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State—owned enterprises (SOEs), also known as public enterprises,
are owned by governments rather than private investors and compete
directly with private, profit-maximizing enterprises in many impor-
tant markets. For example, government postal firms typically offer
overnight mail and package shipping services in direct competition
with private delivery companies. In addition, many public hospitals
and educational institutions compete directly with private suppliers
of similar services.

Production by public enterprises is particularly widespread in de-
veloping countries. During the 1980s, for example, public enterprises
accounted for approximately 14 percent of gross domestic product
in African nations and approximately 11 percent in developing coun-
tries as a whole.!

Typically, SOEs are required to pursue goals other than pure
profit maximization. One might therefore suspect they would act
less aggressively toward their competitors than would private, profit-
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maximizing firms. We show, however, that the opposite is often the
case. Even though they may be less concerned with generating profit,
SOEs have stronger incentives than profit-maximizing firms to pur-
sue activities that disadvantage competitors. Furthermore, such in-
centives can become more pronounced as an SOE’s concern with
profit becomes less pronounced. Potential activities to disadvantage
competitors include setting prices below cost, misstating costs and
choosing inethicient technologies to circumvent restrictions on
below-cost pricing, raising the operating costs of existing rivals, and
erecting entry barriers to preclude the operation of new competitors.

The increased incentive of SOEs to disadvantage competitors
can arise from governmental policy objectives and other forces that
induce SOEs to value an expanded operating scale for its own sake.
To illustrate, SOEs are often instructed to increase local employment
and/or to ensure that affordable service is provided ubiquitously to
low income families. Such directives blunt incentives for profit max-
imization and thereby introduce a system in which the success of an
SOE manager is measured more by the scale and scope of operations
than by the profit those operations generate. Under such an explicit
or implicit reward structure, SOEs act as if they value expanded scale
and scope—as proxied by revenue, for example—as well as, or in-
stead of, profit. The enhanced value placed on revenue or output
leads the SOE to undertake aggressive actions in pursuit of expanded
output and revenue, including anticompetitive behavior against pri-
vate, profit-maximizing enterprises.’

In this chapter, we first provide some background on competi-
tion law and its application to SOEs.> We then explain in detail
why, contrary to the prevailing view, SOEs have particularly strong
incentives to act anticompetitively. Finally, we explain why SOEs
also may have enhanced ability to act on those incentives.

Some Legal Background

For more than a century after the passage of the Sherman Act, the
United States led the world in developing a body of legal and eco-
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Anticompetitive Behavior by State-Owned Enterprises 3

nomic principles for analyzing anticompetitive behavior by private
enterprises. The U.S. Constitution, however, is thought to immu-
nize from U.S. antitrust law much anticompetitive behavior by
SOEs. Within the American federalist system, the Supreme Court
has long addressed whether states may impose and supervise policies
that reduce competition. Those cases articulate the state-action im-
munity in U.S. antitrust law, which generously immunizes states
(and, less generously, municipalities) from antitrust claims as long
as they actively supervise the suppression of competition. The crude
rule of thumb is that private plaintiffs suing states for anticompeti-
tive behavior generally lose.

The body of law with respect to federal government activities
that impair competition is far less developed. If a federal SOE cloaks
itself with the claim of sovereign immunity and if Congress has not
consented to claims against the sovereign, including the sovereign’s
economic enterprises, a plaintiff generally has little chance to prevail
in an antitrust proceeding against the SOE. So it is not surprising
that the antitrust jurisprudence on SOEs pales in comparison to
American antitrust precedent on most business practices.

Capitalism itself has also contributed to the stunted growth of
American case law on SOEs. Unlike Europe, Australia, New Zealand,
or even Canada, the United States has never embraced government
ownership of enterprise. Railroads, telephone companies, electric
utilities, banks, airlines, steel mills, automobile factories, and aircraft
plants have routinely been owned and operated by the state in Eu-
rope and much of the world.* In contrast, the U.S. government gen-
erally has refrained from nationalizing and from directly managing
private industries except in wartime.

Times have changed. The United States now feels the growing
influence of the European Commission (EC) and various national
enforcement agencies around the world, as General Electric’s failed
acquisition of Honeywell in 2001 attests.” Less noticed than the de-
feat of the GE-Honeywell merger, but equally important for its long-
term implications for the development of competition law on all
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continents, was the EC’s decision in 2001 regarding Deutsche Post
AG, the German postal monopoly now undergoing privatization.

