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COVER STORIES

[llustrating a Behaviorally Informed
Approach to Antitrust Law:

The Case of Predatory Pricing

BY AVISHALOM TOR

™\ NE OF THE CORE ASSUMPTIONS
of the traditional economic approach to antitrust
\ \_, profit-maximizing, decision makers.' Sometimes
this assumption serves as a useful simplification
antitrust doctrine. At other times, however, assuming strict-
ly rational behavior on the part of comptitors is not “approx-
ter cases, the reliance on the perfect rationaliry assumprion
can lead scholars to mispredict market behavior and, possi-
In contrast, a behaviatally informed approach to antitrust
faw is based on scientific findings regarding actual human
the replacement of homo economicus—the perfectly rational
actor—vith a “boundedly rational” decision maker who,
only limited cognitive resources.? To funciion effectively ina
complex world, boundedly rational actors must rely on var-
overall, beneficial and often correct, however, these mental
rules-of-thumb inevitably lead people to make some system-
rational actor models in predictable ways.!
Potentially, empirical findings on boundedly rational judg-
market behavior and more effective prescriptions for com-
ptition palicy than those based on the ofien unrealistic the-

taw is that competitors are perfectly rational,
of business hehavior, providing an effeccive foundation for
imately right” but, instead, “perfectly wrong.”? In these lat-
bly, advocate erroncous prescriptions for antitrust policy.
hehavior, The hallmark of behavioral law and economics is
apart from being affected by emotion and motivation, hvas
ious simplilying cognitive heuristics. Even when they are,
atic decision errors, such thart their behavior deviates from
ment and decision making can provide better descriptions of
orerical assumptions of rational actor modes.® In the context
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of antitrust law, morcover, systematic deviations of market
participants’ behavior from neo-classical assumptions are
especially important:¢ Actual behavioral patterns of judg-
ment and decision making reveal that certain anticompetitive
practices are maore ot less likely to occur than the traditional
economic approach deems. In considering Section 2 preda-
tory pricing hehavior, for instance, if managers of dominant
firms were shown 1o be risk seeking—that is, engaging in
negative expected vatue business practices—under certain
circumstances, some costly predatory pricing could ocear
even where recoupment prospects are dim, Wirh respect to
antitrust law in general, a behavioral approach may reveal thar
some business practices are altogether more or less anticom-
petitive than previously thought./

The Perfectly Rational Actor in Antitrust Analysis
Over the last few decades, law and economics scholarship has
reshaped the theory and doctrine of antitrust law.* By apply-
ing neaclassical microeconomics, scholars were able 1o ratio-
nalize and systematize amicrust faw, which previously has
been viewed as confused and paradosical—lacking clear and
tractable policy objectives and rhe means consistently to carry
out such objectives. Law and cconaonies has brought coher-
ence vo antitrust by relying on a rational actor madel w pre-
dict the behavior of individuals and firms in the market,

Perfectly rational actors always maximize the utility of
their decisions. In the context of antitrust law, rational actors
are assumed to hold 10 an even narrower precept: they always
maximize profits (i.e., the monetary value of their actions),’
making optimal decisions in urtherance of their businesses’
interests when engaging in their various market activitics.
Such hypothetical rational actars make no systematic errors
when judging the risks, costs, and henefits of different busi-
ness practices; nor do they ever shy from financially artractive
but risky behaviors or engage in high-risk business practices
with a negative expected value “against the odds.”

Joining the rational actor framework with the pulicy goal
of promoting efficiency, practitioners of traditional ancitrust
law and economics determine whether the predicred marker



hehavior will have anticomperirive efficiency consequences.
Based on this approach, the leading proponents of the
“Chicago School” have used neoclassical ecconomic insights
successfully to argue that only a limited number of cases
rightly concern the antitrust laws.'® Chicago School schol-
ars have made the case, for example, that predarory pricing
would rarely take place in a world where all market partici-
pants—be they dominant firms, small competitors, or
potential entrants—are serictly racional. In a rational world,
these scholars have maintained, the difficully of recoup-
ment fallowing predation makes predatary pricing extreme-
ly unlikely.

Despire the tremendous impact Chicago School scholar-
ship has had on the courts and the enforcement agencies
alike, however, many scholars and practitioners of antitrust
law harbor reservations abour this approach. They often find
its specific applications unrealistic and divorced from obser-
vations in actual markets, rending to obscure the significance
of dynamic considerations, asymmetric information, and
strategic behavior.,"!

‘T'he behavioral approach provides a foundation for anri-
truse law and economics capable of improving our under-
standing of real world behavior in markets and the policy pre-
scriptions that follow from it. The potential contribution of
the behavioral approach ta antitrust analysis is also unique in
important ways. First, it challenges traditional findings by
building its analyses on more realistic behavioral founda-
tions, instead of assuming an even greater degiee of strategic
sophistication on the part of business decision makers than
that impured to them in neoclassical economics,'? Second, a
behaviorally informed approach is, above all, empirically
grounded; depending on the relevant evidence, advacates of
a behavioral approach may find—even when solely consid-
ering the elficiency effects of different business practices—a
preater degree of intervention in some instances and a lesser
degree in others, when compared to more raditional cco-
nomic analyses of antitrust law. For instance, while suggest-
ing thar predatory hebavior may be more common than the
rational acror madels predict, the behavioral evidence also
indicates that establishing cither partial collaboration or col-
lusion amuong oligopolistic rivals with no history of cooper-
ation may he more difficule than otherwise recognized

Sume Behavioral Basics

‘The behavioral findings on judgment and decision making
relevant o antitrust analysis, overall, can be divided into rwo
main categorics: The lirst includes the evidence of systemat-
ic biases in judgments of probabilities, risks, costs, and ben-
efits under uncertainty; the second encompasses those behav-
joral findings showing systematic violations of strict profit
(i.e., expected value) maximization in decision making,
While behavioral research has catalogued an extensive set of
findings on errors in judgment and decision making,' this
article focuses on a smaller ser of findings that apply to preda-
tory pricing.

