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We analyze whether lifting the remaining line-of-business restraints in the Modified
Final Judgment (thus permitting the Regional Bell Operating Companies to provide
interLATA calling services and to manufacture equipment) weuld plausibly lead the
RBOCs to practice predatory pricing. We assume throughout that the regulated portions
of the RBOCs’ business would be subjected to price-cap or similar incentive-based
regulation and that equal access to bottleneck services would be enforced. Despite
employing a very broad definition of predation, we find that it is highly unlikely that the
RBOCs would profitably engage in predatory pricing.

The Modified Final Judgement (MFJ) of US v.
Western Electric and A.T.& T. (entered 24 August,
1982) prevented Regional Bell Operating Compa-
nies (RBOCs), responsible for providing local
telephone services, from engaging in three types
of business activities: (1) the manufacture of tele-
communications products or consumer premise
equipment; (2) the provision of inter-exchange
telecommunications services; and (3) the provi-
sion of information services. The restriction on
the provision of information services was removed
in July 1991. In this paper we analyze the likely
effects on pricing behavior of lifting the remain-
ing line-of-business restraints contained in the
MEF]J to permit the RBOCs to provide interLATA
calling services and to manufacture equipment. In
particular, we focus on whether such permission
might lead the RBOCs to adopt predatory pric-
ing.

Our analysis is based on two maintained as-
sumptions about the regulatory environment: that
the regulated portions of the RBOCs’ business
would be subjected to price-cap or equivalent
incentive-based regulation and that equal access
to bottleneck services would be enforced. We use
an unusually broad definition of predatory pric-
ing, encompassing all pricing behaviors intended
to injure or curtail competition. We find that it is
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highly unlikely that the RBOCs could profitably
engage in predatory pricing, either as we broadly
define it or as more narrowly defined by federal
courts in antitrust cases, where an additional
cost-based test is imposed. In view of current
trends, arguably the greater danger to competi-
tion in interLATA calling comes from the planned
vertical integration of existing interLATA carriers
providing local wireline or wireless calling ser-
vices. Their integrated structure and first-mover
advantages may enable them to establish and
maintain uncompetitively high prices for inter-
LATA calling services.

The first section of this paper describes the
economic rationale behind various predatory pric-
ing strategies. The second section outlines some
of the relevant characteristics of the markets in
question. The third section then examines the
potential for predatory pricing behavior by the
RBOC:s in the interLATA and telecommunica-
tions equipment markets. The fourth section con-
cludes.

POTENTIAL PREDATORY PRICING
STRATEGIES

For the purposes of this analysis, we define preda-
tory pricing broadly as an attempt by a firm to
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reduce long-run, future competition by temporar-
ily reducing prices. The reduced prices mean that
the firm practicing predation earns lower short-
run profits than might otherwise be possible. The
firm chooses to sacrifice short-run profits and
incur temporary economic losses in an attempt to
increase its future profitability, either by inducing
current competitors to exit or complete less ag-
gressively or by deterring the entry of future
competitors.

Our definition of predatory pricing requires only
that the firm price at a level lower than it would if
it were not attempting to reduce competition. In
particular, price need not be below some account-
ing measure of cost. This definition is suggested
by recent theoretical work in industrial economics.
It is a broader definition than those typically used
by antitrust courts. It is also one that is more
useful for a prospective analysis of the likely
effects of lifting the MFJ’s line-of-business re-
strictions. Because our definition of predatory
pricing is broader, it leads to a test for predation
that is more likely to be satisfied than traditional
legal tests. A finding that no predatory pricing
would occur under the broader definition thus
implies that antitrust violations are especially un-
likely to follow the lifting of the line-of-business
restrictions and that even aggressive pricing that
damages competition but is legally permissible is
unlikely to occur.

As is usual in economic analyses of industrial
competition, we assume throughout that firms try
to maximize the present value of their present
and future profits. A firm will rationally forego
possible profits in the short run to increase future
profits only if there is a reasonable likelihood that
future profits will compensate for the foregone
short-run returns.! A number of scholars (e.g.
McGee, 1958, 1980; Bork, 1978) have argued that,
in general, predation is unlikely because there
will typically be little realistic possibility of re-
couping the short-term economic losses it entails.
However, more recent research based on explic-
itly strategic (game-theoretic) models of competi-
tion has identified several mechanisms through
which temporarily low prices can reduce future
competition and thereby increase profits.> We
label these as deep-pocket scenarios, expectational
and informational scenarios, and cross-subsidiza-
tion scenarios, and we discuss the logic of each in
turn. Although these arguments do suggest that
predation is logically possible, we find that they
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require stringent conditions to be met for it actu-
ally to prove profitable—conditions that are not
met in the telecommunications industry.

Deep Pockets

In the ‘deep-pockets’ or ‘long-purse’ scenario
(Telser, 1966; Benoit, 1984) predatory prices im-
pose actual losses on competitors who, either
fearing or actually experiencing bankruptcy, leave
the market. Several requirements must be met for
predation to be successful in a ‘deep-pocket’ sce-
nario.

First, the predator must be able to impose losses
on the competitor by cutting prices and forcing
the competitor either to match the predator’s
price cuts or to maintain its prices and lose mar-
ket share. There are many instances in which
price cutting will not impose losses on the com-
petitor. For one, price cutting will be ineffective if
the competitor’s customers are tied to it by con-
tracts or if switching costs make it expensive for
customers to change suppliers to take advantage
of temporary price cuts. Even in the absence of
such contracts and switching costs, a sophisticated
customer whose purchases form a large share of
demand may still resist the predatory attempt.
Realizing that the predator, if successful, will
charge even higher prices once its predatory strat-
egy succeeds, sophisticated customers who recog-
nize that their business may be important to the
survival of the target firm will continue to deal
with it despite its relatively higher prices. Finally,
even in cases where customers are neither sophis-
ticated nor tied to the target firm, the competitor
may be able to defend itself against the predator’s
temporary price cut by temporarily redeploying
its assets.

In cases where price cutting can successfully
impose losses on a competitor, the deep-pocket
scenario also requires that the competitor be less
able to absorb losses than the predator. If the two
firms are equally efficient, then the predator will
suffer losses equivalent to those suffered by the
competitor as a result of the pricing strategy. If
the competitor has ‘deeper pockets’, that is, bet-
ter access to financial resources relative its size
than does the predator, this strategy will not be
viable. For example, attempts at deep-pocket pre-
dation may be futile if the competitor is earning
revenues in excess of costs in other markets, has
cash reserves or assets that can be sold to raise



