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Are Public Enterprises the Only 
Credible Predators? 
David E.M. Sappingtont 

1. Gregory Sidaktt 

Are Predatory Commitments Credible?: Who Should the Courts 
Believe? John R. Lott, Jr. University of Chicago Press, 1999. Pp x, 173. 

No antitrust lawyer, industrial organization economist, or regula
tor should fail to read John Lott's book, Are Predatory Commitments 
Credible?: Who Should the Courts Believe? It is a provocative and sig
nificant contribution to the antitrust literature. As the book's subtitle 
suggests, the work is intended to shape antitrust law in the most prac
tical sense by influencing the decisions that courts render in predation 
cases. LoU disputes economists who have employed game theory over 
the past two decades to lend plausibility to the assertion that preda
tion is a serious concern. He endeavors to rebut them both theoreti
cally and empirically. In the process, he produces a provocative hy
pothesis: while predation by private enterprises is implausible, preda
tion by public enterprises is not. 

There is much to applaud in Lott's book, but it is not flawless. A 
recurring limitation is that Lou's creative empirical tests yield results 
that can support interpretations other than the ones that Lou offers. 
We find Lott's book to be more successful in pointing out the likeli
hood of predatory pricing by public enterprises than in proving that 
predatory pricing by private enterprises does not occur. Moreover, 
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with respect to predation by public enterprises, Lott does not develop 
the economic and legal implications of his thesis in detail. Some of the 
relevant analysis may exceed the scope of Lott's concise book, but ad
ditional analysis along some of the dimensions described below would 
have strengthened Lott's important insights. Despite these limitations, 
Are Predatory Commitments Credible? advances significantly the legal 
and economic understanding of predatory pricing. 

In Part I of this Review, we critique Lott's theoretical and empiri
cal attempts to show that predatory pricing by private firms is implau
sible. Our discussion covers three topics. First, we review the theoreti
cal arguments regarding the plausibility of predation by private firms. 
Second, we critique Lott's empirical research on the credibility of 
predatory commitments by private firms. Lott's research tests the hy
pothesis that predatory firms should adopt different employment and 
management compensation policies from those adopted by nonpreda
tory firms. Third, we assess Lott's theoretical analysis of the effects of 
allowing would-be victims of predation to benefit directly from their 
privileged knowledge of a predator's intended activities, as, for exam
ple, when the victim short sells the stock of the predator.' Such short 
selling can enable the victim to gain finanCially from the sacrifice in 
profit that the predator incurs when it predates, and may thereby en
courage the victim to persist in its struggle against the predator. 

A consisteni theme elnerges in these sections. Lott's obServations 
are insightful and provocative. However, because he does not model 
the phenomena of interest carefully in each case, it is often difficult to 
infer the exact merits of Lott's arguments and how broadly his insights 
apply. Furthermore, although Lott's empirical work is creative and 
suggestive, it is not definitive. 

In Part II, we assess Lott's theoretical and empirical analyses of 
predatory pricing by public enterprises. We first emphasize the practi
cal importance of these analyses, both in the United States and abroad 
where state-owned enterprises are prevalent. Then, we examine Lott's 
attempt to test empirically whether public enterprises have a greater 
propensity to undertake predatory pricing than private firms. Again, 
we find Lott's empirical findings provocative but not definitive. 

In Part III,we present, as a proposed research agenda for schol
ars in law and economics, important unanswered questions that extend 
Lott's research on predatory pricing by public enterprises. The rele
vant legal questions encompass such diverse issues as the proper 
scope of antitrust law, sovereign immunity, and Chevron deference' for 

L A short sale is the sale of a security that the investor has borrowed rather than owns. See 
Stephen A. Ross, Randolph W. Westerfield, and Jeffrey Jaffe. Corporate Finance 866 (Irwin 
McGraw-Hill 5th ed 1999). 

