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Chapter 10

Predatory Pricing in the Retail Trade:
The Wal-Mart Case

Donald J. Boudmaux’

1. Introduction

In 19'87, Wa_l-Mm began selling pharmaceuticals in Faulkner County, Arkansps
Consistent v:wth its overall retail strategy, Wal-Mart sought 0 sell a higé volume oi'
pharmaceuticals at low margins, Wal-Mart’s explicit policy was o never be
undersold on a pharmacy item, Although the manager of each local Wal-Mart
l;;:énmy had no authority to msa prices above thoss set at Wal-Mart's
ﬁvﬁquammmw; :ce}; ﬁa@f:: ;{:; pimt;ed to lower prices to beat those charged by
ore . :
Wabl‘;fan for the individualp items it reta?;::fe{i pelov the wholesale prics pudty
‘ redictably ~ in Light of antitrust’s history of being used b
their more successful rivals (Baumol and Ordo?er (1985?; McChJ;mﬁ;?smt; };‘ol;sgg::;
(1995) - Wal-Mart was sued in 1991 by three local pharmacies for attempting to
motopolize the m!srket for pharmaceuticals and health and beauty aids iﬁn;?paﬂﬁier
?omzr.y. This suvit, American Drugs, Inc. v. Wal-Mart Stores, Ine. therecinafior
Wai:«Mzzr: Stores”), was brought in Arkansas state court under :Mkansas’s Unfair
Practices Act, & 1937 statute reminiscent of the Robinson-Patman Act. Although
Wal-Mart lost in a bench trial, it narrowly prevailed on appeal to the Arkansas
Supreme Cf:uzt which found that Wal-Mart’s pricing practices could not reasonabl
have been intended to destroy competition (as is required by the Act). y
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Apart from the attention it received in the popular and business press, Wal-Mart
Stores raises a host of interesting economic and antitrust issues. I explore some of
these issuss below, In particular, [ ask what it means to assert that a retailer intends
to monopolize an appropriately defiged retail market through predatory pricing:
when, if ever, are such attempts sensible? Can a retailer attempting to monopolize
through a predatory-pricing strategy ever hope to do so by pricing some, though not
all, of its retail items below invoice cost?  Perbaps most fundamentally, I ask
whether it can make any sense to distinguish predatory from non-predatory costs, as
is now done with the Areeda-Turner test. I also explore the still-largely-unexplored
question of the incentives of manufacturers or wholesalers to take steps to keep
retailing competitive. I begin, however, with a fuller sccount of the Wal-Mart

Stores litigation.

2. The Litigation

Three local pharmacies in Faulkner County (American Drugs, Baker Drugs, and
Mayflower Farily Phammacy) jointly sued Wal-Mart under an Arkansas statute
designed to prohibit predatory pricing. Because plaintiffs sought, in addition &
dsmagzes, to enjoin Wal-Mart’s pricing practices, the case was removed to chancery
court.

Wal-Mart was accused of violating the statute in two distinct ways. The first
was a straightforward predatory-pricing allegation based on the Arseda-Tumer
(1975) test: the plaintiffs accused Wal-Mart of altempting to monopolize the
Faufkmer County retail market for pharmaceuticals and health and beauty aids
through its policy of retailing a handful of its pharmacentical items st prices below
the invoice costs Wal-Mart paid for these items. Plaintiffs’ expert economist
testified that the imvoice cost of any pharmaceutical item is less than the averuge
variable cost (AVC) of selling ¢his item. 1t follows that Wal-Mart’s below-invoice
prices on a handful of items were also below AVC. Moreover, this expert
economist argued that failure to maximize profits on any single product violates the
Areeda-Turner test end is, thereby, evidence of predatory intent. Under this logic,
the fact that below-invoice prices on pharmaceuticals items might increass Wal-
Mart’s profits on other items is irrelevant for a predatory-pricing inquiry.

Second, Wal-Mart was accused of trapping gullible consumers who, hured onto
Wal-Mart’s premises by the promise of exceptionally low prices on sefect items,
would also purchase items with exceptionally high retail mark ups. The plaintiff’s
pleadings against Wal-Mart lumped the second allegation in with the first; it is as if
the plaintiffs and their attorneys saw no difference between the two allegations. I
do not here address the allegation of ‘low-price luring’ because it is not really an
allegation of predation, and the trial decision as well as the appellate opinion tumed
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exclusively on the plausibility of the claim that Wal-Mart sttempted to mo i
1
the relevant market through predatory-pricing practices. mepete
In particular, Wal-Mart allegedly violated the following statutory provision:

1t shall be unlawful for any corporation en, i i

shall b _ .+ . engaged in husiness
within this state, to sell, offer for sale, or advertise for sale smy article or
;m‘dv::ct.. - - at less than cost thereof to the vendor . . . for the purpose
of injuring competitors and destroying mz:z;».etit;imi.4

Thus, a successful plaintiff must prove three te facts: {1

priced (or offered to sell) a good “at less lhansgtmto’ the dei’ex):xd;m:;t?;) d&mm
below-cast pricing was done for the purpose of injuring competitors, and (3) that
such baioww.osff pricing was done for the purpose of destroying competition.

o The plaintiffs presented undisputed evidence that Wal-Mart oceasionally priced
mdn:ruiual p%wmacentical items below these items” invoice costs, Indeed, Wul-Mart
admitted this much. Waj-Mart, bowever, denied that its practice of pricing s
bandful of items below invoice amounted to unlawful below-cost sales. Wal Mact
insisted tha: the relevant product is not any individual item; rather, the relevant
product is a market basket of pharmaceuticals. Becanse there was no allegation that
W':;X-Max’t ever 801d any bundle of pharmacenticals at an Bggregate price below cost -
- in fact, the faulkner County Wal-Mart's pharmacy was continually profitable
during the entire period of the alleged predation — if the relevant product was
&:ﬁ;@}c}ltas & market-basket of pharmaceuticals, then Wal-Mart would wirt the case
s .