The EC found that Deutsche Post used profits from its state-
granted monopoly in letter mail services to subsidize efforts to domi-
nate the parcel delivery business in Germany by pricing below cost
and undercutting competitors.® The EC ordered Deutsche Post to
divest its parcel delivery business and to engage the new owner only
on an arms’-length basis for any continuing commercial relation-
ships.

The Deutsche Post case could soon become relevant to SOEs
owned by the U.S. government. In 2002, the U.S. Court of Appeals
for the Ninth Circuit held in the Flamingo Industries case that the
Postal Service was subject to federal antitrust law because “Congress
has withdrawn the cloak of sovereign immunity from the Postal Ser-
vice and given it the status of a private corporation.”” The Ninth
Circuit found that the Postal Service lost its sovereign status upon
enactment of the Postal Reorganization Act of 1970, which provided
that “The Postal Service shall have the . . . power to sue and be sued
in its official name.”®

Another significant development concerning competition law for
SOEs is the complaint filed by United Parcel Service in 2000 against
Canada Post under Chapter 11 of the North American Free Trade
Agreement (NAFTA).? Chapter 11 permits an investor of one signa-
tory nation to initiate arbitration against another signatory nation for
its failure to comply with NAFTA’s obligations concerning foreign
investment and regulation of monopolies. Chapter 11 enables a for-
eign firm to sue for damages caused by a nation’s preferential treat-
ment of its SOE, even though sovereign immunity might block an
analytically identical case brought by a citizen of that same nation
and styled as a violation of its domestic law. The applicable law is
not necessarily that of any NAFTA country.

The Flamingo Industries decision and the pending Canada Post
NAFTA arbitration illustrate how American SOEs such as the U.S.
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Postal Service, the Tennessee Valley Authority, and Federal Prison
Industries all could become the targets of analogous NAFTA com-
plaints filed by Canadian or Mexican parties under NAFTA, as well
as targets of antitrust suits filed by American plaintiffs under Ameri-
can law.

Anticompetitive Incentives of State-Owned Enterprises

In this section, we explain why SOEs have stronger incentives than
private firms to engage in anticompetitive activities. We demon-
strate that when an SOE values an expanded scale of operation in
addition to profit, it will be less concerned than its private, profit-
maximizing counterpart with the extra costs associated with in-
creased output. Consequently, even though an SOE may value the
profit its anticompetitive activities can generate less highly than does
a private profit-maximizing firm, the SOE will still pursue anticom-
petitive activities that expand its own output and revenue. To illus-
trate, the SOE might set the price it charges for a product below its
marginal cost of production, particularly if the product is one for
which demand increases substantially as price declines.’ If prohibi-
tions on below-cost pricing are in effect, an SOE will have a strong
incentive to understate its marginal cost of production or to over-
invest in fixed operating costs to reduce variable operating costs. A
public enterprise may also be more inclined than a private, profit-
maximizing firm to raise its rivals’ costs and to undertake activities
designed to exclude competitors from the market because those ac-
tivities expand the scale and scope of the SOE’s operations.

The Objective of an SOE

Different SOEs often have different assigned missions and different
goals. For example, the U.S. Postal Service is charged with providing
ubiquitous service throughout the United States at uniform rates
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across different geographic regions. Congress has mandated that
“The Postal Service shall have as its basic function the obligation
to provide postal services to bind the Nation together through the
personal, educational, literary, and business correspondence of the
people. It shall provide prompt, reliable, and efficient services to pa-
trons in all areas and shall render postal services to all communities.
The Postal Service shall provide a maximum degree of etfective and
regular postal services to rural areas, communities, and small towns
where post offices are not self-sustaining.”!!

When it proposes rate increases (subject to Postal Rate Commis-
sion review), the Postal Service is required to consider the fairness,
equity, and simplicity of its rate structure (across multiple services)
as well as the relationships among prices, production costs, and the
value of the service provided. Such mandates indicate that, in con-
trast to the typical private firm in a capitalist society, SOEs seldom
seek solely to maximize the profit they generate. The profit SOEs
are permitted to earn is often explicitly limited, and SOEs are com-
monly instructed to pursue goals that are distinct from, if not funda-
mentally incompatible with, profit maximization."?