Biases in Judgments of Risks, Costs, and Renefits,
Systematic biases in judgments of risks, costs, and benefits
may emanate cither from purely cognitive processes or from
any combination of motivational, emotional, and cognitive
factors. This category includes situations where decision mak-
ers’ judgments of the nature, likelihood, or magnitude of
events systematically (and predictably) deviate from the nor-
mative standards of rational judgment. For example, decision
makers judge events that are easier to imagine or recall from
memory as mose likely 1o nccur—a heuristic known as avail-
ability. Tn most ciccumstances, availability is a reasonable
rule of thumb for determining the probability of evenrs,
since more common events typically are hetter remembered
and imagined. Availability, however, also leads to predictable
biases because more vivid (“hero stories™ and “horror stories™)
or recent experiences, for example, are easier to recall regard-
less of cheir frequency. Due 1o this availabilicy bias, the dra-
matic success of a particular business venture will generate an
upward bias in expectations regarding similar ventures
because the “hero story” is berter remembered than the less
vivid fate of many other comparable ventures,”

Another important judgmental shorteut is the representa-
riveness heuriseic, by which decision makers categorize events
and make judgments about them, based on the degree 1o
which an observed outcome or event represents a model or
a category. For instance, decision makers will tend to overes-
timate the likelihood that 4 manager who closely resembles
the “successful manager” prototype will be successful in a very
difficult task, while disregarding or giving insuflicient weight
to information about how difficulr she task generally is.

Among its various effects on judgment and predicrion, the
representativeness heuristic also leads decision makers to
extrapolate from their observations of small sanples to the
population ar large. Marker participants will thus tend o
wreat their limited ohservations as highly representative of the
papulation, even though probability cheory teaches that his
“law of small numbers” is unreliable becanse small samples
can display average characteristics that are very different from
the mean of the population as a whole.'* To illustrate, ifa new
marketing strategy has been suceessful in a few cases, market
participants will tend overestimate its overall cfticacy and
likelihood of success on other future occasions,

While the heuristics commonly used ro categorize events
and judge their likelihood lead to predictable biases, decision
makers also commonly overweight—that is, give too much
importance to—small, £nown probabilities. This phenom-
enon is often reinforced when unlikely events are salient or
dramatic and, therefore, highly available and overestimated."”

In addition to exhibiting biases due to reliance on cogni-
tive heuristics, the empirical evidence from behavioral
research shows that motivation and affect also impact busi-
ness judgmenis. Exhibiting epiimistic overconfidence, tor
example, market participants tend to overestimate their busi-
ness ability, skill, and performance and their likelihood of
experiencing positive events, and underestimate their per-
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sonal vulnerability 1o certain risks. For instance, decision
makers tend to overestimate the predicted performance of
their investments relarive to the marker. They have even been
shown to averestimate the actual past performance of their
portfolios and 1o switch their investments too frequently (a
behavior correlated with poorer performance).'

Boundedly Rational Chaice Bebhaviar, Cognitive
heuristics, motivational forces, and affect can all bias decision
makers' judgments of probability and value under uncer-
tainty. After making such judgments (or where reliable and
unbiased information is available) markert participants must
also choose a course of action, The empirical evidence shows,
however, that decision makers exhibit systematic deviations
from rational action when making decisions under uncer-
winty. Hypothetical, strictly ranional, value-maximizing
actors consistently make their choices on the basts of the
ultimate consequences of these choices and their probabili-
ty. What matters to rational actors is not how alternative
future outcomes relate to their present position, but only
the bottom line. Perfectly rational decision makers never
hear a risk unless it promises a sufficient increase in expect-
cd value, never embark an a course of action with a negative
expected value, and always choase that course of action with
the highest forward-looking expected value, letting bygones
be bygones,?

In contrast to the rational actor model, boundedly ratio-
nal, real decision makers tend to make their choices as if the
potential outcomes of these choices were gains and losses
relative to a given reference point, commonly the status quo,
instead of taking into account their overall wealth, Thus,
any alrernative could he more or less attractive ro different
decision makers whose current reference points differ from
one another, appearing as an attractive gain to one hut an
aversive loss o another. Losses also loom larger than gains in
people’s minds, meaning decision makers are luss averse,
However, in borth the loss and gain domains, decision mak-
ers reveal a diminishing sensitivity, such thac any difference
in outcomes marters less and less as outcomes move away
from the reference point (e.g., the difference berween gains
of $10 and $20 seems much mote significant than the for-
mally comparable difference berween gains of $100 and
$110, even when hoth sums are very small compared to the
total wealth of the decision maker).

Therefore, market participants tend to he highly risk
averse in choosing among possible gains, even in circum-
stances where rational actors would be risk neueral® This
boundedly rational risk aversion implics that some potentially
profitable buc risky opportunities will be rejecred by real
competitors, although rational actor models would expect
competitors to be risk neutral (or less risk averse) and hence
embrace these opportunities. Even more striking, the empir-
ical findings showing aversive attitudes to outcomes below a
reference point also suggest that decision makers will tend to
bhe risk seeking—in clear opposition to rational choice pre-
cepts—when choosing among potential losses. Because loss
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avession generates risk secking for losses, marker participants
will tend to rake high-risk opportunities, such as predatory
pricing strategies, against the odds, in the hope of winning a
negative expected value gamble and eliminating a painful
Joss.

Boundedly rational decision makers’ reliance on reference
points also leads them ta make inconsistent choices in com-
parable problems (i.c., two scenarios, cach with the same
expected value) if, in one situation, the outcome is present-
ed as a possible loss and, in the other situation, as a possible
gain. Thus, when an aliernative is presented once as a gain
and another time as a loss—that is, using different “frames”—
there is a resulting shift in reference points and, consequent-
ly, a change in market participants’ pattern of choice, known
as “framing effects.” To illustrate, in making a decision
hetween reorganization plans for 8 manufacturing fiem in e
face of financial crisis, managers will be risk averse il they
think of the decision problem in rerms of saving plants and
jobs (a potential gain), but risk secking if they think of try-
ing to avoid losses of plants and jobs instcad (a potential
loss).”