, Chevron USA, Inc v Natural Resources Defense Council, Inc, 467 US 837,842-45 (1984) 
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regulatory decisions by a government enterprise regarding the scope 
of its own privileges and immunities from competition. In addition, we 
explain how Lott's analyses can be formalized and extended to ana
lyze the likely incidence of predatory pricing by public enterprises and 
the exact patterns in which it is likely to appear. We also ask what 
policies might be pursued to limit undesirable predation by public en
terprises, and discuss some drawbacks to standard legal and regulatory 
policies. 

I. PREDATION BY PRIVATE FIRMS 

A central question in antitrust jurisprudence and scholarship is 
whether, as a theoretical matter, predatory pricing is a rational strat
egy for a firm to undertake. A related question is whether, as an em
pirical matter, predatory pricing ever actually occurs.' Lott argues on 
both theoretical and empirical grounds that private firms cannot 
credibly engage in successful predatory pricing.' 

Curiously, however, Lott never provides a clear definition of 
predatory pricing; he only hints at a definition halfway through Are 
Predatory Commitments Credible? (p 64). Even then, Lott does not 
provide the Supreme Court's own articulation of the test for preda
tory pricing, which would seem pertinent to a book that endeavors to 
advise courts on whom they should believe about predation. In Car-

(holding that, when interpreting a statute that an agency administers and the statute is silent or 
ambiguous with respect to the issue in question, a court must defer to the agency's construction 
of the statute if it is reasonable). 

1 For an introduction to the debate, see Paul L. loskow and Alvin K. Klevorick, A Frame
work for Analyzing Predatory Pricing Policy, 89 Yale L J 213 (1979) (proposing a two·tier test 
courts could use to evaluate predation claims); Oliver E. Williamson, Predatory Pricing: A Strate
gic and Welfare Analysis, 87 Yale L J 284 (1977) (arguing that, when firm behavior is considered 
over time, predatory pricing is a viable strategy because predatory firms will be able to establish 
a credible predatory commitment, deter potential entrants, and recoup losses); Phillip E. Areeda 
and Donald F. Throer, Predatory Pricing and Related Practices Under Section 2 of the Sherman 
Act, 88 Harv L Rev 697 (1975) (concluding (1) that sales below reasonably anticipated short·run 
marginal costs or average variable costs should be deemed predatory pricing, and (2) that preda· 
tory pricing is unlikely to succeed or be tried because a predatory firm will not be able to recoup 
its losses in most cases). See also Phillip E. Areeda and Herbert Hovenkamp, Antitrust Law: 1999 
Supplement 224-30 (Aspen 1999) (reporting recent judicial discussion of predatory pricing). 

• It is worth noting that predation may take many forms other than predatory pricing, such 
as misleading advertising about a competitor's product, cutting off supply of an essential input, 
designing interfaces for complementary products in a way that produces incompatibility for a ri
val, or initiating excessive regulatory hearings and/or lawsuits. If these forms of nonprice preda
tion constitute more effective means of eliminating competition than predatory pricing, as Judge 
Robert Bark and others have argued, then we might not expect to see much predatory pricing in 
practice. For discussion of these nonprice methods of predation, see Robert H. Bark, The Anti
trust Paradox: A Policy at War with Itself347-64 (Free Press rev ect 1993); William J. Baumol and 
Janusz A. Ordover, Use of Antitrust to Subvert Competition, 28 J L & Econ 247 (1985). This issue 
deserves more than the limited attention that Lott affords it. 
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gill, Inc v Monfort of Colorado, Inc,' in 1986, the Supreme Court de
fined predatory pricing as "pricing below an appropriate measure of 
cost for the purpose of eliminating competitors in the short run and 
reducing competition in the long run.'" Seven years later, the Court 
clarified in Brooke Group Ltd v Brown & Williamson Tobacco Corp' 
that a claim of predatory pricing requires the plaintiff to prove that 
prices "are below an appropriate measure of its rival's cost" and that 
the alleged predator has "a reasonable prospect, or, under § 2 of the 
Sherman Act, a dangerous probability [ ] of recouping its investment 
in below-cost prices.'" The Court, however, has never supplied a spe
cific definition of "cost. ,,9 Obviously, the answer to Lott's question of 
whether "predatory pricing" is credible will depend significantly on 
what measure of cost one uses to define the term. It is unfortunate, 
therefore, that Lott does not address this potential source of confusion 
at the very beginning of his book. 

