
pletely negate the advantage due to his larger expenditure on

R. & D.
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This model presents a stylized view of the innovation proc-
ess, of course, but ﬁost of the simplifying assumptions are not
vital to the model's results. For example, in many industries it
may be that an innovator's advantages do not depend on patent pro-
tection at all but instead depend on some combination of trade
secret protection, the time lag required for competitors to dupli-
cate the invention, and the greater consuher acceptance earned by
the first firm to market a new product.1 However, the source of-
this advantage is largely irrelevant to the Gilbert model, whose
only real requirement is that some such advantage exist. As‘long
as the first firm to develop an invention is assured that the in-
vention will not be copied for at least some period of time, then
being first will mean continued monopoly profits tb the incumbent
and much smaller profits to an entrant. Under these conditions,
the incumbent will still have an incentive to outspend an equally
efficient entrant on R. & D.

An interesting aspeét of the model is that its applicability
is not limited to patents, or even to preemption. The analysis is
in many ways similar to that used to explain mergers to monopoly,
and also has similarities to some theories of strategic (non-deep-

pocket) predation. Though the policy implications of this

1 See, e.g., R. Schmalensee, "Product Differentiation Advantages
of Pioneering Brands," MIT Working Paper #1140-80 (August 1980);
R. Bond and D. Lean, Sales, Promotion and Product Differentiation
in Two Prescription Drug Markets, FTC Bureau of Economics Staff
Report (1977). -
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generalized model are far from clear, it unquestionably adds to
our theoretical understanding of preemption and predation. This-"
can most easily be seen by first relating the Gilbert model to
traditional merger analysis, and then moving on to consider other
forms of preemption and predation.

| The advantage of starting with mergers is that the analysis
is much more straightforward. Hardly angpne-would disagree with .
the proposition (as qualified below) that competitors can reduce
competition and generate monopoly profits if enough of them merge
into a single entity. If Firms A and B have patented the only two
economical methods of producing widgets, for example, then their
merger will enable them to exploit their.patents more fully than
if they were forced to act as independent competitbrs. More pre-
cisely, the merger'will enable them to increase their joint prof-
its.2 This, of course, is the basic theory behind all of merger
law, whether patents are involved or not. Scholars may well dis-
agree about whether the current Clayton Act standards reéresent
the best application of this theory--but the theory itself is
rarely disputed.

To finish out the merger case, however, two qualifications

should be noted. The first and most obvious is that monopoly

profits will only be generated if the merging firms have a

2 Cf. W. Bowman, Patent and Antitrust Law: A Legal and Economic
Appraisal (1973), ch. 10. The size of the increase depends on
whether the two firms had formerly priced as perfect competitors
or whether they had managed to achieve some degree of oligopolis-
tic coordination in their pricing.
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sufficiently large share of the affected market and if bgrriers to
entry are sufficientiy high that increased profiés will not /
attract new entry. (The word "sufficiently" is used intention-
ally, to dodge the issue of just how large those market shares and
entry barriers have to be.) 1In the area of patents, the requisite
entry,bafriers are usually assumed to flow from the patent itself,
although this may not be valid if, for eighbié, the patent can
egsily be invented around. However, as we have seen, in some
industries there may be other barriers, such as trade secret
protection or first-entrant advantages in consumer acceptance of .
the new product. The only requirement is that some such barrier
exist; I will make that assumption for the remainder of these
comments. | |

The other qualification is that traditional merger theory
says nothing about how the increased industry profits will be dis-
tributed among the participants in the merger. This is essen-
tially a bilateral (or, at least, small-number) bargaining
problem, whose ocutcome is largely irrelevant to the effect of the
merger on competition. The higher profits may all be captured by
the shareholders of Firm A, or the management of Firm B, or the
investment bankers acting as intermediaries, or by any combination
of these parties; but the distribution actually selected should
have no bearing on the future state of competition in the indus-
try. The only assumption required is that the problem of agreeing
on a distribution scheme not be so difficult as to block the mer-
ger and prevent anyone from realizing the increased profits. As
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long as this requirement is met, the merger will take place,' and
competition in the iﬁaustry will be correspondingly reduced.

The Gilbert model ié not primarily concerned with the acqui-
sition of patents by merger, of course; its focus is the "“accumu-
lation of'patents based entirely on internal research and develop-
ment.?3 However, many of the same motivations still apply. .In
the Gilbert model, the issue is whether a*competing substitute
product will first be invented and patented by an incumbent mono-
polist or by a new entrant. If the entrant gets the patent, then
the competing patents will be held by two independent entities who
will haveAto price at least somewhat competitively,4 and the full
monopoly profits will not be realized. If the incumbent gets the
patent, though,Athe effect will be the same as if the two firms
holding the patent had merged. That is, the patents will all be
in the hands of a single firm, which will then be able to realize
the monopoly profits that would have been lost, had the patents
been held separately. ’

It is these extra profits-—-the same profits that provide the
incentive for mergers to monopoly--that give the incumbent an

incentive to bid more for the patent under the Gilbert model.

3 R. Gilbert, "Patents, Sleeping Patents, and Entry Deterrence,"
p. 208. ’

4 Gilbert assumes only that the firms were unable to price as
high as a perfectly functioning cartel, so that there are still
unrealized monopoly profits to be captured. This seems a
reasonable assumption.
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Just as the realizat}on of potential monopoly profits supplied the
motive for acquiring a competitor's patent in thé merger case, éhe
same monopoly profits supply the motive for acquiring an undis- |
covered patent in Gilbert's model. The only difference is that
rather than purchasing the patent from a competitor (in the merger
case), in Gilbert's model the incumbent must "purchase" the patentf
from Mother Nature.® Either way, the m635§81y profits attainable
by consolidating the patents in a single firm make it clear why
that purchase should always be made. |

This view of the model also sheds some light on the issue’
Gilbert addresses under the heading of "preemption vs. licens-
ing."6 Even under the Gilbert model, the entrant might be willing
to séend just as much as the incumbent to acquire the new patent
if it could then sell the patent to the incumbent at a price equal
to its full value in terms of the additional profits from monopo-
ly. 1In effect, the entrant would be acting as an arbitrageur
bétween Nature and the incuﬁbent, bidding up Nature‘s "pfice"
until it reached the maximum the incumbent would be willing to
pay.