Importantly, recent studies also reveal that the effect of
framing depends not only an whether ourcomes are per-
ceived as gains or losses, but also on the probability that dif-
ferent aurcomes will oceur. The well-documented pattern—
of risk aversion in the domain of gains and risk seeking in the
domain of losscs—holds for medium to high probabilities,
Market participants thus tend 1o be risk averse when choos-
ing, say, berween a sure gain of $800 and an 80 percent
chance of gaining $1000 (whose expected values are equal),
preferring the former option to the latter. Similarly, they are
risk seeking in the domain of losses, preferring an 80 percent
chance of losing $1000 to a definite loss of $800. When the
probabilities involved are small, however, decision makers
exhibit the opposite pattern, making risk-seeking choices for
porential gains and risk-averse choices for potential losses. For
instance, when choosing berween a 2 pereent chance of gain-
ing $500 or a sure gain of $10, decision makers tend 1o pre-
fer the risky option, At the same time, they also prefer a sure
loss of $10 10 a 2 percent chance of losing $500.%

Often, the reliance of business decision makers on refer-
ence points and their asymmetric attitude towards gains and
losses also Jead them to exhibit a bias in favor of retaining the
status qua in the face of superior alternarives that require
change, This phenomenon is also partly responsible for the
common tendency to keep escalating commirments (i.e.,
resources) against the odds to a course of action into which
significant costs have already been sunk. As with many other
behavioral phenomena, taking past actions into account is
sometimes reasonable; after all, a “tough guy” reputation has
some clear economic benefits. The sunk cost effect, howey-
er, extends beyond the objective value of reputation, driven
by factors such as concerns about regret and self-perception,
as well as a strong desire to achieve the goal one has com-
mitted to. This latter factor, in turn, can sometimes even



wansform such a significant goal ot aspiration into a reference
point (in lieu of the typical status quo reference point). In
these circumstances, a failure to accomplish this goal will be
perceived as a loss—a painfu} outcome helow the reference
point—as apposed to a neutral outcome of retaining the sta-
tus quo.?

Section 2 Predatory Pricing

Building on the behavioral findings described here, 2 more
realistic approach to antitruse may arrive at different pre-
dictions of market behavior from those of models based on
the rational actor hypothesis, As an example, we can consider
the predictions of a behaviorally informed approach regard-
ing some aspects of predartory pricing, such as the threshold
recoupment requirement and the appropriate measure of
cost that makes a pricing scheme predatory. In Braoke Group
Led. v. Brown & Williamsen Tobacco Corp., the Supreme
Court declared that conduct will not amounr 1o predatory
pricing unless the alleged scheme involved pricing below
some measure of cost and the predaror had a rational
prospect of recouping its losses from such helow-cost pre-
darion.®

Emphasizing the importance of the recoupment require-
ment, the Court explained that “frlecoupment is the ultimate
object of an unlawlul predatory pricing scheme,”# In other
words, the rational managers of a profit-maximizing firm
wauld not engage in predation unless the monopoly profits
they expect ro charge in dhe future, after driving the compe-
tition out of the marker, are sufficiently high to compensate
for their fiem’s certain losses from current below-cose preda-
tory sales. Put mare precisely, rational predation must bear a
pusitive, risk-adjusted, net presenr value, like any ocher ratio-
nal investment activity. %

According to the Chicago School's account, morcover,
predatory pricing is almost never likely to take place since
such conduct would be an irrational strategy in the face of
highly unlikely recoupment (i.c., an ex ante analysis would
result in a negative expected present value). In face, for
recoupment to be likely the predator must have a very large
market share and barriers to entry must be high, to name but
two important conditions. However, because few alleged
predators meer the former condition and few markets meet
the latter one—or so Chicago scholars tend to believe—price
predation will rarely take place, This view has been adopted
by the Court, which declared thar predatory pricing allega-
tions can be rejected summarily in the common case where
recoupment is unlikely.”?

Risk-Secking Predatory Behavior, In contrast with the
accepted wisdom on the extreme rarity of predatory pricing,
the behavioral evidence suggests that dominant firms and
monopolists consciously may engage in high-risk, negative
net present value predation under some circumstances.?®
Specifically, managers of dominant firms or monopolies, who
find their market share and prolits continuously eroded by
the successful expansion of new entrants or small incum-

bents, are likely to use their long-term dominance in the
marker as the relevant reference point when evaluating dif-
ferent competitive strategies. The evidence on boundedly
rational choice behavior reveals thae decision makers per-
ceive expected outcomes above the reference point as positive
and thosc below it as negartive. A negative change relative to
the reference point—that is, a loss—looms large, so managers
will try harder to avoid the threatening loss from an eroding
market share, Therefore, a manager whose current competi-
tive strategy is unable to stanch a marker share slide may be
inclined to engage in nepative expected value predatory pric-
ing (i.e., without a rationally sufficient likelihand of recoup-
ment).? Such managers may be willing to take higher risks
than rational profic maximizing justifies, hoping tiey will
succeed in reestablishing the firm's lost long-term, market
position.*”

I —— e ]

In contrast with the accepted wisdom on the
extreme rarlty of predatory priclng, the behavioral
avidence suggests that dominant tirms and
maonopolists consclously may engage In high-risk,
negative net present value predation under

some clrcumstances.

In addition, once a monopolist has committed significant
resources, as well as its reputation, to a predatory campaign,
backing out of the predatory move would not be easy, Unlike
the hypothetical rational actor, who always ignores sunk
costs and lets bygones be bygones, real warld managets are
far mote inclined to hald to a course they have commirted
1o despite dim prospects [or success—as long as there are any
prospects at all—and often exhibit a tendency to escalare
commitments in the face of losses, Whether as a resule of loss
aversion due to a self-serving bias in overestimating the
prabability of the strategy’s success, or hecause of a general
overconfidence in rheir ability to “bear the odds,™ managers
are unlikely to react to a predarory scheme’s lack of success
in the short term by changing course and giving up. Only
after a significant period of continuous losses without suc-
cess will the reputational and economic costs of the patent-
ly failing scheme be likely ro overwhelm managers’ com-
mitment to the predatory strategy and make a painful retreat
more attractive.