In practice, an SOE is not a monolithic entity that faithfully
executes its mandate. Rather, it is an organization comprised of
many individuals, including managers who often have considerable
discretion to pursue their own objectives. That discretion arises in
part because SOEs are not subject to takeover threats and are gener-
ally less subject to the discipline of capital markets than private en-
terprises. Even though the managers of private, profit-maximizing
firms may have goals and interests similar to those of managers in
SOEs, the discipline of capital markets will limit the freedom of
private managers to pursue private interests that do not maximize
shareholder value.”” Managers of SOEs (and government officials
who monitor them) often have considerable interest in expanding
the scale or scope of their activities, in part because a manager’s
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abilities may be inferred from the size of the operations he or she
oversees.'!

This preference for expanded scale and scope of operations sug-
gests that SOEs will act as if they maximize some combination of
profit and operating scale. In practice, revenue often serves as a con-
venient proxy for scale.

In the formal analysis that underlies the discussion in this chap-
ter, we rely on the simplifying assumption that SOEs value both
revenue and profit. However, it is important to note that the key
qualitative conclusions drawn from our analysis hold more generally.
The conclusions hold, for example, if the SOE secks to maximize a
combination of output and profit or if it seeks to maximize revenue
(or output) subject to the constraint that its profit exceed some
spectfied level. The key assumption is that the SOE values revenue
or output as well as profit. Its concern with revenue or output effec-
tively induces the SOE to discount the cost of expanding output.
Consequently, even though the SOE values the profit its anticom-
petitive activities can generate less highly than does a private profit-
maximizing firm, the SOE pursues particularly aggressively anticom-
petitive activities that serve to expand its own output and revenue.
In essence, the SOE’s increased concern with output outweighs its
reduced concern with profit in determining its interactions with

competitors.

An SOE'’s Pricing

In the appendix to this chapter, we present a formal analysis of how
SOE:s set prices for their services when they seek to maximize a com-
bination of profit and output. Here, we summarize the main findings
from that analysis."” We find that a multiproduct SOE that maxi-
mizes a combination of profit and revenue effectively discounts the
marginal costs of producing its services more than a private, profit-
maximizing firm does. That is, when it determines prices for its
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goods and services, the SOE will be less concerned than its private
counterpart about the extra cost it incurs when it expands its output.
The greater its focus on revenue rather than profit, the more the
SOE discounts marginal costs in pricing its goods and services.

This discounting of marginal costs reflects the fact that as the
SOE becomes more concerned with revenue relative to profit, it be-
comes less averse to the higher costs that arise from increased out-
put. Consequently, the SOE favors more highly the expanded
output and revenue that result from low prices on those products for
which competition from alternative suppliers is most pronounced.
When such competition exists, a reduced focus on profit leads the
SOE to set particularly low prices for the products on which it faces
the most intense competition. Indeed, as John Lott has suggested,
an SOE is likely to set the price of a product below its marginal cost
of production, even in the absence of predatory intent.'® We find
that the SOE is particularly likely to prefer below-cost prices when
its focus on profit is more limited and when customer demand for
its products is more sensitive to price.!”

This conclusion holds because even though profit declines as
the SOE reduces price below marginal cost, revenue can increase as
price declines. Therefore, if the SOE'’s relative valuation of revenue
is sutficiently pronounced or if customer demand for some of its
products is sufficiently sensitive to price (or both), then the SOE
will choose to set some prices below marginal production costs. In
doing so, the SOE may drive a more efficient competitor from the
market.

Avoiding Restrictions on Below-Cost Pricing

The foregoing analysis considers the prices preferred by an SOE
when its pricing flexibility is unrestricted. In practice, an SOE may
face restrictions on its prices. For example, it might be prohibited
from pricing below marginal cost, just as private, profit-maximizing
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firms typically are. We now explain how firms can relax a binding
prohibition against below-cost pricing and why a public enterprise
may have stronger incentives than a profit-maximizing firm to relax
such a prohibition.

One obvious way in which a firm can relax a binding constraint
against pricing below marginal cost is to manipulate accounting data
to understate its actual marginal cost. Such understatement might
be achieved by classifying as overhead production costs some or all
of the costs that truly vary as output varies. For example, the firm
might count some of the personnel hired to supply the product in
question as central management. An alternate way for the firm to
understate its true marginal cost is to record as variable costs in-
curred in the provision of a different product costs that are truly
incurred in producing the product whose price the firm would like
to set below marginal cost. For example, the firm might claim that
materials and supplies employed to produce the product in question
were employed to produce a different product.