A. The Credibility of Predatory Commitments by Private Firms 

Chapter 1 of Are Predatory Commitments Credible? provides an 
expeditious summary of the literature on predatory pricing. Lawyers 
and economists in the Chicago School of antitrust analysis have ar
gued that the predator's difficulty in recouping the losses that result 
from pricing below some appropriate measure of marginal (or average 
incremental) cost makes predatory pricing an inherently inefficacious 
and unattractive strategy. Even if predatory pricing could force com
peting firms to exit, in any market that does not require significant 
sunk costs for entry, the predator cannot prevent entry during the 
post-predation phase, when the predator seeks to raise its price to su
pracompetitive levels." That result may hold even in the presence of 
sunk costs if the firm exiting the market can sell its capacity to a sub
sequent entrant." Thus, predatory pricing would seem to be irrational 

479 US 104 (1986). 
Id at 117. 
509 US 209 (1993). 
Id at 222, 224. 
Id at 222-23 & n 1; Cargill, 479 US at 117-18 n 12. 

," See Bork, The Antitrust Paradox at 144-59 (cited in note 4) (reviewing literature). For ap
plications of this idea to antitrust law, see Yale Brozen, Concentration, Mergers, and Public Policy 
162-64,386-92 (Macmillan 1982) (arguing that the Chicago view has been persuasive among 
scholars); Frank H. Easterbrook, Predatory Strategies and Counterstrategies, 48 U Chi L Rev 263, 
263-64 (1981) (concluding that courts and the law should not take predation charges seriously); 
Richard A. Posner, Antitrust Law: An Economic Perspective 184-96 (Chicago 1976) (arguing that 
predatory strategies can at best delay entry); Lester Telser, Cutthroat Competition and the Long 
Purse, 9 J L & Econ 259 (1966) (arguing that firms can more easily pursue monopolization by 
merger and acquisition than by predation). 

n See Paul W. MacAvoy, The Failure of Antitrust and Regulation to Establish Competition in 
Long-Distance Telephone Services 190 (MIT and AEI 1996) (arguing that "predatory pricing in 
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as a theoretical matter not only in markets with small sunk costs, but 
also in markets with large sunk costs associated with investments in 
durable capacity that are not highly firm-specific. The Chicagoans fur
ther predict that competitors will understand the weakness in a preda
tor's position and adopt their own defensive strategies predicated on 
the belief that the predator could not credibly commit itself to a path 
of sustained losses from uncompensatory pricing." Much empirical 
work supports this view. Indeed, even Phillip Areeda and Donald 
'Thrner,both professors at Harvard rather than Chicago, observed in 
their famous Harvard Law Review article of 1975 that "proven cases 
of predatory pricing have been extremely rare.,,13 

This skepticism toward predatory pricing is not shared by all 
economists." Economists have employed game-theoretic models to 
show that pricing below cost may be rational because of signaling ef
fects and that the sequential bankruptcies of multiple competitors, 
which the Chicago School powerfully argued are neither plausible nor 
observed, are unnecessary for successful predatory intimidation.!S 
Whatever the merits of their arguments, however, the game theorists 
have, to date, failed to convince the courts. In 1993, for example, Alvin 
Klevorick surveyed the game-theoretic economic literature on preda
tion and found that courts had yet to consider it.!' The current body of 
predatory pricing jurisprudence, epitomized by the Supreme Court's 
decisions in Matsushita Electric Industries Co v Zenith Radio Corp" 

the interLATA market could not produce a monopoly:' because "[e]ven if a Bell operating com
pany could bankrupt one or more of the three major interexchange carriers, that carrier's fiber 
optic capacity would remain intact for another to· purchase"); Daniel F. Spulber and J. Gregory 
Sidak, Deregulatory Takings and the Regulatory Contract: The Competitive Transformation of 
Network Industries in the United States 92-94 (Cambridge 1997) (reviewing evidence tbat this is 
true of the telecommunications industry) . 