Nevertheless, only when faced with a medium o high
probability of painful loss (e.g., a substantial and continuing
downward slide in market share) will managers be inclined to
embark on high-risk predation campaigns. A small decline in
marker share that does not constitute a clear trend or a mere
low-probabiliry comperitive threar rypically will be insuffi-
cient to generate risk seeking market behavior; in such cases,
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managers arc more likely to exhibit risk aversion and limir
themselves to lower-risk competitive effores (e.g., a new mar-
keting campaign).

The preliminary analysis here also suggests that while
dominant incumhents thar are losing marker share may be
prone ta exhibit risk-secking behavior, this is far fess likely w0
be the case with stable incumbents. Managers of such firms
will typically view the risky prospect of climinating a small
competitor as protnising a small potential gain, compared 1o
the status quo, and will not be prone to take risk-secking
gambles in pursuing this prospect.* In between the two polar
cases—aof the stable incumbent on the one hand and the
daminant firm losing ground on the other—will be the large
and growing, thaugh not yet indisputably manopolise,
incumbent. Such firms will typically not exhibit risk-secking
behavior, viewing their improving market position as a gain,
Nevertheless, a growing incumbent that is very close ro reach-
ing a monopoly posirion, for example, may tend to use ics
aspiration—of dominating the marker—as a reference
point.®* In these uncommon cases, coming shott of monop-
oly will be viewed as a painful loss that can gencrate the risk-
seeking predatory behavior more typically associated with
declining monopolists,

Recoupment, Barriers, and Deterrence. The apparent
likelihood of boundedly rational, risk-secking predatary pric-
ing by some managers of dominant firms would be of liude
concern in a hypothetical marker wich low barricrs to entry
and strictly rational, perfectly-informed porential entrants.
Most markets, however, do not have these characteristics.”
Real entrants exhibit a higher rate of entry than rational
entrants would, but perform more poorly than their hypo-
therical counterparts, typically failing and exiting withour
leaving a significant mark on the market.® In fact, the only
entrants that appear to take into account some, thaugh still
not all, of those marker characreristics affecring, their fuwre
prospects are the few larger, ofien diversifying, catrants.®
A dominant firm considering a predatory move against an
expanding smaller competitor, therefore, could often expect
the period of monopoly profirs to be longer and the likeli-
hood of recoupment grearter than a cursory look at the ratey
of entry alone would imply.”

Thus, although barriers to enery may appear low in many
markets, barriers to survival typically are high and dominant
firms often can ignore most new entrants except for those
few that are large enough ro impact the market in the short
term. The ire of the predarar will mare likely be directed at
the rare small incumbent (often yesteryear's successful
entrant) wha has been able to expand rapidly and gain an
increasing, market share, ‘The increasing success of this small,
but now noriceable, competitor is likely based on innovation
or maybe on a shift in consumer preferences, whereas the
dominant incumbent is frequently heavily invested in and
relying on extant rechnologies and products, Therefore, the
winds of change ctreated or facilitated by the presence of the
expanding small competitor may threaten the dominant
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firm's long-term prosperity and even survival,

The empirical data on incumbents’ responses to entry and
market share gain are limired, bue appear o be in line with
the present analysis, suggesting char incumbents wad to
ignore entry on most occasions.* Additionally, predatory
pricing cases {requently revolve around allegations made by
a sizable but smaller competitor against one or a number of
its larger counterparts. In Brooke Group, for example, plain-
il increased its share from 2 10 5 percent of the highly con-
centrated national cigarerie marker by pioneering the devel-
opment of a new “generic” segment in the market. By che
time the alleged predacion accurred, four years after the
introducrion of the new segment, this segment hiad grown
from a fraction of a percent of the market—a share typical of
new entrants—to over 4 percent of the total marker.”

Last, boundedly rarinnal predation occasionally may be
mare rasional chan icappears a1 first sight. The mere hypo-
thetical knowledge thac predatary pricing is likely nota rario-
nal investment straregy may not suffice ro cnnvinee actual or
potential competitors to expose themselves o a risk-secking
incumbent making credible, if boundedly rarional, commir-
ments to a predatory strategy.”® Moreover, a risk-secking
predator may benefit from the fact that, in reality, its com-
petitors are boundedly rational as well. For instance, the
availability bias will tend ta make highly publicized, colorful
instances of predation stand out in the imagination and
memory of market participants. This effect may sometimes
be reinforced throngh the law of small numbers, which can
lead potential entrants o overestimare the risks of predation
based on a small sample of cases and without sufficiendy k-
ing into account the objective difficulties and costs facing the
predator, as well as duc to rthe pervasive rendency ro over-
weight events of known, small probability. The resulting rep-
utational benefit of cerrain predatory campaigns may there-
fore be significantly greater than a traditional account deems,
making seemingly risk-seeking predation more rational than
it appears.

The Need for Further Analysis. While the preceding,
sections illustrate how a behavioral framework can lead 10
different conclusions from these based on perfect rationali-
ty assumprions, the present analysis does not seek fully w0
resolve the predatory pricing debate. Specifically, a number
of questions with important implications for policy and doc-
trine remain open for further inquiry. For instance, the
"below cost” companent of predatory pricing must also be
examined, since a discrepancy berween the subjecrive per-
ceptions of market participants and objective tests may lead
markel participants—Dbe it the predator, the targer, or other
comperitors—tn helieve that predatory pricing is taking place
in cases where abjective measures show the pricing is above
cost.® Another related question is whether and, if so, when
such subjective predation may be antdicompetitive and harm-
ful to consumers, as opposed o a phenomenon thae merely
leads 1o lower pricing for limited time periods.