’ The trial court, however, accepted the plaintiffs’ argument that the statute was
aimed at below-cost pricing of individual items and could not sensibly be interpretad
to mean “below-cost pricing of a market basket of goods.” Ilater discuss this issue
in more depth,

The trial court then, having concluded that Wal-Mart did indeod price below
cost, asked whether or not such pricing was intended to injure competitors and
desttﬁ? competition. Recognizing that direct evidence of & firm’s intent is virtually
nonexistent, the trial court understandably sought to decipher intentby examining the
facts and circumstances surrounding Wal-Mart's challenged pricing practices.

The court listed six circumstances that jn combination strongly suggested to it
that Wal-Mart’s below-cost pricing was meant to harm competitors and destro
competition. These six circumstances are: d

* The number and frequency of below-cost sales,

® The extent of below-cast sales.
mgar; :izifn 8 stated pricing policy ~ “meet or beat the competition without

* Wal-Mart’s stated se of below-~cost - i i
number of customers to Vﬁmm it st disproportionate

187



¢ The in-store price comparison of products sold by cumpetitors, including
plainti ffs.

* The disparity in prices between Faulkner County prices of the relevant
product-lines and other markets with more or less competition.

With o additional comment, the trial court concluded that the combination of
these six circumstances proved that Wal-Mart priced with the requisite predatory
intent. Therefore, Wal-Mart was ordered to stop charging below-invoice prices for
its pharmaceuticals, as well as to pay treble damages (of $289,407) g0 the three plaintiffs.

Wal-Mart appealed. In Fanuary 1995, the Arkansas Supreme Court voted 4 to
3 to teverse the trial court and dismiss the case. The high court ruled that these
six circumstances provided inadequate grounds for the trial-court’s inference of the
requisite predatory intent. First, the high court was dissatisfied with the failure of
the lower court to quantify the frequency, extent, and duration of Wal-Mart’s below-
cost sales.” Secondly, the high court implicitly criticized the trialjudge’s failure
to weigh altemnative interpretations of Wal-Mart’s pricing practices against the anti-
competitive hypothesis advanced by the plaintiffs. The high court ruled that, because
Wal-Mart regularly varied the few items it sold below invoics, its pricing practice
was more plausibly one of loss-leading designed to attract greater traffic into the
store. (reater customer traffic increases present profits, and so is not appropriately
described as predatory: “the chancery court erred in inferring @ puspese to destroy
competition from a loss-leader strategy.™ The court proceeded to poiat out that,
under the lower-court’s logic, loss-leading would become prima facie evidence of
predatory intent; loss-leading would thus become illegal, “and we are not willing to
invalidate, and indeed render illegal, the technique of using loss-leader products or
services without a clear directive from the General Assembly that that is now the
public policy of the State of Arkansas, "

The high court also found no necessary implication of intent to destroy
competition from Wal-Mart's in-gtore price comparisons, nor from the disparity
between the prices charged by the Faulkner County stare and those charged by Wal-
Mart stores elsewhere in Arkansas. “There is certainly no fault in comparative
pricing. On the contrary, that tactic appears to foster and encourage competition .
. -« Noris the fact that Wal-Mart stores in other localities varied the prices of their
products in response to local competition sufficient to gmvc that Conway Wal-Mart
intended to destroy competition in Faulkner County.*:0

In short, a bare majority of Arkansas’s Supreme Court understood that evidence
of below-invoice pricing, even combined with local variations in prices, has a
plausible pro-competitive explanation. As such, any inference of predatory intent
from these facts alone is invalid.

The high court discussed three additional reasons why an inference of predatory
intent is inappropriate in this case, The first is that the plaintiffs "all continued into
1993 making 8 pmﬁ!;.‘“ Although it is not necessary that an allsged predator
sactually destroy a rival in order to violate the statute ~ below-cost prices combined
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with predatory intent is sufficient - failure to destroy & rival is nevertheless evidence
against an allegation of predatory intent, Presumably, a firm with pockets as deep
as Wal-Mart could well have crushed each of the plaintiffs had it been so inclined.

Second, the market was served by several other pharmacies in addition to Wal-
Mart ar{d the plaintiffs.}? Many of these other pharmacies were national retailers,
Recouping its predatory expenses would have required that ‘Wal-Mart charge
monopoly prices after rivals had been destroyed. Ability to charge monopoly prices,
%sowever, required either that Wal-Mart successfully prey on all of its rivals ~
including national mail-order houses - or that Wal-Mart successfully conspire to
cartelize the market with those rvals against whom it did not prey. No allegations
were made of either of these additional tactics. The lesson here is that allegations
f’f predation against only a subset of rivals should be sufficient grounds for dismissal
if the statute requires that the plaintiff prove an intent by the defendant to destroy
compatifion.

Tl:"ird, the Arkansas Supreme Court took explicit notice of the statute’s
depression-ers origins. As the court pointed out, the legislature declared the statute
to be “ap emergency measure” aimed at avoidinsg bankrupicies which would
“increasle] the prevailing condition of depression. "1 Regardless of the prudential
merits of assisting macroeconomic recovery through legislation aimed at stemming
bel?W-cost pricing, the court wisely ruled that this statute should ot generally be
aw.:adabla for use by plaintiffs dismayed by rivals’ loss-leading policies, Arkansas’s
high court implicitly recognized what the United States Supreme Court explicitly
spe}led out nearly a decade earlier in the Marsushita decision: “cutting price in order
Eu increase business is often the very essence of competition, Thus, mistaken
inferences in [predatory-pricing cases] are especially cosziy, becsuse they chill the
very conduct the antitrust laws are designed to protect. "1

3. Broader Economic lssues

‘Steppi:ug back from the details of the Wal-Mart Stores ruling, it is interesting to
nvestigate more generally some of the economic issues raised by this litigation, 1
focus on four. First, is predation possible when a firm charges prices below costs
on only a handful of items that it and its rivals sell? Second, under what conditions
will manufacturers who distribute through a suspected predator take steps to police
against .this downstream predation? Third, does monopolization at one stage of
pmdu.ct}on necessarily harm firms upstream or downstream from the monopaolist if
Bmgammg between the upstrearn and downstream monopolists is possible? In a
recent article, Hovenkamp (1991) argues that it does not. 1 argue below the
contrary., Fourth and most fundementally, does it mske senmse o distinguish
predatory from non-predatory prices on the basis of costs?
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3.1 Single Good or Merket Basket?