• See Easterbrook, 48 U Chi L Rev at 285-88, 293-94 (cited in note 10) (noting, for exam
ple, that entrants may sign long-term contracts with customers making them invulnerable to 
predators' price cuts) . 

.. Areeda and Thmer, 88 Harv L Rev at 718 (cited in note 3). 
'" Indeed, even the skepticism among Chicago-oriented scholars should not be equated with 

a dogmatic belief among them that successful predation never occurs. See, for example, Dennis 
W. Carlton and Michael Waldman, The Strategic Use of Tying to Preserve and Create Market 
Power in Evolving Industries, Working Paper No 145, George 1. Stigler Center for the Study of 
the Economy and the State, University of Chicago (July 1999) (arguing that monopolists may be 
able to use product tying and foreclosure to deter entry of efficient firms and help the monopo
list recoup losses from predatory pricing); Thomas W. Hazlett, Predation in Local Cable TV 
Markets, 40 Antitrust Bull 609 (1995) (presenting a case study of successful predation). 

" By setting low prices, a finn may be able to signal to its imperfectly informed rivals that its 
costs are low. By convincing its rivals that they face a particularly fonnidable competitor, the 
finn can induce its rivals to exit the industry. For a review and analysis of the relevant literature, 
see, for example, Jean Tirole, The Theory of Industrial OrganizatWn 361 (MIT 1989). 

,. Alvin K. Klevorick, The Current State of the Law and Economics of Predatory Pricing, 83 
Am Econ Rev Papers & Proc 162 (1993). 

" 475 US 574, 589 (1986) ("(P]redatory schemes are rarely tried and even more rarely suc
cessful. "). 
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and Brooke," embraces the skepticism of the Chicago School. Preda
tory pricing is, in the Court's view, rarely attempted and even more 
rarely successful. 

Lott is sympathetic to that conclusion. He observes, correctly, that 
game-theoretic models of predation can explain almost any phe
nomenon (pp 2-6). This fact may constitute a legitimate drawback to 
such models. Their strength, however, is that they force the researcher 
to make explicit all assumptions that are being made about the envi
ronment in question. A reader can then assess readily whether the 
maintained assumptions are appropriate for the situation under con
sideration. Game-theoretic models also provide a convenient vehicle 
for proving carefully all assertions that are made. By failing to present 
his arguments using fully specified game-theoretic models, Lott unfor
tunately fails to make his own assumptions clear. Consequently, Are 
Predatory Commitments Credible? often leaves the reader to try to 
surmise the conditions under which Lott's assertions are valid. Several 
examples of this problem are discussed below. 

B. Lott's Empirical Investigation of the Credibility of Predatory 
Commitments by Private Firms 

Lott's attempt to test predation theories empirically should be 
applauded for its creativity and originality. Lott hypothesizes that a 
firm's predatory commitments wiil be credible only if its managers are 
given incentives "to expand output at the expense of accounting prof
its" (p 19) and if they cannot easily be removed by shareholders dur
ing the predatory period. Lott then surveys the experiences of eighty
five firms sued for predation to see whether they had decoupled man
ager compensation from short-term profit or entrenched their manag
ers in some fashion." He finds that they did not. Rather, "[m]anagers 
of firms accused of predation were rewarded more for increasing 
short-term profits in predation years than were other managers .... " 
(p 43). Nor were such managers more entrenched (p 56). 

The primary weakness in Lott's approach is that he assumes 
predatory commitments must take the form of managerial incentives 
without considering alternative forms. Much of the game-theoretic lit
erature on predation of the 1980s and 1990s built on the work of Stan
ford economists Paul Milgrom and John Roberts.'" Accordingly, Lott 

,. 509 US at 225-26 (affirming the test applied in Matsushita). 
" Though it is unlikely that all these fInns were guilty of predatory acts, Lott assumes that 

they were more likely to be guilty than most finns. One would therefore expect to find that their 
management compensation and job security differed systematically from most finns if the game 
theoretic model is valid. 