In addition, the evidence on the impact of behavioral



forces, such as a limited tendency for risk-seeking predation
among some monopolists, does nat absolve us from the need
to examine the recoupment question ahogether. The com-
monly found risk secking for perceived losses is not withour
limits; che greater the necessary investment in predation and
the more remore its success, the less likely it is chat cven a des-
perate monopolist will use it to gain lost ground in an effort
to re-establish the status quo. Consequently, the same eco-
nomic factors that make rarional predarion more likely—
such as the objective magnitude of barriers to entry, the
potential to benefit from a predatory reputation across mul-
tiple markers, or the disciplinary use of predatory pricing to
punish defectors in an oligopolistic pricing setting——temain
significant for a behaviorally informed approach to predation
as well,

That said, the behavioral approach 1o antitruse law and
cconomics does reveal that predatory pricing may be more
likely than rational actor models predict, av least in specific
serrings. Therefore, in rhese limited circumstances, summa-
ry judgment against allegations of predatory pricing may not
be warranted even where the Chicago School account would
lead one to believe that recoupment is unlikely. In these
cases, a more careful examinarion of the factual evidence
would be necessary to determine whether risk-secking pre-
dation is at all likely and whether the behavioral economics
of recoupment are at least such thac a loss aversive, risk-
seeking decision maker would potentially find predatory
pricing attracrive,

Conclusion
The behavioral approach to antitrust law and economics is
in its incipiency, yet shows promise. By applying scientitic

findings on human judgment and decision making, this
approach provides better descriptions of marker participants’
behavior and porentially better preseriptions for antitrust
policy. Even while retaining the radicional law and eco-
nomics view—that antitrust law should focus on allocative
efficiency—the behavioral approach can provide a more
realistic grounding for determining the likelihood and com-
petitive cffecr of different husiness pracrices.

However, a behavioral approach to antitrust law would
still emphasize the need for adminiserabilicy of doctrine, tak-
ing into account the costs of lirigation and judicial error,
which sometimes necessitate the adoption of more restrained
antitrust doctrines even in the face of non-negligible anti-
competitive effects in the real-world. Nevertheless, even in
these cases a more accurate understanding of market behav-
ior could benefit antitrust law by highlighting the signiticant
traden(Ts involved,

Finally, a behaviorally informed approach must surmount
a number of additional obstacles that are commen 1o all
hehavioral applications concerning firm and market behav-
ior in order to gain broad acceptance by antitrust scholars
and courts. Tn market seutings, traditional economists rend
0 believe markes forces, arbitrage, insricutional design, and
learning can climinate honndedly racional behavior from the
market. If this were commonly the case, the behavioral
insights on choice and decision making would be of lictle
import for antitrust scholarship, Empirical evidence and
simple logic reveal, however, thas while the various mecha-
nisms relied on by tradirional cconomists often constrain
boundedly rational behavior and mitigate its effects, the
efficacy of these forces is limited in most real world
markets,*{]

18508, 4., 1 PHitiw E. ARFepa & HERRERT J. Hovennami Antiirus) Law:
AN ANALYSIS OF ANTITRUST PRINCIPLFS atD THRIR Appuication § 113, at 137
(2d ed. 2000) {*Business firms are (or must he assumed to be) profit max-
imizers”); Ricnanrp A. Posuen, AnniTaust Law ix (2d ed. 2001) (stating
amony the essential tenets of the economic theory underlying antitrust law
“Ihat business firms shoutd be agsumed to be rational prafit maximicers”).

? This statement paraphrases ong of the favorite epygrams of the late Amos
Tversky, whose joint research with Daniel Kehineman has reshaped the psy-
chology of Judgment and daclsion making and ravealad many of tha phe-
nomena discussed In this arucie. For tha impact of this work, Daniel
Kahneman has recently been awarded the Nobel Prize in Economie Sairncas
“tor having integrated insights from psychological research into economic
science, especiglly concerming humon judgment and decision-making under
uncartainty.” The Roya! Swedish Academy of Scivhues, Pross Rl
The Bank of Sweden Prize In Econnmic Sciences in Memory of Alfred Nobel
2002 (Oct. 8, 2002), avaliabie at http://www.nabel.se/economics/
laureates/2002/press.html,

3 The concept of bounded rationality was introduced by Herbert A, Simon,
albelt originally denoting only the cognitive limitations of the human mind,
See Herbert A. Simon, A Behavivral Model of Rational Choice, 69 Q.J. Econ.
99 (1955); Herbert A, Simon, Rational Choice und the Structure of the
Cnvironment, 63 Psychot, Rev, 129 (1956).

4 See, a.g.. Amos Tversky & Daniel Kahneman, Judgment Under Uncertainty:
Heurlstics and Biases, 185 Sci. 1124, 1124 (1974), raprinted in JunaMENnT

Unpep Uncemaimiy: Heurisiies ane Biases 3 {Daniel Kahneman et al.
eds,, 1982) (stating, in an early formulation of the authors' highty influen.
tial “heuristics and biases” research paradigm, that *people rely on a Him-
ted number of hauristic principlas which reduce the complex task of assess-
ing probabilities and predicting values to simpler judgmental operations. In
general, these heuristics are quite useful, but sometimes they lead to
severe and systematic errors”). See aiso Christine Joils et al., A Behavioral
Approach to Law and Ecanarpics, 50 Stan. L. Rev. 1471, 1477 (1998) (*poo-
ple somatimes respond rationally 1o their own cognitive lunitations . . . .
[blut aven with these remadies, And In Soma cases hecause of these reme-
dias, human hahavior differs in systematicc ways from that predicted by the
standard economic model of unbounded rationality”). For instructive reviews
of this vast literature, sce, e.g., Colin F. Camerer, individual Decision Making,
in 1 THE HAnvbbooR oF ExpERINENTAL ECOnoMICs 587 (Johin H. Kage! & Alvin
E. Roth eds,, 1995); Robyn M. Dawes, Behavioral Decision Making and
Judgment, In The H ofF SociaL PsyckoLoay 497 (Danlel 7, Gilbert el
al. eds., 4th ed. 1998).