The trial court in Wal-Mart Stores rejected Wal-Mart’s argument ‘that’belaw—llnvmce
pricing of a handful of items does not amount o below-cost pricing of the hnd the
statute aims to prohibit. Claiming to read the statute aecording to its piam'mmmg,
the trial court noted that “‘the Act’ applies to ‘any article or product’ and not
*market basket’ or ‘overall product line’ cost.*1% While it is.tme ﬁxaf the statute
prohibits below-cost pricing of "any article or product,” the ma%-couft § ressoning
begs the question of how to define "article® or *product.” The statute 1ts?1f does not
define these terms. Although it may appear superficially that the words "any article
or product® means, literally, any individual article or product, ?veli«mepwd
principles of statutory censtruction require that words be mmrpretfﬁd in accordance
with the overall intention of the statute.1®  The statute claims to pmmo!ff
competition, It follows, then, that the interpretation of "any article or product
should accord with the statute’s pro-comupetition purpose. )

So, itis appropriate to ask which interpretation best pmfnotes the ‘statute $ pro~
competitive goal: the trial-court’s literal *individual item" interpretation, of Wal-
Mart’s "market baskei® interpretation. If it is possible to mompol:um g ma:k:et b‘y
pricing a handful of items below cost, then the court's literal mterprfftauon is
justified. Butbecause success at predation is impossible ufx{ﬁss the }?reéxxar s below-
cost prices threaten rivals’ existence - otherwise competition persists — beivwmog
pricing of a mere handful of all items comprising the ::elevant ;u:oduct market 18
unlikely to promote monopolization. Hence, the proper interpretation of thﬁ-siaww
in this case requires that the relevant items be defined as a "market basket o}' ‘ali
pharmaceuticals —~ a market basket which, if priced below cost, threatens compelition
in the retail pharmacy market. o

If the product market is appropriately defined as a basket cw&ng of, say,
anslgesics, antihistamines, and decongestsats, then below-cost pricing occurs only
if the combined revenues received from the sales of these three products fall short
of the combined costs to the retailer of these products. If this revenue exceeds the
cost, then the retailer’s pricing policy does not threaten the existence of equaf%y
efficient rivals, This conclusion holds even if one or two of these thres products 18
priced below invoice cost. As long as the seller’s combined revenues on sales of
these three products exceed its corbined costs of selling these products, all equally
efficient rivals can mimic the seller’s pricing scheme and avoid losses.

Of course, the foregoing discussion presumes the product markﬂt to be
appropriately defined. It may be, say, that decongestants really constitute & mar?cet
of their own. If o, it is irrelevant if the combined revenues on sales of analgesics,
antihistamines, and decongestants exceed the combined costs of these three products.
If a firm prices decongestants below cost, such pricing (were it a real threat to
competition among sellers of decongestants) would threatezn to rgnncpolme an
appropriately defined market. But once the product market is appropriately defined,
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predation paquires that the eatire bundle of products comprising the market so
defined be sold at prices that generate revenues below cost.  Otherwise, equally
efficient sellers of this product are not threatened with bankruptcy by the alleged
predator’s pricing behavior. Thersfore, in Wal-Mar Stores, because sll parties
agreed that the relevant product market was "pharmacenticals and health atd breanty
aids, " the court misused the Areeda-Turner test to erroneously find that Wal-Mart's
prices viclated the statutory prohibition of below-vost pricing,

3.2 Manufscturers’ incentives to Keep Retailing Competitive

1t has long been understood that monopolization of two or more stages of production
of any guod reduces the total amount of monopoly profits eamed by the "successive
monopolists. 18 That s, if only ope stage of production is monopolized, all
others heing competitive, the size of the resilting monopoly profits at that one stage
will be larger than the sum of the monopoly profits eamed by two or more
mogopolists within a single vertical chain. It follows that a monopolist at one stage
of production has an interest in avoiding monopolies at other stages of production.
Every firm, monopolist or compstitor, prefers to purchsse its inputs from
competitive suppliers rather than from monopolists; likewise, every supplier prefers
to sell its outputs to co itive firms rather than to monopalists {(who may or may
not be ltm:vr.a,a;:s:::fl:u‘*.x*ts}*1 The reason is straightforward: downstream monopolists
restrict output below levels that would prevail under downstream competition. Thus,
demands for the outputs of upstream firms is lower than otherwise. And note that
this is true regardless of whether the upstream stage is monopolized or competitive.
All upstream firms suffer if there is downstream monopolization,

Thus, any manufacturer will take steps to ensure that the retail sector remains
competitive if the benefits to the mapufacturer exceed the manufacturer’s costs of
taking these steps.?0 As a practical matter, the likelihood that such steps will be
worthwhile is positively correlated with the extent of monopoly power enjoyed by
the manufacturer, A monopolist producing aspirin is more likely to police against
downstream monopolization of pharmacies than is an aspirin maker who is one of
bundreds of such producers. Even more generally, whether or not such policing
oceurs depends on how many manufacturers of retailed products stand to share in
the bepefits of policing.

Practically, what steps might an upstream monopolist take to help ensure that
retailing remains competitive? If we put aside antitrust-law’s artificial restrictions
on manufacturers’ ability to contract with retaﬂers,zl one possible manufacturer
response comes immediately to mind, namely, minimum ressle price maintenance
(RPM), If a manufacturer suspects a retailer of attempting fo monopolize the retail
market through predetorially low prices (and if the manufacturer baliavea that the
predatory retailer has a substantial chance of success), the manufscturer can insist
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in its contracts with the renegade retailer on minimum resale prices above predatory
levels.