Gilbert discounts this possibility of competitive rent-

seeking by pointing out that bargaining difficulties and other

5 Formally, the firms do not purchase a sure thing by investing
in R. & D, but purchase a lottery ticket, which may or may not
pay off with a successful patent. BAs long as the firms are
equally efficient at R. & D. and do not differ in their risk
aversion or their estimates of the probability of success, this
refinement does not change the analysis.

6 Gilbert, supra note 3, pp. 222-23,
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transaction costs will probably prevent the entrant/arbitrageur
from capturing the full value of the patent for himself, so the
amount that the entrant is willing to spend on R. & D. should
still be less than the amount the incumbent can spend. Even if
transaction costs are not that high, an equally telling objection
is that such an acquisition by the incumbent is much more likely
to come under the scrutiny of the antitrest-laws.’ In any event, .
from a policy standpoint it doesn't really matter whether such
arbitrage takes place of not, because all arbitrage will do is
change the route that the patent takes before ending up in the
hands of the incumbent. It will also affect the distribution of
the monopoly profits between the incumbént and the entrant, of
course; but the distribution of the profits is not going to change
the competitive outcome. Whatever the distribution, the patents
will still end up in the hands of a monopolist, as this is the
only way that‘the full monopoly profits can be realized. The real
value of Gilbert's analysis(is that it shows that acquisition and
internal development are merely substitute paths to the same end,
and suggests that the law therefore ought not to treat them quite

so differently.8

7  The differing treatment under the current antitrust laws of the

acquisition of an existing patent and the development of the same
patent through internal R. & D. can thus be viewed as a ban on
this form of arbitrage.

8 fThe relationship between predation against and acquisition of
one's competitors has occasionally been noticed outside of formal

models, in contexts other than patenting. See, e.g., J. McGee,
(footnote continues)
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- Obviously, the basic theory here is not limited to the
acquisition of comp;ting patents. It takes onl& a slight modifi-
cation to extend it to, say, the acquisition of new mineral depos—
its, labor inputs, or any other scarce resource by an incumbent
firm with an existing monopoly over that resource. If a new
mineyal deposit is discovered, for example, possession of that
deposit would mean continued monopoly ﬁf%fffs to the incumbent but
only competitive profits to any other firm that acquired it, so ~
the incumbent firm should have an incentive to spend more than any
indepéndent firm in seeking out any new deposits (i.e., in "pur-
chasing” deposits from Mother Nature). Similarly, if some other
firm does discove; the deposit first, ittwill be in their mutual
interest to have the incumbent purchase that depoéit from its dis-
coverer {or to obtain it through merger). The on1§vdifference
between this case and fhe patent example is that with no patent
protection fo;.mineral deposits, some other barrier to entry is
needed to protect the eventﬁal monopoly profits and thus to make
them worth bidding for. If some such barrier is present, though--
economies of scale, for example, or natural limits on the number
of deposits available to be corneredd--the preemption analysis

should carry over completely.

(footnote continued)
"Predatory Price-Cutting: The Standard Oil Case," 1 J. L. & Econ.
137, 139-40 (1958).

9 fhis is analogous to the assumption of the Gilbert model that
there is only a single patentable substitute, which the incumbent
(footnote continues)
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A more difficult issue, however, is the extent to which this
preemption analysié can also be carried over into the "standard"
predation case, where there are no specialized assets to be
acquired and the only instrument of predation is a reduction in
‘price. In principle, it might seem that the same analysis ought
to be applicable. Certainly the merger-to-monopoly analysis dis-
cussed earlier did not depend on the presence of any specialized.
assets such as patents or mineral deposits. As long as the
resulting monopoly is protected by some form of barrier to
entry,10 it will always be in the interests of one firm to acquire
all of the others and thus realize the potential monopoly profits.

If the preemption model does apply, it would suggest that
even when such mergers are banned, some firm will still have an
incentive to acquire the same monopoly by internal expansion (the
analog of internal R. & D.). For example, suppose that Firm A is
a nationwide widget firm that faces several local competitors in

one of its markets. Firm A could acquire its competitors' market

(footnote continued)

and the entrants are competing to discover. If there were an
infinite number of such substitutes, the incumbent's battle to
exclude entrants would never end, and there would be no period in
which the monopoly profits could be enjoyed.

10 1t is worth stressing that such barriers to entry are neces-
sary to any theory of preemption or predation. Joskow and
Klevorick would thus incorporate such a requirement in the "first
tier” of their predation standard, and Gilbert would include it as
a threshold before internal patenting would even be subject to
antitrust scrutiny. Gilbert, supra note 3, p. 267; P. Joskow and
A, Klevorick, "A Framework for Analyzing Predatory Pricing
Policy," 89 Yale L. J. 213, 245-49 (1979).
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shares (and thus realige the monopoly profits in that market) by
merging with them all,-but the antitrust laws would presumably
prevent that. Firm A's alternative is to "purchase" those market
shares directly by bidding to take away its rivals' customers-—-
i.e., by offefing widgets to them at a lower price. The amount of
A's "bid"--the rough analog of the amount A was willing to spend

on R, & D. in the Gilbert patent model-~is the amount of short-
term loss (including any foregone profits) incurred on these

reduced-price sales. If Firm A is willing to bid enough, it will

take all the customers away and end up with a monopoly (the analoé'

of outspending the entrant on R, & D, and ending up with all the
patents). To make the analogy complete, though, we need some
reason why Firm A would be willing to bid more than its competi-
tors in this contest for market share.