'" Paul Milgrom and John Roberts, Predation, Reputation and Entry De!errence, 27 J Econ 
Theory 280 (1982). 
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addresses the Milgrom-Roberts model. In particular, Lou interprets 
the model to require that potential competitors believe that the 
predator is not interested in maximizing profit. Lott's interpretation of 
that model, however, may be too literal and may overlook other pos
sible interpretations (pp 18-27)." Entrants may simply be uncertain 
about the predator's cost function." 

Lott does not present a formal model to justify his assertion that 
predatory firms would be expected to compensate managers differ
ently from the manner in which nonpredatory firms do. Without the 
formal model, it is difficult to test whether the assertion is true. LoU 
hypothesizes that the shareholders of predatory firms that support a 
predatory strategy would be tolerant of managers who sacrificed 
profit in the short term and would punish managers if competitive en
try were to occur (contrary to those managers' efforts to establish a 
reputation for toughness) (p 20). But it is not clear why these share
holders should necessarily want to fire a manager when entry occurs. 
Firing the manager is optimal when evidence of incompetence or 
shirking arises. Competitive entry is not necessarily a sign of either." 
Incentive structures that pay managers more as profits fall might well 
be interpreted by the courts as evidence of predatory pricing. This fact 
alone may preclude the use of such incentive structures, even if preda
tion is taking place. Moreover, Lott ignores the role of the labor mar-
lro.i-; ..... <::I.ff.,. ..... t; ..... « n-ta.1"'l':lIm::::o.-rc' ;n ... pnt;"p~ P"pn -if:l manaOPT 1(1. n~ln ~ fixpn 
n.~1,. U.I. u. ... .I......,'-'LLl.J.5 .I...l·I.I ............... 6 .......................... ..., ....... u .• .......... .&..oJ • .......... ~ ....... ~......... 0-· ...... - r-- - - ... ~-_-_ 

wage, he may choose to act as a vicious predator if doing so will make 
him more highly valued by other potential employers who seek a 
manager to conduct predatory pricing. 

As a general proposition empirical work is seldom definitive, and 
for a variety of reasons, that is certainly the case here, as Lott recog
mzes: 

[Olne must be careful in interpreting the evidence provided later 
... showing that firms accused of predation neither provided ac
cused predatory managers with additional protection from re
moval nor provided them with compensation that encourages 
predatory behavior. Two interpretations are possible: either that 

II LoU's own discussion appears to concede that his focus on the early Milgrom-Roberts 
reputation model may not be entirely appropriate (p 27). -That concession, however, does not 
seem to affect the design of his empirical tests. 

II See note 15. 
,) More generally, observed performance is seldom a perfect measure of unobserved behav

ior or ability. Consequently, the ideal relationship between performance and compensation is dif
ficult to specify in general. See, for example, Bengt Holmstrom, Moral Hazard and Observability, 
10 Bell J Econ 74 (1989). Furthermore, if entry always led to dismissal of the manager, the en· 
trant might be particularly inclined to enter when it knows the manager is an effective and ruth
less predator. Under such circumstances, a policy of always firing the manager when entry occurs 
could be counterproductive. 
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firms in my sample were, contrary to the charges, not engaging in 
predation; or, that if predation was occurring, it cannot be ex
plained by theories which rely on firms hiring nonprofit maxi
mizing managers (p 25). 

Lott's caution is well advised and commendable. 
In addition to having these general conceptual difficulties, Lott's 

empirical analysis may be constrained in its explanatory power by 
several more technical concerns that we now address. 

1. Empirical analysis of predation and 
managerial compensation. 

If successful predatory pricing requires a finn to sacrifice profit, 
reasons Lott, then CEO compensation should be inversely related to 
profit in firms that are accused of predatory pricing (p 40). Contrary 
to that hypothesis, Lott stresses the finding that firms accused of 
predatory pricing tend to link CEO compensation positively to short
term profit more than other firms do (p 43). He interprets this pattern 
as evidence that the accused firms do not reward the CEO for the 
profit sacrifice that is a prerequisite to predatory pricing. That inter
pretation, however, is open to debate on several grounds. 