Other upstream strategies include refusing to deal with a suspected downstream
predator, charging higher wholesale prices to the suspected predator than those
charged to the predator’s rivals (or otherwise giving the prey discounts on products
and special assistance with retailing efforts), and threatening a downstream predator
with maximum RPM or sales quotas if the downstream stage becomes
mcnnopolizxed.22

While minimum RPM directly blocks a retailer’s ability to sell below cost those
items covered by RPM contracts, these other strategies raise the costs of attempted
monopalization. Refusals to deal might do so in one of two ways. First, the
manufacturer of the predatorially priced product might refuse to sell this product to
the suspect retailer. The retailer must then find a less-desirable item to use in price
pred.atic;n.23 Second, because a monopolist retailer harms several manufacturers,
an individual manufacturer suspicious of a retailer’s motives might pull its products
even if this firm's products are not those on which the retailer is charging
predatorially low prices. [f the manufacturer’s brand is important enough to the
retail trade that any retailer not carrying this brand is at a substantial competitive
disadvantage, then refusals to deal by this manufacturer can play an important role
in policing against downstream monopolization. (I address below the incenrives of
upstream firms to police.) For example, if Coca-Cola believes that Kroger is a
serious threat to monopolize grocery retailing in a particular (and appropriately
defined) geographic market, then Coca-Cola could threaten to pull its products from
Kroger if Kroger continues its monaopolizing efforts. Coca-Cola may do so whether
Kroger charges predatorially low retail prices on Coca-Cola products or on other
1tems.

The same is true for price discrimination. Rather than refuse to deal, a
manufacturer might charge higher wholesale prices to the monopolizing retailer.
Rivals of the predator are thereby advantaged relative to the predator and are, hence,
better able to survive a predatory price war.

Finally, the threat of maximum RPM or sales quotas makes predation less
attractive to retailers. Maximum RPM or sales quotas can force a monopolist
retailer to price competitively. Consequently, a retailer that succeeds in ousting
rivals will be unable to recoup its predation losses through monopoly pricing.
Predation, therefore, is less attractive as a business strategy to the extent that
maximum RPM or sales quotas are available to manufacturers.

Of course, as suggested above, free-rider problems may well frustrate efforts
by suppliers to police against downstream monopolization. I do not here investigate
in full the details of market arrangements that promote downstream policing by
manufacturers. I am content now to suggest the possibility, and to make a few
general remarks. One obvious implication of this discussion is that a retailer who
distributes exclusively one manufacturer’s products is in no position to predatorially
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price in a way antagonistic to the manufacturer’s interest. If, say, an independently
owned Texaco service station sought to monopolize the retail market for Texaco
gasoline in a particular town, Texaco could quite easily thwart this retailer’s
scheme.Z® Free-rider problems do not here exist, and Texaco could be certain
that whatever retaliation it takes against the retailer would have a substantial effect
on the retailer’s ability to successfully conduct business.

But manufacturer policing against retailer monopolization becomes less effective
with increases in the number of different manufacturers whose products are handled
by a predatory retailer. The reason is twofold. First, free-rider problems might
block policing efforts. Even if a manufacturer could effectively threaten to penalize
a predatory retailer, efforts to free-ride on the policing efforts of other similarly
situated manufacturers might block all policing efforts. Second, a menufacturer may
have inadequate clout to punish a predatory retailer. When retailers carry the
products of several manufacturers, only manufacturers whose goods are essential to
retailing success have sufficient clout to police effectively against monopolizing
efforts by retailers. 26 A supermarket contractually bound to sell okra at a price
no lower than invoice cost is unlikely to be dissuaded from pursuing its
monopolizing ways. In contrast, a supermarket contractually prohibited from
charging a predatory price on Coca-Cola may well find that it cannot now as easily
monopolize the retail grocery trade as it would were it able to sell Coca-Cola at
predatorially low prices,

A corollary of this second consideration is that policing by manufacturers is
more likely when retail success depends upon being a "full-service® retailer — that
is, when consumers punish retailers who do not carry consistently adequate stocks
of a minimally wide range of retail goods. In such situations, any one manufacturer
will more likely be able to stymie a retailer’s predatory success by refusing to deal
with a retailer (or by dealing only on unfavorable terms)27 .

The retail pharmacy market seems to be especially of this type. Each major
drug manufacturer is the exclusive producer of several patented drugs; failure of a
retailer to carry any one of these drugs might substantially disadvantage a retail
pharmacy relative to its rivals. Although retail pharmacies in Faulkner County each
carried the products of dozens of manufacturers, failure to stock ome particular
product from any one of these manufacturers might expose a pharmacy to serious
market discipline: if a customer asks for, say, Suprxax,28 and the pharmacy does
not carry Suprax, this pharmacy may well suffer a substantial diminution of
customer patronage if there is no good substitute for Suprax produced by any other
pharmaceutical manufacturer. Thus, the clout of each pharmaceutical supplier to
police against retail monopolization is arguably strong enough to render untenable
any inference of predatory intent on the part of Wal-Mart. Putting aside other
reasons why Wal-Mart’s actions were not plausibly predatory, each drug
manufacturer would plausibly have had incentives to police against monopolization
of pharmaceutical retailing.
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I assumed away, in the above discussion, existing antitrust prohibitions. Under
a legal regime with no antitrust restrictions, it is possible in many circumstances —
and plausible in some — that policing by upstream suppliers against retailers will
adequately thwart downstream monopolization attempts. Matters are different under
the existing antitrust regime. While antitrust law does not now discourage all
varieties of policing efforts — unilateral refusals to deal and sales quotas are
examples of supplier strategies available under existing law — many other policing
methods are illegal. For example, the proscription against both minimum and
maximum RPM blocks what may well be the single most effective tool potentialzl
available to upstream suppliers to keep retail markets free of predators.
Similarly, the Clayton Act (as modified by Robinson-Patman} prevents suppliers
from assisting with differentially lower wholesale prices the prey of a suspected
retail predator. Indeed, Sherman Act §1 prohibitions against collusion may obs-t:rflct
cooperation among suppliers to coordinate and share the costs of disciplining
predatory retailers. Whatever benefits are served by existing antitrust laws must be
weighed against these (as well as other, better-known)”" costs.