As a prefaée, it should be noted that equating the acquisi-
tion of patents of mineral deposits with the "acquisition" of
customers or market shares is not as farfetched as might first
appear. In practice} a firm seeking to expand its market share
typically embarks on a complicated course of price reductions and
promotional strategies that may be every bit as speculative as
investing in R, & D. in the hope of obtaining a patent. One can
analyze firms' relative efficiency in marketing and promotion,
just as one can speak of a firm as being more or less efficient
than its rivals at R. & D. In fact, businessmen and marketers

often refer to their strategies not simply as "cutting prices,"

-281-




but rather as "buying~market share."1l fThe only obvious differ-
ence is that Gilbert's patent monopolist outspen€ his rivals’in/
purchasing innovations from Mother Nature, while in this analogy
the monopolist must purchase his market share directly from the
consuming public.

Suppose, then, that the nationwide widget firm (Firm A) can
never be eliminated from a local widget ﬁ:fk;£ (in the sense that‘
it could always reenter at a very low cost), but that its local
competitors would face significant reentry hurdles if they were
driven out. Suppose further that the same (or some other) entfy>'

_.barriers also keep out any firm not currently in the market. In
this situation, the best that any of the local competitors can do
is to remain in the market as roughly equal competitors, earning a
competitive profit. The amount that they are willing to "bid" for
their customers (i.e., the size of the losses they are willing to
incur to stay ih'the market) will be correspondingly limited. .By
contrast, if Eirm A can eliminate its local competitors by taking
enough of their cusﬁomers away then it will be earning the full
monopoly returns (still assuming some barrier to entry), and
should consequently be willing to bid more. That is, the local
competitors are bidding for the difference between zero and their

share of the profits at the competitive equilibrium, while Firm A

11 See, e.g., B. Catry and M. Chevalier, "Market Share Strategy
and the Product Life Cycle," 38 J. Marketing 29 (October 1974); W.
Fruhan, "Pyrrhic Victories in Fights for Market Share," 50 Harv.
Bus. Rev., 100 (Sept./Oct. 1972).
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is bidding for the difference between its share of the competitive
equilibrium and thetentire monopoly profits. For the same reaéon
that Firm A was willing to bid more for all of the patents in
Gilbert's model, Firm A will bid more for all of the customers in
this extension of it.

However, this analogy also points out two important differ-
ences between patent preemption and preégfigh. The first is thaé
amounts spent in "bidding" for customers--unlike amounts spent on
R. & D.,--typically increase on a per-customer basis. That is,
while the absolute amount that Firm A is willing to bid may be
more than its rivals, Firm A will also have to be selling to more
customers, so the larger absolute amount may translate into a
smaller per—custbmer price reduction.1?2 One of the crucial facts
that make Gilbert'é preemption model work is that success in an
R. & D, effort typically requires only a larger absolute
expenditure than any rival, without regard to how many customers
each firm has. |

The second important difference has to do with the source of
the asymmetry between the incumbent (Firm A) and its rivals. The
asymmetric profits that drive the Gilbert model are due to the
fact that if the incumbent gets the new patent he ends up with a

monopoly, while the best the entrant can do (if he gets the

12 cf, McGee, note 8 supra. It is less clear that other promo-

tional activities besides cuts in price--large-scale advertising,
for example--would also be more expensive to firms with more cus-
tomers.
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patent) is become an equal competitor. The incumbent can keep the

entrant out of the market entirely, but the entraﬁt has no chancé

of similarly dislodging the incumbent.13 In Gilbert's model, this

was due to the not implausible assumption that the incumbent had
an unbreakable patent on a perfect substitute for the product in
question. In the predation analogy, however, this asymmetry could
only be reproduced by assuming that Firm kagﬁe nationwide firm)
faced no barriers to entry into the local market, but that every--
one else did. Such conditions may perhaps hold in some markets,
but they are not the conditions assumed by many preemption
models, 14 and removing the asymmetry would destroy this incentive
to predate.

On a theoretical lével, this is in no way as criticism of

Gilbert's preemption model. Even if the asymmetry assumption is

not universally valid, it certainly seems plausible enough to hold

13 a similar asymmetry motivates many models of strategic entry
deterrence, in which the incumbent incurs preentry costs that make
entry less profitable when it occurs. Even though such strategies
may impose egual costs on the incumbent and on any entrant, the
proper strategy will impose costs that reduce an entrant's profits
from the competitive level to zero (thus deterring entry), while
reducing the incumbent's profits from the monopoly level to some
smaller but still positive number. See, e.g., S. Salop,
"Strategic Entry Deterrence," 69 Am. Econ. Rev. 335 (1979); A. M,
Spence, "Entry, Capacity, Investment, and Oligopolistic Pricing,"”
8 Bell J. Econ. 534 (1977).

14 See, e.g., F. Easterbrook, "Predatory Strategies and
Counterstrategies," 48 U, Chi. L. Rev, 263, 269 (198l1): "The
predator's rival, after all, has the same incentive as the
predator to ride out the price war and collect monopoly profits
once one of them has collapsed. . . ."
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in an interesting number of cases, including many involving
patents. If the preemption model can contribute to a\better
understanding of monopolists' behavior in those cases (and I think
it can), then it still represents a useful addition to the
theoretical literature.

| On a practical level, though, the guestion that immediately -
arisés is how many real cases fall into”this category. One of the
most interesting aspects of Gilbert's empirical results--and the
only aspect I will comment on here--is his conclusion on the
prevalence of preemptive patenting. By and large, Gilbert con='
cludes, the evidence .does not support the proposition that pre-
emptive patenting is a widespread phenomenon.