% See, e.g., Jolis et al., supra note 4 (offering *a broad vision of how law and
economics may be improved by Increasing its attentian to Insights about
actual humon behavior™ and replacing the assumptions of unhounded ratio-
nality, seit-interest, and witl-power); Russell B. Korobkin & Thomas S. Ulen,
Law and Behavioral Science: Removing the Rationally Assumption from Law
and Economics, BB CaL. L. Rev, 1051 (2000) (examining the rolg of the ratio-
nal actor in law and economics and suggesting replacing it with » behaviorally
Informed actor),
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8 Although many of the hehaviorai findings discussed here have been repli-
cated in market settings or with financiat incentives for performance, the cvi-
dence largely refurs to individual or smali-group decision muking. Therefore,
further empirical studies of the complex inleraction between robust individ-
ual-level phenomena and organizational forces would allow for a better
analysis of a broader range of business practices than is currently possible.

7 For one recent application of behavioral insights to the analysis of market
behavior in antitrust law and economics, see Avishalom Tor, The Fable of
Entry: Bounded Ratlonailty, Market Diseipling, and Legal Policy, 101 Micu, L,
Rev. 482 (2002).

8 See, e.4., POSNCR, 5upra note 1 (explaining the omission of the first edition’s
subtitte “an econamic perspectlive” by saying that in the intervening years--
from 1967 to the present—the other epproaches 1o antilrust law have
Iargely fallen away, and speaking of “a profound, a ravolutionary change in
taw" where “[tjoday, antilrust law Is a body of econamically rational prin-
ciples . . ."); Frank H. Easterbrook. Allocating Antitiust Decisfonmaking
lasks, 76 Gro. L.J. 305, 305 (1987) ("Anlitrust luw has become a branch
of induslrin} orgunization, itself a branch of economics.”),

9 Sea supra note 1. The alternative would be for strictly rational markel par-
ticipants to ha utility imizing without imizinp profits, and their hehav-
ior would not necessarily accord with the cconomic theoties underlying
much ol antitrust luw. C1, Tor, The Fuble of Entry, supra hote 7, at 501-03
(discussing the difficullies involved in an attempt to reconcile the puzzling
amplrical findings on entry with the rationality assumption).

10 See, e.z1., Harbert Hovenkamp, Past-Chicago Antitrust: A Review and Critique,
2001 CoLum. Bus. L, Rev. 257, 266-67 (2001).

11 Gee, 0.4, THe ANITRUST Revotution: EConomics, COMPETITION, AND PoLicy
3 (John E, Kwoka, Jr. & Lawrence J. Whilte eds., 3d cd. 1998). See general
Iy Hovenkamp, supra note 10, Another important aspect of market behavior
that is poorly undarstaod in antitrust economica I8 tha Intaraction batwaan
intra-organizational forces, espacially in oligopolistic and monopolistic mar-
kets, and interfirm competition. See, ¢.4., Thomas B. Leary, Keynole Address:
The Dislugue Belween Students of Business and Students of Antitrust,
47 N.Y.L. ScH. L. Rev. 1, 11-14 (2003) (sugigesting, inter alia, that orga:
nizational forces may well affact markel hahavior, and that compstition in oli-
gopolistic markets may follow a different dynamic from that commonly
assumed in antitrust law and cconomics).

12 Thjs is nol to say that real market participants do not behave stralegically;
business duecision mukers ure often prevccupied with their compotitors’
behavior, hut thair strategic thinking—like their judgment and decision mak-
ing mora generally—ara baundadly rational. See, e.g., Avishalom Tor & Max
H. Bazerman, Focusing Failures in Compelitive Environments: Explaining
Decision Errors in the Monty Hall Game, the Acquiting @ Company Problem,
and Multi-Party Ultimatums, 16 J. Benav. Decisios Mawing {forthcoming
2003) (finding, inter alla, that decision makers are generally concerned
ahotit the hehavior of thair compatitors but make systematic decislon errors
because they fail to focus on the interaction between the decisions of their
competitors and their own decisions in kght of the rules of the game). See
generally Colin F. | , Progress in Behavioril Game Theory, 11 J, Econ,
PERsP. 167 (1997) (concluding that tha behavioral phenomena found in non-
stratapie studias af judgment and decision making appear In strategic set-
tings as well).

13 See Amital Aviram & Avishalom Tor, Overcoming impediments to Information
Sharing, 55 Atasama L. Rev. (forthcoming 2003). drafl avallable at
http://papers.ssim,com/sol3/papers.cim?abstracl_id=435600 (toking the
first step in this analysis in the context of information sharing among rivals),

4 A full survey is available elsowhero. See Camerer, supra note 4; Dawes,
supra note 4 (hoth reviewing tho behavioral evidence). See alsa Sendhil
Mullainathan & Richard H. Thaler, Behaviotal Economics (NBER Working
Paper No, W7948, Oct. 2000), available at hltp://papers,ssrn.com/sal3/
papers.cim?abstract_id=215733 (discussing the application of majot behav-
inral findings to market settings).

15 Gae, 0.4, Max H. DAZERMAN, JUDGMENT 1N ManaGemIAL DFCISION MAKING
27-29 {5th ed. 2001}, This cffect wilt often he reinforced by the represen-
tativeness hewistic discussed below.
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1 See, a.d., Tvarsky & Kahneman, supra note 4, at 4; see ganarally Dawes,
supra note 4, al 534-37; Camerer, supra nole 4, at 596-608 (both review-
ing some of the evidence oun Lhe representativeness heurlslic); see also
Matthaw Rahin, Inference by Believers In the Law of Small Numbers, 117
Q.J. Econ. 775 (2002) (modeling Inferance by declsion makers relying on
representativeness and discussing some of its potential economic affects).