3.3 Hovenkamp on Vertical Agreements

The claim that firms at one stage of production might discipline monopolists at other
stages is not new (e.g., Kleit and Coate (1993)), although I am unaware of any
argument that such discipline might obstruct predation. Typically, this claim is made
in the context of a buyer with some monopsony power forcing down prices charged
by a supplier gamering monopoly power through merger. If the buyer has
substantial bargaining power, there is less need to worry about monopolization at the
supply stage. A handful of recent antitrust decisions explicitly rely upon this insight
to strike down attempts to block mergers. For example, in U.S. v. Country Lake
Foods,31 a U.S. District Court refused to condemn a merger of fluid-milk
processors. Although this merger resulted in high concentration among fluid-milk
suppliers, the court focused on the fact that the three largest customers of these
suppliers purchase 90% of these suppliers’ output of fluid milk. The court was
persnaded by the defendant’s claim that the dominance and sophistication of its
buyers would stifle any attempt by the defendant to behave anticompetitively
following the merger,

A similar conclusion was reached in ULS. v .Syujjz,az although in this case
a merger among buyers was challenged. In Syufy, Judge Alex Kozinskd rebuffed the
government’s efforts to block a merger of Las Vegas movie exhibitors. Judge
Kozinski held that the substantial market power of movie producers is sufficient to
check any monopoly power that might exist among Las Vegas theaters.

Hovenkamp challenges the logical bases of these rulings. After rightly pointing
out that "[flirms generally prefer neither to purchase from mcnopolists nor to sell
to them, " Hovenkamp argues — contrary to Country Lake Foods, Syufy, and similar
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rulings — that this fact does not imply that firms at one stage of production have
incentives to destroy monopoly power at another. Hovenkamp's conclusion is
inspired by the Coase Theorem, which "suggests that vertically related firms would
prefer to share the profits of monopoly rather than to compete them away.
Vertically related firms tend to make bargains that maximize Joint profits.”
(Hovenkamp (1991, 1371) (original emphasis).) Hovenkamp concludes from this
fact that monopolist suppliers do not necessarily wish to sell to competitive retailers,
and that monopolist buyers do not necessarily wish to purchase from competitive
suppliers. Rather than eliminate monopoly power at stage n of the production
process, a monopolist at stage m will allow the monopoly at stage # to persist if the
monopolist at stage n shares its monopoly profits with the monopolist at stage m.

Hovenkamp’s conclusion is incorrect. Maximizing joint profits requires that
all stages of the production process, save one, perform competitively. Although
Hovenkamp correctly suggests that vertically related monopolists may have
incentives to cooperate, such cooperation will result in one or the other pricing
competitively. Failure to cooperate in this way among vertically related monopolists
= or failure of one monopolist to compel the other to behave competitively — results
in the "double marginalization" problem. When two or more vertically related firms
each skim off monopoly profits, each taking the outputs and demands of all other
vertically related firms as given, aggregate monopoly profits in this industry are
lower than if only one stage of the production process behaves monopolistically.33

Of course, competitors as well as monopolists want their vertically related
brethren to behave competitively. But unfortunately for firms in competitive
industries, free-rider problems may prohibit them from challenging the exercise of
monopoly power by a buyer or supplier. In contrast, firms with monopoly power
have not only unsullied interests in the competitive behavior of each of their
vertically related firms, they also are more likely than competitors to POSS5ess
effective means of forcing vertically related firms to behave competitively.

One or the other of two vertically related monopolists might, with sufficient
bargaining skills, force the other to behave competitively. If no one firm can prevail
on the other to behave competitively, a vertical merger may result.34 In either
case, vertically related monopolists have both the incentive and the ability to solve
the double-marginalization problem by getting rid of monopoly effects at all but one
stage of production.

3.4 ‘Predatory’ versus ‘Non-predatory’ Prices

Until now, I have not questioned the use of some measure of cost {e.g., AVC) to
distinguish predatory from non-predatory prices. However, cost-based distinctions,
most notably the Areeda-Turner test, are biased in favor of false-positive findings -
- i.e., falsely identifying low prices as predatory prices.35
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A price is predatory if it is reasonably intended to secure a monopoly. But the
symptoms of predation are strikingly similar to those of healthy competition. To
relieve courts of the impossible task of divining defendants’ intent, Areeda-Tumer
(1975} constructed a cost-based test that allegedly offers courts an objective way to
identify predation. Under the Areada-Turner test, prices above average total cost
{ATC) are per se legal, prices lower than ATC but not below AVC are
presumptively non-predatory, and prices below AVC are presumptively predatory.

While the Areeda-Turner test improved courts® treatment of predation claims
by shifting at{ention away from belligerent language ofien found in internal compeny
memoranda (Elzinga and Mills (1994)), this test is fundamentally flawed. The legal
treatment of predation would be further improved if ail pricing practices were per
se legal. No one should have standing to sue for predation based upon a defendant’s
low prices. The reasons are fourfold: (1) misidentifying competitively low prices
as precatory chills competitive behavior; (2) costs are inherently difficult to measure
because they are only imperfectly proxied by sccounting ciata;% {3} firms will
almost never pursue monopolization through below-cost pricing; and (4) the
relationship between price and cost at any moment says nothing about predatory
intent or likelihood of predatory success.

The first two reasons are widely recognized and will not be discussed further.
Although much has been written about the third reason (Easterbrook (1981a)), still
more can be said. But saying more requires first an understanding of the fourth
reason — that is, why the relationship between price and cost yields no information
about predatory intent,

The Areeda-Tumer test rests squarely on the belief that P <AVC conveys
relevant information sbout the firm’s predatory design. The reason P<AVC is
believed to announce clearly a firm’s predatory design is that such a price causes
unnecessary losses for the firm and, hence, "is not & reasonable way for a firm to
incresse profits — uanless the increase is the present value of future monopoly
pricing® (Hovenkamp (1985, 173)). Because a firm in conventional partial-
equilibrium price theory has no good reason to charge prices below AVC, a firm
observed charging such a price must be doing something other than maximizing
profits. That something is concluded to be attempted monopolization.