Thus, when we get to the level of the legal énd policy
implications, the'preemptive patenting analysis runs up against
the same questions that plague all of predation theory. The
fundamental policy questions are: (1) How serious a problem is
it? (2) How easily can we tell when it's going on? and (3) How
much do we lose (in terms of chilling desirable competitive
behavior) if we turn the courts loose in an effort to prohibit it?
The first and third are empirical questions about real-world
business behavior; the second is an empirical guestion about the
behavior of an institution of which‘we know even less than we do
about real-world businesses--i.e., the behavior of the legal
system. Gilbert acknowledges these issues, and tries to respond
by suggesting limits to keep a preemption cause of action within
reasonable bounds--but it is still at bottom a judgment call as
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to whether such a cause of action (even one so limited) would on
balance improve or hiﬁder the economy's performanbe. Thése who
agree with his implicit level of confidence in the legal system
will undoubtedly agree with his conclusions, but those who do not
will not, and at the present stage of our knowledge there is not
much that can be said in choosing between these two views.,

In short, the Gilbert paper should b;?ﬁéicomed unequivocally

by scholars who have worked on predation issues and who hope to

continue to do so. The paper makes a real contribution to our

theoretical understanding of preemption and predation, both with

respect to patents and in other areas as well. At the same time,
it reminds us that the fundamental policy issues have yet to be
solved, thus ensuring the market for further conferences such as

this in the future.
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COMMENTS ON "PATENTS, SLEEPING PATENTS, AND ENTRY DETERRENCE"

F. M. Scherer*

At another FTC conference earlier this year, I observed that
the difficulty of a discussant's assignment increases with the
quality of the paper under review. My task this time is
uncomfortably easy. Professor Gilbert has brought together a-
considerable quantity of theory and evidence on various aspects of
the preemptive patenting question. Unfoftunately, the material
is inadequately integrated, the analysis is insufficiently sensi-
tive to the real-world conditions a policy-relevant study must
confront, and the discussion is at significant points superficial
or inaccurate._.

The most basic difficulfies emerge in the paper's theoretical
section. There is nothing intrinsically wrong with the stories
Gilbert's payoff matrices and related analysis tell. The problem
is, they advance our understanding little because of unduly
restrictive or unrealistic assumptions. For instance, Gilbert
repeatedly uses such concepts as "patenting," "R. & D.," and

"innovation" as if they were interchangeable, and as if getting a

Professor of Economics, Northwestern University.



patent--as distinguished from developing a superior new product or
process--were the maiﬁ objective of business entérérisesl This -
implicit assumption could be true in some cases and innocuous in
others. But it is misleading and counterproductive in dealing
with that quantitatively important set of cases in which, as the
author  recognizes in his empirical survey, there are sufficient

incentives for R. & D. and innovation even without the expectation

of exclusive patent rights. A patent grant, it is well known,
represents a policy tradeoff. Society confers a monopoly privi-
lege that wculd ordinarily be deemed undesirable, in order to get
a valued innovation it otherwise would not have. But if (because
of first-in advantages, other barriers to imitation, or the hot
breath of competition) the innovation would be made even without
patent protection, the grant of patent rights (making imitation
even more difficult) means incurring a social cost for no off-
setting first—dfder social benefit. Gilbert's theoretical scheme
ignores this difficulty,.which may be of special importance to the
question of preemptive patenting, if--as I believe the evidence
supports--firms already well established in a market have strong
nonpatent incentives to improve their products.

The essential focus of Gilbert's model is a race to the
Patent Office to get a single patent whose possession determines
the outcome of the game. One can undoubtedly find cases in which

this is a realistic scenario; the Gould vs. Schawlow & Townes

contest over basic laser patent priority rights comes to mind.
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But such cases are exceptional, I am persuaded by having examined
during the past 2 yeafs some 15,000 patents received by ﬁ.S. J
industrial corporations. It is much more common for significant
new products or processes to be blanketed by dozens or even
hundreds of patents, over which another blanket of improvement
patents is thrown, followed by patents on still another generation ’
of improvements, et cetera. The Xerox Cdf%bfétion, for example,
had applied for nearly 300 patents at the time it introduced its
first 914 console copier in 1959, and in each subsequent year it
has added literally hundreds more to its portfolio. This creates
a number of problems for Gilbert's theory. If a single product is
covered by many patents whose application and issue dates may
stretch over years,.wheh does one declare "finish" in the race to
the Patent Office? How does a firm determine the optimal rate of
R. & D. in a race with such indistinct termini? And what should
the theory say, -if anything, to guide policymakers attempting to
determine when the public.interest has been overstepped by the
multiplication of patents, fencing in some technology, or by the
extension of monopoly positions over time through accumulated
improvement patents? If the notion of preemption is about any-
thing at all, it is about such real-world behavior, not one-shot
races to the Patent Office.

Professor Gilbert's analysis also ignores the frequently
important prébiems arising when patented inventions are complemen-

tary. Thus, A obtains a set of basic patents in some product
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line. B conceives and would like to develop an improvement, but
needs to use some of A's patented technology in oéder to execute
the improvement. It is entirely possible for a payoff structure
to arise under which the social benefit from B's improvement
(i.e., the sum of producer's plus consumers' surpluses) exceeds
B's devélopment costs, so that, from the standpoint of economic

o &

efficiency, the improvement should be completed. Under conditions

of monopolistic competition with no bars to the use of complemen-—~

tary patents, B might capture sufficient pre-improvement surplus

from A along with the incremental producer's surplus attributable

to the improvement that B is motivated to undertake the develop-
ment. But if A were the incumbent monopolist, it would view as
its gain only the producer's surplus directly added by the
improvement, anq this may fall short of development costs, leading
A to reject both internal development of the improvement and
licensing improvément rights to B. A socially desirable improve-
ment is therefore lost. It would be an abuse of language to call
A's behavior in this instance preemptive, but such impasses are
likely to‘arise as a byproduct of the blanket patenting by which
firms preempt or otherwise exclude their rivals. Therefore, they
should be taken into account in formulating a realistic welfare
economics of preemption.

The remainder of my comment concerns the two case studies in
Gilbert's policy conclusion section, I have no firsthand fami-

liarity with the Kobe case. From the facts as stated, Kobe's
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behavior seems egregious enough to warrant public concern. I am
also not acquainted in detail with the record and legal‘arguments
in the SCM/Xerox case. However, other information leads me to
believe that more can usefully be said on SCM's situation and on
the broader set of patent and antitrust issues posed by the copy-
ing machine industry. Three specific lines of thought are

suggested.