37 See, ¢.4., Daniel Kabneman & Amos Tversky, Prospect Hheoty: An Analysls of
Decision Unuer Risk, 47 EconomETRica 263, 281 (1979) (suggesting that
very small probatilities are generally averwelghted, aithough occaslonally dis-
regarded, and that In many common life situations this phenomenon and the
overestimation of the likelihood of uncomman events often reinforce ane
another). Sce gencrally Avishalom Tor & Dotan Olwr, incentives lo Creale
Under a *Lifetime-Plus-Years* Copyright Duration: Lussons from a Behavioral
Economic Analysis for Eldred v. Ashcroft, in Symposium: Eldred v. Asheroft:
Intellectual Property, Congressional Power, and the Constitution, 36 L.ovoia
L.A. L. Rev. 437 (2002) (providing a detailed review of the hehavioral find
ings on probability weighting and the shape of the weighting function that
reflacts the impact of protabilities on decisions).

18 For a review and application to antitrust law and policy of these and relaled
behaviorat findings, see Tar, The Fable of £ntry, supra note 7, at 504-31.

¥ See, e.g., RoncAT Cooter & Tuomas Uiew, Law ann Economics 47 (3d ed.
2000} (noting that in decisions involving monetary oulcomes economists
assume decision mekers are rish neulral or, al times, risk uverse);
A. MITCHEL L POLINSKY, AN INTRODUL ITON T0 Law aND Economics 61 (1983)
(sama); Amos Tversky & Daniel Kahneman, Loss Aversion In Riskiass Chofce:
A Retference-Dependent Model, 106 Q.). Econ. 1039, 1039 (1991) (ratio
nal actors moke decisions Lased on overall asset pusition under the differ
ant options available to them),

20 Seg Matthew Rabin, Risk Avarsion and Expected-Utliity Theory: A Calibration
Thearem, GB Economrrmica 1281 (2000) (showing how tha diminishing
marginal utifity of weaith- which aconnmists helieve undariies commonly
obsurved instances of risk aversion—cannot explain fsk aversion excepl for
uncommon, extieme cases).

?1 Seq, e.g., Kahneman & Tversky, Prospect Theory, supra note 17 {introducing
a rangie of findinps on risky dacislon making in violation of cxpactad utility
theory and offering what has become a leading allernative dascriptive
model); see generally Camerer, supa note 4, at 617 73; Dawes, supra note
4, ot 499-630.

22 Amos Tvorsky & Daniel Kahneman, Advances in Prospeet Theory: Cumutative
Repmesentation of Uncertainly, 6 J. Risn & Unceptainty 297 (1992) (pro-
viding evidence of this four-fold patiem of choice and formalizing this and
other indings th a cumulative utility tunction).

23 See Hal R. Arkes & Catherine Blumer, The Psychology of Sunk Cost, 35
ORGANIZATIONAL BeHav, & Human Decision Processes 124 (1986).

24 609 U.S. 209 (1893) (refecting claims of competitive injury in a price dis-
crimination suit, which the Court determines to be of the same general char
acter as the Injury inflicted by predatory pricing schentes acliohable under
§ 2 of the Sherman Act). For a discussion of the relationship between the
different requirements for proving predatory pricing, see 3 Anrccoa &
Hovenwame. supra note 1, § 725b.

% The Court declared that when pursuing predatory pricing allegations:

Recoupment Is the ultimate object of an untawful predatory pricing scheme;
it i3 the means by which a predator piofits fromm predation. Withoul Jt,
pradatary pricing produces lower aggragate prices in the market, and con-
sumer welfare 1s Although ful p Yy pricing may
encourage some incilicicnt substitution toward the product being sold at
lass (han its cost, unsuc ful predation Is in g | a boon to con-
sumers. , . , The plainliff must demonstiate that there 15 a likelitooud that
the predalory scheme alleged would cause a rise in prices above a com-
peiltive lavel that would be sufficient to cor for the ts
expunded on the predation, including the time value of the money invested
Init.

609 U.S, at 224-25,
% Sea Maisushita Elec. Indus. Co. v. Zenith Radio Corp., 475 U.S. 574,
588-89 (19A6) (*The foregone profits may he considered ah Investmant in

the future. For the invasiment to be ratlonal, the conspirators must have a
reasonahle expactation of recovering, in the form of later monopaly profits,




more than the losses suffered.”); see. .8, 3 ARLEDA & HOVENKAMP, supra
note 1, § 726a. (“No rational firm would bear Ihe losses, difficulties, and pos.
sible legal troubles of trying to exclude or discipling rivals by predalory pric-
ing unless it was |sic] reasonably confident of a payofi that exceeds the
tnvestment”).

I Eg., Matsushita, 475 U.S. ot 589 (*(PJredatory pricing schemes are rarcly
tried, and even more rarely successful.’).

8 £.g., Kahneman & Tversky, Prospect Theory, supra note 17, See also Dan J.
Laughhunn et al., Managerial Risk Preferences for Below-Target Retumns,
26 Mewmr. Sci. 1238 (1980) (providing evidence for risk seeking by actual
managers over a broad range of experimental conditions where non-ruinous
losses were involved, with a large minority of managers maintaining this atti-
tudie even for potentially ruinous loss situations),

28 1. Harry S. Geria, Tha Psychologly of Pradatory Pricing: Why Prodatory Pricing
Pays, 39 Sw, L.J. 758 (19A85) (making a similar, framing-based, argument
regarding tha likelihood of predatary pricing). This conclusion does not con-
tradlct the many stratagic madels in the new industrial organization literature
revealing that, under various circumstances, predation is ratlonal. See, e 4.,
Patrick Bolton at al., Pradatory Pricing: Strategle Theory and Legal Policy,
88 Geo. L.J. 2239 (2000} (reviewing much of this literature and developing
a Iramework for its legal application); see generally Janus? A. Ordover & Garth
Saloner, Preaation, Monopolization, and Antltrust, in 1 HANDBOOK OF
InvusiriaL Oruanizanion 538, 538-71 (Richard Schmatansee & Robert 0.
Willig eds., 1989) {teviowing this literature), But see Jorn R, Lot JR,, ARE
Preoatory CoMmITMENTS CrevisLe? Who Swoulp THE Courts Brueve?
(1999) (arguing that the courts shouid not take Into account such models).
Instead, the behavioral lindings show that predatory behavior may well teke
place in an additional sel of tircumstances.