This conclusion (of a type philosophers label "the fullacy of the residual”) is
invaiid, Due to its unavoidably limited scope, the partial-equilibrium model defines
only & limited number of profit-maximizing reasons for firms to reduce prices, and
no reasons at all for a firm to cut prices below cost. But it does not necessarily
follow that an observed price decrease, inexplicable within the model on profit-
maximizing grounds, is predatory. Predation is only one among several possible
residual explanations for an ohserved reduction in price below AVC,

The conventional model upon which Areeda-Tumer relies is designed to explain
pricing and output decisions by firms producing given products to satisfy given
demands within the confines of well-defined and given constrainis on resources,
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knowledge, and production techniques. Among the real-world phenomena this model
cannol explain are firms’ product-selection and marketing decisions. Product-
selection choices are anslytically prior to the model, while marketing decisions are
implicitly assumed to be unnecessary (because consumer demand for the ipdustry
output is exogenous to the model). However, in reality firms must decide which
kinds and qualities of products to produce gs well as how to market these products.
If pricing decisions are often part of a firm’s product-development and merketing
plan, prices below coaventiopally measured costs are not validly classified as
predatory simply becanse the conventional model has no room for such pricing
practices, Such prices may be a legitimate investment in marketing.

For example, a firms may decide that if it can today build up strong and long-
lasting consumer loyalty, comstruction tomorrow of 8 larger and more efficient
factory will be justified, But how to get the required consumer loyalty? One way
might be to charge, for a time, prices below AVC. Or, as was probably true for
Wal-Mart, & firm can charge prices below AVC on some products in an attempt to
strengthen consumer loyalty as well as to increase current customer flow throngh its
stores.

Under the Areeda-Turner test, such prices are predatory. However, suppose
the firm seeks to engender consumer loyalty by some means other than pricing below
AVC, such as by spending extra funds training sales clerks to be singularly friendly
and knowladgeable. There is no economically relevant difference between these
alternative means of building consumer 10).31;%39 In both cases, the firm "loses”
money today in the hopes of recouping these "losses™ tomorrow. Also in both cases,
rivals are harmed if the firm succeeds; in both cases, rivals may go out of business
altogether. And yet predation is declared only when & firm charges price below
AVC. If training sales clerks is regarded as a healthy competitive exercise, it is not
clear why pricing below AVC is undesirable: both investments help the firm, harm
rivals, and benefit consumers (at least until the firm becomes a monopolist).
Because the Areeda-Turner test ignores possible efficiency fustifications for prices
below AVC, it too quickly labels all such prices as predatory.

Nene of the foregoing denies that a firm's pricing practices can ruin rivals and
leave the firm with a monopoly. But it does point out not only that prices below
AVC gre an investment, but that these investments differ in no fundamental way
from other investments that attract consumers at the expenss of rivals, Pricing
below cost is u particular form of investment, and nothing in the conventional model
suggests that investments in the form of prices below AVC are sny more (or less)
likely than other investments to generste monopolized markets. A genuine theory
of predation must plausibly distinguish investments likely to generate welfare-
reducing monopolies from investments unlikely to do so. Focus on the relationship
of price to cost does not adequately distinguish predatory from nponpredatory
investroents.
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There are, though, several well-known reasons for doubting that predation ever
takes the form of below-cost pricing (Easterbrook (1981a)). To these well-known
reasons, I add others suggested by the realization that & would-be predator typically
has available investment opportunities that can substitute for below-cost pricing ag
a means of harming rivals. Given that a predator can harm rivals on numerous nog-
price margins, there is reason to be skeptical that an aspiring monopolist will charge
prices below cost as a means of monopolizing 8 market,

Consider the advantages of harming rivals on noa-price margins (say, by
offering higher product quality) relative to predatory pricing:

{1} Non-price improvements are more difficult than price culs for rivals to
mimic, What can be easier to imitate than a price cut? No special skills,
organizational sophistication, or technical know-how is required to lower prices.
Rivails need to know only how 1o read numbers. In contrast, matching an increase
in product quality or an improvement in production or distribution techniques
inevitably requires some skill on the part of rivals. Indeed, while the dullest rival
will have no trouble mimicking & price cut, some rivals might never be able to
minmic & non-price change.

(2) Non-price improvements take more time to mimic thun do price cuts. The
longer it takes for rivals to mimic a predator, the greater are rivals’ losses during
the period of predation. Thus, exit of rivals in the face of non-price predation will
be more sure and more quick than in the face of price predation (under which rivals
can quickly, certainly, and precisely mimic the predatory tactic). Also, re-entry into
the monopolized industry will be slower under non-price predation. Because rivals
are, by hypothesis, as efficient as the predator, only a genuine non-price
improverment has any chance of giving the predator s dureble advantage over rivals -
- an adventage that not only is difficult or impossible to mimic today, but may be
difficult or impossible to mimic in the future.

(3) Non-price improvements might vield profits to the predator even before
rivals are run out of the industry. An improvement in product quality by a predator
might increase consumer demands for the predator’s output so substantially that the
predator recovers all costs of product improvement even before all rivals are driven
from the industry, No such profits are available during predatory price wars.
Moreover, the future demand for the product may be higher when the predator
improves the quality of its product than when the predator simply charges below-cost
prices,

In short, if there is predation, it will typically not take the form of easy-tow
mimic price cuts. Savvy predators will likely choose non-price predatory tactics.
This fact does not mean that courts should search more eamestly for instances of
non-price predation. Questions of the real-world likelihood of predation and of the
ahility of courts to police against it are sepamte from the question of the form
predation will take if and when it oconrs. AN T argue here is that if predation ever
occurs, it will likely be in non-price form.%C Determining the kinds of activities
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that constifute predation, and essessing their Likelihood of success along with the
prospects of policing against such predation, are matters for another investigation.

4. Conclusion

Economics provides little justification for the suit alleging that Wal-Mart's low prices
were part of a predatory scheme to monopolize pharmaceutical retailing in Faulkner
County, Arkansas. The traditional argument pointing to the futility of predatory
pricing applics in this case: if Wal-Mart priced predatorially, continued competition
from XKroger and other pharmacies (including mail-order pharmacies) would have
assured that Wal-Mast’s losses would have swamped any future monopoly profits.
Less familiar arguments, however, also support the Arkansas Supreme Court’s ruling
that Wal-Mart was not, in fact, engaged in predatory behavior. Because suppliers
of pharmaceuticals have an interest in competition among pharmaceutical retailers,
these suppliers might have policed against any genuinely predatory sitempts by Wal-
Mart. Failure of these suppliers to discipline Wal-Mart {or even to complain about
Wal-Mart's retailing practices) suggests, though it does not prove, that Wal-Mart
wag in fact not behaving in a way that promoted monopolization.