First, Lott's (largely unstated) theoretical model appears to 
equate managers and CEOs. If lower-level managers are the ones who 
actually carry out predation, then one would want to examine the rela
tionship between alleged predation and the compensation of 
lower-level managers. Lott concedes this point (p 139 n 23), but notes 
that data limitations preclude such an analysis. 

A second issue concerns the proper measure of managerial com
pensation. A large literature notes the difficulties in inferring true 
compensation from available data." Available data seldom capture 
such important elements of compensation as vacation time, retirement 
benefits, staff support, perquisites, working conditions, travel require
ments, scheduling flexibility, and so forth. Lott acknowledges this point 
(p 39) but (perhaps appropriately) concludes that, since others have 
proceeded with less than ideal data, he will also. The use of stock op
tions for managerial compensation complicates matters further. It is 
not clear that "stock options exercised ... during the previous year" 
should be included in any measure of compensation (p 31). Exercised 
options reflect discretionary behavior by the employee, and may not 

l' For two recent reviews of the literature, see Joel S. Demski and David E.M. Sappington, 
Summarization With Errors: A Perspective on Empirical Investigations of Agency Relationships, 
10 Mgmt Accounting Research 21 (1999); Canice Prendergast, The Provision of Incentives in 
Firms, 37 J Econ Lit 7 (1999). 
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be deliberate attempts by the firm to motivate desired actions." (Lott, 
however, indicates in a footnote (p 139 n 19) that the empirical find
ings do not vary when this component of compensation is omitted.) 
Furthermore, Lott's 0-1 dummy variable that reflects whether the firm 
provides options to its CEOs is less than satisfactory. Ideally, one 
would want a measure of the number of options provided and the 
value of these options. 

Third, managers terminate their employment at firms for many 
reasons, including personal conflicts, health concerns, family consid
erations, and alternative employment offers. When Lott regresses 
measures of managerial turnover at a firm on indicators for whether 
the firm predated and other variables, he fails to control for all rele
vant factors that may explain turnover. This may produce omitted 
variable bias" rendering unreliable the estimated relationship between 
managerial turnover and possible predatory activity. Also, greater 
managerial turnover may be evidence of an industry in which there is 
an active labor market for CEOs. In such markets, the internal mone
tary incentives afforded a CEO may have relatively little impact on 
his performance. 

Apart from the preceding considerations, there are at least three 
reasons why managerial compensation may increase as short-term 
profit increases in firms tliat are engaged in predation. First, aggres
sive, risk-loving managers who may be particularly adept at conduct
ing predatory pricing may be attracted to firms that link pay more 
closely to performance. Thus, the identified pay structure may serve to 
attract the desired type of CEO. Second, CEOs direct many different 
aspects of firms' activities. Although predation might be encouraged 
by increasing compensation as short-term profit falls, other activities 
(cost reduction and innovation, for example) may suffer from such a 
reward structure. It is important to recognize explicitly the multi-task 
nature of firms." Third, firms that seem to be engaged in predation 
may be under the most pronounced pressure from competitors. If so, it 
may be particularly critical for these firms to induce their managers to 

" It is conceivable that the number of options exercised could provide relevant infonnation 
about predatory behavior. Managers at time t, who know the firm will adopt a predatory pricing 
strategy at time t+2, might exercise options at time t and sell at time t+ 1 to avoid the dip at time 
t+2. However, insider trading laws may prevent this strategy and strip the options exercised of 
their infonnation value . 

• See William H. Greene, Econometric Analysis 401-02 (Prentice· Hall 3d ed 1993). 
,., See Bengt Holmstrom and Paul Milgrom, Multj~Task Principal-Agent Analyses: incentive 

Contract~ Asset Ownership, and Job Design, 7 J L, Econ, & Org 24 (1991) (arguing that principal· 
agent models are of limited use in analyzing finns' compensation policies unless they can ac~ 
count for those firms' multiple goals and developing a model that does account for multiple 
goals). 




