First, it should come as no surprise to readers of this

volume that there was another major copying machine industry anti-

trust case. In 1973, the FTC charged Xerox with monopolization;-
and in 1975, following tough negotiatioqs, a consent settlement
was entered. I participated in the internal debate over whether
the settlement should be accepted. One input was'a set of
comments elicited from interested parties, including competitors
of Xerox. I recall vividly that the FTC staff viewed SCM as odd-
man-out in the position it took. I have not had a chance to
review the documents, bu£ my recollection is that SCM seemed more
concerned about minimizing Xerox's continuing potency as a
competitor than about breaking open the patent logjam and then
slugging it out in the marketplace--which is what the FTC staff
wanted and what other Xerox rivals appeared to accept. If he
wishes to draw policy inferences from the copying machine industry
antitrust history, Professor Gilbert would be well advised to dig

deeply into the FTC case record.
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Second, the research I have been doing on corporate patenting
yielded a thought-provoking surprise. Sixteen coﬁpanies in my /
sample obtained a total of some 390 patents in the field of xero-
graphy during a 10-month period chosen to reflect the results of
1974 research and development. SCM was in my sample, but not
among the 16. As nearly as my coworkers and I could tell, it
received no copying-machine patents. If iéM, Kodak, 3M,
Addressograph-Multigraph, Bell & Howell, GAF, Litton, Pitney-
Bowes, and others found it possible to come up wifh patentable
inventions despite Xerox's entrenched position, why not SCM? Wég-
my zero-patent observation a random aberration? Or was there a
failure of R. & D. or competitive nerve? I don't know the answer,
but I suspect it is relevant to evaluating SCM's claim for
antitrust relief.

Finally, Ilwant to note that the Xerox settlement posed some
of the most difficult questions the Bureau of Economics confronted
during my 2-year tenure at the FTC. I personally had mixed emo-
tions about it. On one hand, I believe Xerox did a superb job in
opening up an extremely important new technological and business
frontier. 1Its performance in that respect was to be applauded,
not condemned, and like Professor Gilbert, I see much reason for
caution about undermining the patent rights of firms that have
pioneered technologically. On the other hand, Xerox had bene-

fited from several "generations" of patents covering Chester

Carlson's basic conceptual inventions--the use of such materials
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as selenium, key leng designs, and the selenium drum; numerous
inventions regarding‘details of the 914 copier and subsequent
machines; and then a host of improvement inventions. By 1975,
xerography had been a commercial success for 16 years--nearly

the traditionally intended duration of the patent grant. Was
nothing to be done about the huge portfolio of Xerox patents over?
hanging the market, which at best foste;Zé_Iitigation and ‘
increased the risks of entry and at worst stifled improvement of
the xerographic art? My own belief was that the 1975 settlement
could break open the patent bottleneck, and that this was neithéf
too much nor too little under the circumstances. Subsequent
events have persuaded me that this judgment was correct. Price
competition has intensified, there have been major product impro-
vements (many from Xerox rivals), and yet (as nearly as I can dis-
cern), Xerox's incentive to pursue R, & D. vigorously was not
impaired. Perhaps I err. 1If so, it is more likely to be in the
direction of underestimaﬁing the amount of competition that would
have emerged in any event, absent FTC intervention. But I believe
the FTC action did help and that the case provides a good example
of how markets can be made to work better through antitrust when
an accumulation of patents threatens technological arterio-
sclerosis. It would be interesting to see that belief subjected

to a thorough, critical, scholarly examination.
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REJOINDER TO F. M. SCHERER

Richard J. Gilbert

L

The intent of this paper was to show that product development
with patent protection can allow an established firm to maintain é
monopoly in the absence of an efficiency advantage over competi-
tors. The first part of the paper showed that an established firm
can have more to gain from product development than a competitor,
under the assumption of particularly effective patent protection.
The second part examined the extent of patent protection in dif-
ferent industries and argued that situations where patent protec—'
tion is sufficient'to limit entry are exceptional. A third
section reviewed'two antitrust cases with the purpose of identify-
ing litigation where the theory might apply, without serving
judgment on the outéomes.

Professor Scherer attacks this paper on several fronts, but
he does not address the main arguments. Scherer maintains that
the failure to distinguish patenting from research and development
is a fatal flaw; he cites the numerous patents attached to most
products as a devastating criticism; he introduces complementary
patents and the history of the Xerox litigation as crucial over-
sights. Although Scherer's arguments bear on the subject matter

of this paper, they sidestep the main issues. Scherer uses strong



languége in his discussion, but his comments are peripheral to the

intent of the paper and at several points he has not followed
through the implicafions of his own arguments. A closer inspec-
tion shows that his arguments do not weaken the results in this
paper.

Scherer calls attention to the distincgﬁpgﬁbetween patenting
and research and development activity. Clearly patenting and
research and development are not equivalent, and they were not
assumed equivalent in the paper. The issue of patent protection

raises two basic questions which are central to the paper and

which I had hoped Professor Scherer would address:

(i) Are the conditions required for preemptive'
patenting so restrictive as to make it an

impossible events?

(ii) Does the preemption theory apply to
investments in R. & D. in the absence of

effective patent protection?

Scherer claims that cases in which the outcome of competition
is determined by a patent race are exceptional. A large part of
the paper examined the question of patent protection, and we are
in agreement on this point. The issue, however, is whether pat-
enting is ever an important element of entry-deterring behavior.
It is not surprising to me that a broad study of patent records

would show that most do not fit the dimensions of the simple
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model ih this paper. This does not address the questidn of
whether patent protéction can be sufficient to allow pfeemptivé;
behavior in isolated circumstances.