Unfortunately, it is impossible to tell if policing by pharmaceutical
mapufacturers against a predatory Wal-Mart would have ensued. More needs to be
known about the effects of the number of suppliers, the role of brand names, and the
effects of differsnt varieties of distribution contracts before we can identify with
some assurance when suppliers will, and when they will not, actively and effectively
police against predation attempts by retailers. But the possibility of policing by
suppliers exists. It is one that students of antitrust ought to investigate. The fruits
of such investigation may well prove useful to courts in future predation cases.

Notes

1. The wuthor wrote an amicus brief, wubmitted by the Jnstinute for Justice, in support of Wal-Mernt's
sppeal, Malcolm Coate, Don Dewey, Ken Ezings, David Fontwine, Dave Knserman, Andrew Kleit,
Dwight Lee, John Lopstks, Fred MeChesnsy, Roger Meiners, Adam Pricchard, Cuctis $imon, Sieve
‘Walters, and Bruce Yandle all offered valuable discussion and commients,

2. American Drugs, Inc. v. Wal-Mars Ssores, Ine., BE-92-1138 {Oct, 1993).

3. Trial record, & 1844, 1853, Thus, the plaintiTs expert economist, Dr. Ralph Scott, dismissed the
wrgument that Wal-Mant’s pricing policy should be analyred on a market-basket rather than individual-
product basis. This expert reasoned that "those ars revenue lusues miber than cost issues.” Id. In other
words, because some items wers priced below aversge varisble comt, predatory inmtent is established
repardless of any ¢ffect that such pricing might have had o the profits Wal-Mart ssrned o0 sales of othar
producty,

4. Ariansas Code § 4-75-209(a3(1).
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$. The tris} count reported as an undisputed fact that Wal-Mant's pucpose wae 1o attract a "disproportionate
number of gastomera to Wal-Mart.” But this conclusion wea upjustified. Wal-Mart’s execulives never
testified thar Wal-Mart sought 10 sitrect 8 "digproportionste number of customen,® nor was any evidence
offered tw support this finding, Appsrently, the wial judge misused an innocent statement from the.
teatimony of Wal-Mart's sxpert economist ss the basis for finding that Wal-Mart sought 10 attract
disproportionate mumbers of customens,

At wisl, Wal-Mart's expert explained why high-volume retailers might price some ftems below
invoice cost. The context of this 1estimony makes clear that Wal-Mant's witness was ot testifying about
Wal-Mart’s forom] company policy. Rather, the witness maant only to explain that below-invoice pricing
is & way 1 help sttract ¢ number of customers into the store who stherwise would net come Lo the store.

8, Wal-Mar: Stores, Inc. v. American Prugs, Inc., 819 8.W. 2d 30 (1995). Plsintiffs" pelition for
rehearing was denied,

7. *The individus! teme sold below cost, the frequency of those sales, the durstion of those salea, and
the extent of such sales arc not revesled in the changery court’s opinion. And that is 8 gritical point in
this case,” 1d., at 34.

8. 4., st 34,
¢. Id., at 34-5,

10, 14, at 35,

11. 74, at 36, Indeed, one pleintiff virtually admitied st wial that Wal-Mart caused him 10 bebave more
efficiently:

Q. [from Wal-Mart's atiorney] Your gross profit in the year that 'Wal-Mart went into
business against you in the pharmacy, your gross profit increased by $110,000 dollars. Do
you seo that?

A, T aay have doae w Jot of balt tightenlng dusring that year,
Trial record, at 1634,

£1. The court lumped this second resson in with (e first.  Wal-Mart Stores, ot 36, These reasons are,
however, distinet. Failure to run the pleintiffs from the markel is evidence supporting the claimn that the
defendart — eapecially one as wealthy as Wal-Msrt ~ never acted with a specific design to bankrupi the
plsimiffs, The sxiatence of other established rivals is avidence againgl the proposition that the defendant
acted with an intent to destroy competition gensrlly in the merket. It ia more costly 1o run msny rivals
from sn industry than 1o bankrupt only & few. Or, what muy be e sume thing, an indusiry with scversd
firms. suggests thet the optimal-size firm io that industry minimizes its costs at an output level far below
total market demand. Maintaining a monopoly in as industry charscterized by steeply intreasing costa,
and whea the optimal number of minimum-cost firms is two or more, is enlikely 10 be profiteble.

13. Id., 8L 38,

14. Matsushita Elecrric Industrial Co. v. Zenith Radio Corp., 475 U.S. 574, 594 (1986; Powell, 1.).
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15, Trinl court opinion, at §,

16. Otherwise, 8.g., oo store could ever give sway goods ss prizes in promotional campaigos. On
principles of statutory construction, see Sutherdand (1992).

17. Seo also, ¢.g., Western Union Financial Services, Inc. v. First Data Corp., et al. 35 Cal. Rptr. 24341
{Dec. 14, 19933, Western Union sued First Data Corp. under Californin's Unfair Practices statute {which
is similar, though not identical, o the Arkanses statute ot issue in Wal-Mart Siores). The charge was
predatory pricing of money-tansfer secvicen. Eno Western Union, the Californin appeliste court stated that
the proper definition of the product in guestion must accord with the satuie's pro-vompetition inbention.

18. Spengicr (1950); Bork {1954); Machiup and Taber (1960); and Blair and Xaserman (1983). Sullivan
and Hovenkamp (1989, 368} sum up: *Any firm, even s monopolist, is hest off if all other firms in the
disteibution chain sze behaving competitively."