3¢ See, €., Richard H. Thaler & Enc J. Johnson, Gambling with the House Muney
and Trying (o Break Even: The Effects of Prior Outcomes on Risky Choica, n
Quas) Rationa. Economics 48 (Richard M, Thaler ed,, 1991).

I See Arkes & Blumer, supra note 23; Hal R. Arkes & Laura Hulzel, The Role
of Probabllity of Success Eslimates in the Sunk Cost Elfect. 13 J. Bonav,
Decisron Making 295 (2000) {finding that making a decision to invest
inflates prabability esti of the ir t's likely success)

32 This typlcally witl also be the casa for formerly dominant incumbents that
have lost ground but stabilizad their naw position and would therefare tend
to make decisions based on thelr naw poslition rather than the past status
quo.

3 For some avidence on spaciflc circumsiances undar which refarence points
are likaly to shift, or altogether be difforant from the long-time status qun,
sep Daniel Kahneman, Reference Points, Anchors, Nerms, and Mixed Feelings,
51 OrcAniZATIONAL Benay. & Human Drcision Processts 2986 (1992); Chip
Healh et at,, Goals os Reference Polnts, 38 Coannive Psvenod, 79, 80-81
(1999). For instance, a formerly dominant incumbent who has lost ground
but stabilized its new position would therefora ba Inclined to make its deci-
slans basad an its naw position rather than the past status quo,

M See Tor, The Eabla of Entry, Supra note 7.

¥ Sae Id, 8l 490-92 (reviewing the emplrical evidence for the puzzle of excess
entry), 804-14 (axamining the psychological processes underlying entrant
overconfidence).

3 4, mt 492-96 (reviewing the puzzling evidence on entrants’ Insensitivity to
econoniic predictors of future profitability and on the inferior average per-
formance of higher risk startup entramts as compared to thelr diversifying
counterparts),

3 4. at 550 & n.285.

3 4. at 555 n.300.

609 U.S, at 212-14. See also Carghl Inc. v. Monfort af Colo. Inc., 478 U.S.
104, 106-07 n.2 (1986) (plaimiff, which was ¢t ping B merger bet )
two of its larger competitors in an oligopolistic market on the ground, inter
alia, that the merger would he followed by predatary pricing, was the fifth.
largest firm in the market with a 5-6% market share), Note aiso that two of
the cases around which much of the discussion in the present issue of
ANTITRUST revolves toncarn a similar pattern, albeit In claims of non-price pre-
dation, LePage's Inc. v. 3M, 324 F.3d 141, 144 (3d Cir. 2003) (piaintiff allag.
ing that the dafendant monopollst angaged In exclusionary practices fol-

fowing plaintii’s success in developing a new segment, which experienced
growth partly ot the expansa of the monopolist’s shara, in the market for
transparent 1apa); LePage's Inc. v. 3M, 1997 U.S. Dist. LEXIS 18501, 3 (E.D.
Pa. Nov. 14, 1997) {citing the compiaint’s allegation that defendant react:
ed when plaintiff's successful expansion reached a market share of close
to 10%); Conwood Co. v, U.S. Tobacco Co., 200 F.3d 788, 773-74 (6th Cir.
2002) (affisrming the deniat of defendant’s motion for judgment as A matter
of faw in a case whera a smallar competitor alleged, inter alia, that a long:
standing monaopolist In a highly concentrated market engaged in exclusion-
ary practices after experiencing a continual and rapid erosion of its market
share).

4 The credibility of some predatory commitments under uncertainty underlies
muny of the game-theoretic modals In the new industrial organization that
show how predation can accur aven whare all actors are strictly rational, See
supra note 29 and the various sources discussed thereln. See also ALEXis
JAcQUEMIN, THE NEW INDUSTR:AL ORGAntzATION: Manuer FORCLS AN
Strateaic Bewavior 107-29 (discussing the game theorctical framework of
this question and relating i to the problem of bounded rationalily),

41 Thus, behavioral insights about the possibility of below-cost predatory pric-
ing in themselves maka no clalm regarding tha likelihood and effectivenasa
of ahove-cost predution, a topic of recant debate in the legal literature. See,
e.4., Aaron S. Edlin, Stopping Above Cost Predatory Pricing, 111 Yae L.). 941
{2002) (angulng that above cast pricing can be predatory); Einer Elhauge, Why
Above Cost Price Culs to Drive Out Entrants Are Nol Predalory-~and the
implications for Defining Costs and Market Power, 112 Yace L, J, 681 (2003}
(reviewing the stute of Lhe Isw Bnd scholarship and arguing against pro-
hibiting abave-cost price cuts,

*? Sre, 8.4, Tor, The Fable of Entry, supra note 7, at 531-33 (showing how the
hounded rationality of competitars can impact market outcomes even under
intense competition), 561-63 (highlighting the limits of arguments relying on
markets to eliminate bounded rationality); see generatly ANUREI SHLLIFER,
IHCIFICIENT MARKETS: AN INTHOUDUCTION To BeHAVIORAL FinAncE (2000);
Nicholas Barberis & Rizhard Thaler, A Survey of Behavioral Finance 3-11
{unpublished manuscript, Sapt. 2002, Univ. of Chicago), avaiiable at
http://papears.ssrn.com/sol3/papers.cfm?abstract_Id=332266 (reviewing
the avidence on the limits of arbitrage in disciplining financial markets),
58-59 (reviewing specific evidence on the presence of managerial irra-
tionality i marhets).

FALL 20023 - 59



	Notre Dame Law School
	NDLScholarship
	2003

	Illustrating a Behaviorally Informed Approach to Antitrust Law: The Case of Predatory Pricing
	Avishalom Tor
	Recommended Citation


	tmp.1377266414.pdf.TNDGv