The simple patent model in this paper presents a vivid, if
not typical, example of the incentives for entry-deterring behav-
ior. Even if patent protection is never sufficient to impede
entry, there remains the possibility that the preemption theory
can apply to accelerated investments in research and development.
Assuming new product developmént requires a substantial commit-
ment of resources, it is possible to show--using arguments similar
to those in section 2 of the paber-—thap an established firm can
have an incentive to introduce products before its competitors.
The incentive ié the ability to coordinate pricing and production
decisions so as to.avoid the profit losses associated with
rivalry. There are also limitations to the gains from preemptive
behavior, as the costs of aggressively anticipating entry could
outweigh the costs of rivalry.

Preemption requires an advantage from being first. Patents
are an example of winner-take-all, but learning economies,
irreversible investment (which can include R. & D.), or product
differentiation can also provide gains to an innovating firm that
strictly exceed the benefits from imitation. The possibility of
avoiding or reducing losses on existing products provides an extra
incentive for an established firm to be the first to introduce

potential substitutes. It is the direct reward from innovation
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and not just the desire to exclude competitors that motivates

accelerated investment4by an established firm. Only in the very -

exceptional case of purposeful development of sleeping patents is
entry deterrence the main concern. There are many reasons why an
established firm may not be the innovator: complacency, ineffi-
cient technology, oversight, and luck are a few. And the gains
from imitation can be large enough to redice or eliminate incen-
tives for preemption. The relevant point is that patent protec-

tion is not the key to preemptive behavior.

Scherer cites the typically large number of patents attached -

to products as another criticism of the paper. Complex technolo-
gies do integrate numerous innovations, and cases where single

patents define a product are not common. Preemptive patenting is

also unusual, but it is not limited to cases where a single patent

circumscribes a'product area. If patents, individually or in a
portfolio, make ehtry more difficult, the arguments in this paper"
apply. Most individual pétents will not deter entry into a
significant markét, but a collection of patents can increase the
cost of entry in the absence of cross-licensing agreements. In

this situation, just as a single patent will not impede entry, a

single patent also will not assure an entrant technological access

to a product area. The argument cuts both ways.
The efficacy of patents, and R. & D. more generally, in
deterring competition depends on the extent to which patents and

the accumulation of technical know-how make entry more difficult

over time. A distinct "finish" in a patent or R. & D. competition
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is unnecessary if a potential entrant reasons that the costs of
catching up to an established firm, or just participating as an
also-ran, are greater than the potential rewards.

Scherer raises questions pertaining to patent complementari-
ties, which I had avoided to focus on the pure incentives for
preemptive behavior. Patent complementarity can strengthen the
argument for preemption. This is evidernt -from Scherer's discus-.
sion, if he would take the analysis one step backward in time. To
the extent that a patent dominates improvement patents, it allows
the patentee the option of developing the improvement or blocking
its use. The increased protection of a dominant patent makes it
more valuable in an entry-deterring strAtegy. An established firm
has a greater ihcentive to develop a dominant patent because it is
potentially effective in limiting competition, at least from
product improvements. Of course, dominant patents may apply more
to examples of technological breakthroughs where the potential
rewards and the uncertainties are large enough to’stimulate
_research and development on many fronts. Also, since all firms in
an industry stand to lose from excessively restrictive patent
enforcemen£, this encourages cross-licensing arrangements.

Scherer devotes considerable space in his comments to the
particulars of the SCM v. Xerox case and its antecedents. My
purpose in reviewing this case was not to determine whether SCM
was a legitimate potential competitor in the electrostatic copy-

ing market, or whether the decision was just. I was interested in
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identifying examples where preemptive patenting was, or could have

been, an issue in an antitrust litigation. Both SCM v. Xerox and

Kobe v. Dempsey Pump involved, at least in part, the allegation

that patent accumulation was an element of monopolizing behavior.
The decision in the SCM v. Xerox case rested on the legality of an
expired grant-back agreement, while in the Kobe case, unduly
agressive patent enforcement was a main gonsideration. My objec-
tive was to consider the potential scope for preemptive patenting
as an alternative to the issues which occupied the courts. Any
assessment of preemptive patenting in an antitrust proceeding
requires a critical examination of the particular circumstances,
and even so, the welfare implications are contradictory, because
preemption requires accelerated investment in research and devel-
opment, with only a probability of successful entry deterrence.
Scherer's comments address issues which are relevant to a
full policy analysis. My purpose was to describe the incentives
for-accelerated‘product develbpment by an established firm and to
discuss its general_implications for market structure and economic
efficiency. I did not intend this paper to be a policy analysis
or an evaiuation of specific cases. The analysis can be extended
to include questions raised by Scherer, While these issues they
affect the incentives for preemption in specific circumstances,

they do not invalidate the arguments presented in this paper.
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AN ECONOMIC DEFINITION OF PREDATORY PRODUC INNOVATION :

‘Janusz A, Ordover
Robert D. Willig*

I. Introduction

Many forms of business behavior have been attacked as predé-
tory since the enactment of the Sherman Act in 1890,1 However{ we
think it can be fairly concluded that neither the courts? nor
legal and economic scholars3 have been able to develop a general

standard of predatory behavior with which to test diverse

* .
Professors of Economics, New York University and Princeton
University, respectively. The research reported on here was sup-
ported by the .Federal Trade Commission and the National Science
Foundation, '

1 35 U.S.C., §§ 1-7 (1976). Predatory behavior comes also within
the purview of the Clayton Act, 15 U.S.C. §§ 12-27, of" the
Robinson-Patman Act, 15 U.S.C. §§ 13-136, 2la (1976), and of the
Federal Trade Commission Act, U.S.C. §§ 41-51 (1976).

2 Early cases of alleged predation are briefly reviewed in L.
Sullivan, Antitrust (1977), ch. 2. See also ABA Antitrust Section
Monograph No. 4, "The Robinson-Patman Act: Policy and Law,"

volume I (1980). For an extensive review of the post-Areeda-
Turner cases, see J, Hurwitz et al., "Current Legal Standards of
Predation," in this volume.