19. The labels "downstream” and "upetream™ are arbitrary in meny cases: "downstreams” frms can oflen
be recast as upstroam suppliers of services (e.g., reiailors supplying retall sorvices to “downstoeam”
manufecturers;, See Krattenmaker and Salcp (1985, 22627,

20. For a genersl model showing how a sophisticated sefler whose salea are a Iarge portion of an ioput
market might encoursge competitive eatry by buyers in the face of sunk costs, see Klsit and Coate (1993).

21. Contraciual provisions betwaen supplices and distributors are per se illegal if these provisions specify
the prices 8t which ~ or the pricing parsmeters within which -~ distributors can essell goods. Ses Dy
Miles Medical Cp. v. John D. Park & Sonr Co., 220 .8, 373 (1911).

22.To help maintain competitive retailing, menufacturers can alsa enter retailing, finance the prey during
the price war, o {inance aew entrante alter the price war. I here ignore these stralegios because T wish
to focus on stratepies unigue to suppliers to thwart attempted downstresrn monopolization,

23. A rational predatory retailer wilf lower prices 1o predatory levels on those Rems that are maost Bkoly
10 attract the lazgest smounts of sales sevences away from the predators rivels. Such itenus are probably
tiose with #ignificant brand-name recopnition aad whose sales account for a relatively targe portion of
oversll seles by rivals. If the predatory retailer is denied the ability to price such items predatorially, the
predator must of necessity ecither abandon its predstory plans or price predatorially iems of less
#ignificance to the survival of rivals.

24. For a clear discuasion of the role of recoupment in predation analysis, see Rlzinga and Mills (1989).

35, Of course, the Texaco wminiler could Jower ita prices to predatory levels hoping to monopolize the
town’s entire retai] gasoline market, In this case, there would be no conflict between Texase sod its
reailer. But we do not ¢xpect to see such price sulting initiated by the retailer; atterpts to moncpolize
the retail trade exclusively for one brand are more likely to begin with a wholesale price cut by the
manufacturer. The resson is that price vutting by the menuficturer better ensures that all of the
manufacturer’s retailers charge the same predetory price. I the optimal sumber of retailers for a
manafactucer in o particular locale is grester than one, price cufting initisted at the wholesale lovel better
coordinates all of the menufacturer’s retailers. Retailers ucling on their own run the riek of deiving other
retailers of the same brand into bankruplcy. And this the manufactuser does not want,
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26. Of course, poliving by manufaeturers might still be possible even when the predatory rewiler carriss
the products of thousands of different manufscturers: if the products of one or two of these manufscturers
are ‘essentisi’ w rewiling success (8.g., as Kellopy's Breakfist cereals srpuably are 1o the retsi] grocery
trade}, then a threst 1o pull such products might be sulficient 1o disciphne the retailer.

27. More genenlly, policing by & manufacturer is more likely the fewer the number of competing brands
a retailer carries of any prosduct the stocking of which is ¢ritical to retail success.

28. Suprax, manufbenieed exclusively by Lederle Co., I #n antibjotic preseribed by physicians for ear
infections.

9, | is well understood that the law’s prohibition of muximum BPM weakens suppliers’ abilities to keep
distribulors from extrseting monopoly profils from ctnstmers. Sce Eaaterbrook {19814} snd Blair and
Kaserman (18981} The argument here bullds upon this bnsight: i reaximum RPM were logal, » supplier
behaving predatodiaily today hus Jess chance of recouping its predution loases tomarrow {¢vea if it drives
il rivals from the market) because of the threat of muximom RPM, Therefure, predation today iv less
likely.

30. Schwasntz (1986} offers a pacticularly persussive indiciment of the Robinson-Patman Act —~ the federul
version of the state: satotwe under which Wal-Martwae sued in Wal-Marr Stores. Afler surveyiog s variety
of real-waorld consequences of Robinson-Patman, Schwartz concludes that "What is clesr is thet the Act
bus produced numervus perverse tesults . . . " [at 735

31, 754 F. Supp. 669 (D. Minn. 1950).
32. $03 F.2d 659 (9th Cir. 1590).

33, See Kaserman and Mayo (1995, 306-07): "Thua, with & separate monopolist &t each of the two
succcssive stages of production, consumers are worse off than they weee with a single monopoly st either
Mage or an integrated monopolist that egnirols hoth sages. Final cutput price i higher, and quantity is
Iower,

*In addition, the surm of profita of the two sepatate monopolists is less than the profite st could be

warned by # single vertical monopolist.*

34. . ot 307, See alio Klein, Crawford, and Alchizs {1978},

35. The Areeda-Turner test has been sccused by earlier eritica of blay in favor of false-neganive findings.
See, e.g., Scherer and Rosa (1990}, 472479, None of these sarlier critics question the soundnesa of cost-

based distinclions between predatory and noa-predatory prices,

36, Boudeenux, Elzings, and Milly (1995} relate an example from & recent antitrus case of the gxorbitant
sorplexity of estimating costs from accounting dats.

37, Kentical ressoning wes used by the plaintiffe® expeat econoisist in the Wel-Mart case. Ses Trind
Record, at 1844, 1833,

38. That is, because the nsoclaasical partial-equilibrium model {like all useful models) does not explain

everything, it is illegitimate w conclude that actions inconsistent with what the model does explain are
necessarily imational, inefficient, or sovially noxious.
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39. O, if there is un cconomically relevant difference betwess these two means, his difference is not
ex‘pesad by the conventional model within which predatory pricing is anatyzed. Again, below-cost pricing
within the raodel ia tad s evidence of predation for no reason other than that below-cost pricing is
inconsistent with forms of profit-maximizing behaviors identified within the model, Moreover, even if
predation were the only reason a real-world firm would ever charge prices below AVC, pothing in the
conventional model suggests that below-cost pricing is more o Jeas likely than other forms of invastments
{¢.g., product-quality improvements) to result in monopolies.

4. For the record, I do not believe that non-price predation, sppropriately defined, ocours with any
frequency in reality. My intuition is butiresscd by the recent yesearch of Lopatka sad Kleit (1995).
Muregver, 1o the extenl thet non-price predation dogs teeur, teaditional tort, coniract, and criminal-law
remedies are adequat o vombat i,
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