3  The recent outpouring of writing on predation has been stimu-
lated by P. Areeda and D. Turner, "Predatory Pricing and Related
Practices under Section 2 of the Sherman Act," 88 Harv. L. Rev.
679 (1975). Scholarly responses to this article are critically
examined in P, Joskow and A. Klevorick, "A Framework for Analyzing
Predatory Pricing Policy," 89 Yale L. J. 213 (1979) and in J.
McGee, "Predatory Pricing Revisited," 23 J. Law & Econ., 289
(1980).




industrial practices for possible anticompetitive effects or
intent. In section II ‘of this paper, we present an econoﬁically
sound and judicially workable general definition of predatory

behavior and briefly explicate its various elements.? We argue

that predation should be defined as a response to a rival that

sacrifices part of the profit that could be earned, under competi-

tive circumstances, were the rival to remaitfi viable, in order to

induce exit and gain consequent additional monopoly profit.

In section III we indicate how the much-discussed cost-based
tests.for predatory pricing can be deduced from this general
standard. This permits us to clarify these tests and to expand
their scope to apply to realistic instances of multiproduct
firms, |

With this material as necessary introduction, we turn, in
section IV, to the main focus of this paper--the development from
our general standard of specific tests to distinguish between
predatory and procompetitive product innovations.

We find that antitrust scrutiny of product innovations is not
a priori unwarranted. Surprisingly, we find that even genuine
innovations (that is, new products that in some regards are supe-
rior to existing ones in the eyes of both engineers and consumers)
can in fact be anticompetitive. Such predatory innovations do not

provide benefits to consumers that are worth the cost, and are

4 For a fuller discussion of our general definition, see J. A.
Ordover and R. D. Willig, "An Economic Definition of Predation,”
Economics Discussion Paper (1981).
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motivated by the additional monopoly profits that are made pos-
sible solely by the exit they induce. \

We analyze two types of exit-inducing tactics that entail
introductions of new products and that may or may not be anti-
competitive. The first tactic is the introduction of a new prod-
uct that is a substitute for the products of the rival firm and
that endangers its viability by divertinéfiég sales. While this
tactic in itself has not been scrutinized in antitrust litiga-
tion, it has been a part of more complex tactics that have been

the subject of an important and rapidly growing line of cases. .

These tactics are employed in the context of §yStems rivalry.

They entail introductions of new systems of components that are

incompatible with components manufactured by.rivals, together with

the constriction of the supply of components that are complemen-

tary to those of rivals. This complex tactic endangers rivals'
viability by iﬁducing consumers to bypass their use of rivals'
products.

In sections V and VI we develop workable tests for ascer-
taining whether or not such tactics involve predatory product
innovation. These tests reflect two novel considerations that
have not been incorporated in any existing tests for predatory
behavior. First, as detailed in section V, our standard leads us
to the scrutiny of the R. & D. investment in the innovation.
Second, as detailed in section VI, our standard implies that in
. the context of systems rivalry, the predatory act may be the

upward repricing or withdrawal of the preexisting components

-303-



complementary to the rivals' products. We provide an overview of
these matters in section IV. In section VI we show that the wdrk—
able tests derived from our general standard can protect competi-
tion and deter anticompetitive product innovation without distort-
ing incerntives for procompetitive innovation and without unduly
téxing scarce judicial resources,

éinally, in appendices we discuss tlre application of our
standard to the scrutiny for predation of product preannouncements
and cross-market entry.

II. General Standard of Predatory Behavior T

Our proposed general standard of predation is founded on a
natural and basic interpretation of the phrase "intent to monopo-
lize" that is central to the antitrust statutes under which busi-
ness behavior is examined. A predatory practice is an action
undertaken with the intent to increase monopoly power by means of
inducing the ex@t of a rival. Here, by "intent," we mean that the
essential purpose of the praétice was the additional monopoly
power that would result from the rival's exit. It would be clear
that monopolization was the purpose of the practice if the prac-
tice would have been unprofitable without the exit it actually
caused, but profitable with it. Obviously, even if a practice.
caused a rival's exit, it would not be predatory if it would have
been profitable without any additional monopoly power resulting
from the exit. Thus, in our interpretation, there is intent to

monopolize if the practice can only be rationalized by means of
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the additional monopgly power it generates. From this interpreta-
tion of intent, it tﬁen follows that predatory behavior can be -
defined as a response to a rival that sacrifices part of the
profit that could be earned, under competitive circumstances, were
the rival to remain viable, in order to induce exit and gain
consequent additional monopoly profit.

A market must have several structu¥4il Characteristics for a-
practice that induces a rival's exit to generate additional monop-
oly power and thus conceivably violate our general standard of
predatory behavior. First of all, a market must be horizontally
concentrated. In an unconcentrated market, there is sufficient
competitive discipline from the remaining rivals to eliminate
monopoly power, irrespective of the exit of one of them.

Second, a market must be protected by a form of entry

barriers that we term entry hurdles. These exist whenever the

prospective eh&rant is cost disadvantaged vis-a-vis the incumbent,
solely because thé incuhbent is already functioning as an ongoing
concern, while the entrant has not yet committed the requisite
resourées. The cost difference between the entrant and the
incumbent vanishes, once the prospective entrant overcomes the
entry hurdle and enters the industry. 1In general, entry hurdles

arise when investments are not fully reversible.® The necessity'

5 The importance of sunk and fixed costs for market organization
is fully explicated in W. J. Baumol and R. D, Willig, "Fixed
Costs, Sunk Costs, Entry Barriers, Public Goods, and the
Sustainability of Monopoly," Q. J. Econ. (forthcoming).
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to sink, and thus to put totally at risk, the irreversible portion
of the requisite investment in effect faces the- prospective en-
trant with a cost disadvantage relative to the incumbent. Because
potential entrants, but not actual entrants, are disadvantaged by
entry hurdles, the incumbent may have an incentive to push the
entrant over the entry hurdle and to thereby gain incremental
monopbly power. Conversely, where theresare no entry hurdles
there can be no incentives for predation because prospective en--
trants constrain the market power of the incumbent as effectively
as do actual entrants.

Lastly, for a tactically induced exit to augment extant
monopoly power, a market must be charactérized by the presence of

reentry barriers. A reentry barrier is defined as the additional

cost which must be incurred by a firm which has exited in order

to restart its operations. If all physical and human capital that
has been retooled or dispersed upon the firm's exit can be cost-
lessly reassembied, then no feentry barrier exists. Absent
reentry barriers, a firm confronted with possibly anticompetitive
behavior of its rival can shut down its operations and then cost-
lessly reenter the market as soon as the alleged predator attempts
to recoup profits which he sacrificed during the predatory
campaign. Thus, where reentry barriers are truly inconsequential,

recoupment of sacrificed profits would not be possible, because the
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dominant firm's rivals would always remain viable. Consequently,
there can be no motive for predation absent reentry barfiers.6 »

To summarize: in a market which is horizontally un-
concentrated, or in which entry hurdles and reentry barriers are
not significant, a dominant incumbent firm cannot hope to earn any
additional monopoly profits from the induced exit of a rival. 1In
such a market, actual and potential compgziégrs effectively
constrain the market power of an incumbent firm, whether or not
the rival whose exit is at issue remains viable.

Here, then, there can be no motive for predatory behavior.
Consequently, behavior need not be scrutinized for predation and
should be presumed procompetitive if the market inlwhich it occurs
is unconcentrated, or has no entry hurdles, or has no reentry

barriers. Thus, ascertaining whether the relevant market has

these characteristics is a structural test that should be per-
formed prior télthe application of any test like ours to allegedly
predatory behavior.’

In markets ihrwhich all of the structural preconditions
listed above do not obtain, a firm may rationally engage in anti-

competitive behavior, with the intent of inducing exit of a rival,

6 It is interesting to note in this regard that Robert Bork's

argument that successful predation is impossible, or unlikely,

depends significantly on his unstated assumption that rivals of
the alleged predator do not face significant reentry barriers.

See R. Bork, The Antitrust Paradox (1978), pp. 149-54,

7 In this regard we are in agreement with the two-tier approach
advocated by P. Joskow and A. Klevorick, note 3 supra.
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in order toﬁgain additional monopoly profits. The hallmark of
such anticompetitive'predatory behavior is that .it entails a

sacrifice of a part of the profit that could be earned, under

@

competitive circumstances, were the rival to remain viable.
The possibility of gaining additional monopoly profits pro-

vides the necessary element of motive for engaging in anticompeti--

&3

tive Sehavior. On the other hand, the mere-fact of a rival's exit
as a result of the alleged predator's action--even in markets in.
which exit does lessen competition--does not constitute proof that
predation actually took place. Indeed, exit-inducing actions . - s
cannot be considered predatory if they are a part of competitive
interactions. Because of cost or other disadvantages, not every
entrant or existing rival will be assured positive‘output and
profits in a sufficiently competitive marketplace. Such ineffi-
cient rivals could be induced to exit by actions which the incum-
bent would find profitable without his taking account of their ot
effects on the rival's viabiiity and on any consequent additional

monopoly profits. Such actions are innocent of predation under

our standard.

)

Under our standard, predatory sacrifice of profit is
assessed under the premise of the continued viability of the
rival. This possibly counterfactual premise means that the rival
remains ready to produce, should he so choose, without incurring
new startup costs, whether or not he has actually ceased produc-

tion. Thus, the continued-viability premise is equivalent to the
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premise of the absence of reentry barriers. Then, a firm's action
entails predatory saérifice of profit if there is some alternative
action which would yield greater profit if there were no reentry
barriers. The fact that such an action was chosen by a firm
indicatesvthat it was motivated by the thereby induced exit of its
rival.

These concepts are illustrated in t&ables 1 and 2, which dis-—
play the present discounted values of the profits of the incumbent
under various scenarios. The actual action of the incumbent
induces the exit of his rival, while the‘alternative action does
not. The numbers displayed in table 1 indicate that the incumbent
has incentive to choose the exit-inducing "actual action," because
it yields him a.profit of 110, while the alternative yields only
105. However, here, this choice is predatory because under the
counterfactual premise of the continued viability of the rival,
the actual action entails a profit sacrifice of 5; that is, the
difference between 105 and 100. |

In contrast, the choice by the incumbent of the "actual
action" in the scenario of table 2 is not predatory, even though
it does induce exit. The incumbent does have incentive to make
this choice, because it yields him a profit of 110 instead of the
profit of 95 that he would earn from the alternative action. How-

ever, the actual action entails no predatory sacrifice of profit,
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because it yields higher profit even under the premise of the

continued viability, of the rival.®

INCUMBENT
ACTUAL ACTION ALTERNATIVE ACTION

v

I
R A

B 100 105
I° L R

E
v
A E

X
L I 110

T

S

TABLE 1

It should be emphasized that our definition of predatory
profit sacrifice is not that short-run profit be sacrificed for

future monopoly gain., For example, the actual action of table 1

9 An alternative display of these data focuses on two different
measures of the profit of the incumbent, given his action: the
true profit and the profit he would earn given the viability of
the rival. For table 1, these figures are as follows.

Actual Action Alternative Action
True profit 110 105
Profit with 100 105

viable rival

The actual action is rational, inasmuch as 110 exceeds 105, but it

is predatory, because 100 is less than 105. This viewpoint per-
mits uncertainty in the rival's response to be readily incorpora-

ted in the test for predation, by regarding the profit figures as
expected values.
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might earn current period profits of 10, while the alternative

action might earn only 5. Then, despite the fact that the actual

INCUMBENT
ACTUAL ACTION ALTERNATIVE ACTION
v
I T
R A T
B 100 95
I L
E
\%
E
A X 110
I
L T
S
TABLE 2

action maximizes short-run profit, it is nonetheless predatory
because it does not maximize overall profit, given the rival's
viability. An effect of this kind nee<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>