Intentional understatement of marginal production costs entails
personal risk. Laws against fraud carry severe financial penalties, and
career prospects can be dimmed for managers who are suspected of
knowingly reporting false information. But even if the SOE bears the
full costs of the manipulation, the associated benefits may outweigh
the costs. Most important, when the SOE values more highly than a
private, profit-maximizing firm the expanded output and revenue
that result from the lower price the understatement facilitates, the
SOE will be more likely than its private counterpart to understate its
costs. We therefore conclude that an SOE has a particularly strong
incentive to understate its marginal cost of production to relax a
binding prohibition against pricing below cost. The less profit-ori-
ented the SOE, the greater this incentive will be.

Now consider a more subtle strategy an SOE might pursue to
relax a binding prohibition against pricing below cost. Suppose that
instead of misstating its true marginal cost, the SOE chooses to oper-
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ate with an inefficient technology that secures a relatively low mar-
ginal cost at the expense of a particularly high overhead cost. In
practice, a firm can do so by installing general-purpose equipment
on a large scale, thereby reducing the need for project-specific equip-
ment. It can also do so by, for example, retaining a large on-site staff
with broad legal, engineering, computing, and/or marketing expertise
that substitutes for specific expertise on individual products.

More generally, suppose the SOE has a choice among production
technologies and suppose this choice is measured by the amount of
an overhead resource the firm employs. For expositional conve-
nience, we refer to this resource as capital.'® The more capital the
firm installs, the lower its variable and marginal costs of production
will be. Therefore, because an SOE values highly the expanded scale
and scope facilitated by low marginal production costs, it has partic-
ularly strong incentives to overinvest in capital to relax a binding
prohibition on pricing below cost."

The more highly the SOE values expanded scale and scope rela-
tive to profit, the more it benefits from the expanded scale a lower
price provides and the less concerned it is with the associated cost.
Therefore, the less concerned the SOE is with generating profit, the
greater the technological inefficiency it will endure to secure a lower
price and the expanded scale it engenders. Such inetficient overcapi-
talization can be particularly pronounced if the SOE'’s capital pur-
chases are subsidized (as they can be, for example if the SOE is
afforded privileged access to government funds).

For simplicity, our discussion focuses on the case in which the
cost of producing each product is independent of the cost of produc-
ing other products. However, the presence of cost complementarities
(where the production of one good lowers the cost of producing an-
other) can provide an SOE with an additional means to relax a bind-
ing prohibition on pricing below cost. To illustrate, suppose the SOE
produces two products, A and B. Further suppose the SOE is, by law,
the sole supplier of product A, whereas both the SOE and competi-
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tors supply product B. Finally, suppose there are economies of scope
in the provision of products A and B that cause the SOE’s marginal
cost of producing B to decline as its supply of product A increases.
In the presence of such cost complementarities, the SOE can enjoy
a lower marginal cost for product B by increasing its output of prod-
uct A. This output expansion might be accomplished, for example,
by agreeing to take on an expanded universal service obligation in
the delivery of product A.

Consequently, when cost complementarities are present, an
SOE gains in two distinct ways from accepting an expanded univer-
sal service obligation. First, it increases the scale and scope of the
SOE’s monopoly operations. Second, it reduces the SOE’s cost of
supplying product B. This reduction in marginal cost typically serves
to expand the SOE’s production of product B. It is of particular value
in this regard when the SOE faces a binding restriction on pricing
below cost.

In sum, an SOE’s preference for expanded scale and scope can
leave it with strong incentives to disadvantage competitors by strate-
gically relaxing a binding prohibition against below-cost pricing in a
variety of ways.

Raising Rivals’ Costs

To disadvantage their rivals, firms can undertake activities other than
strategically relaxing a binding prohibition against below-cost pric-
ing. For example, firms might lobby for regulations that increase
rivals’ operating costs, restrict rivals’ access to essential productive
inputs, and buy excessive amounts of inputs to raise the market price
of those inputs.?

A public enterprise has particularly strong incentives to raise the
costs of its competitors by undertaking such activities. When it
raises its rivals” costs, the SOE induces its profit-maximizing com-
petitors to reduce the amount of output they choose to sell to cus-
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tomers and/or to increase the prices they charge for their products.
Those actions by competitors serve to increase customer demand for
the SOE’s products, which promotes an expanded scale of operation
for the SOE.

Private profit-maximizing competitors enjoy the extra profit they
secure when their rivals are disadvantaged. If public enterprises value
profit less highly than private firms, it is conceivable that they might
be less inclined to disadvantage their rivals. Often, however, the op-
posite is true. A reduced focus on profit can cause an SOE to be
more aggressive in raising its rivals’ costs and render the cost of ex-
panded output less onerous for a public enterprise. Because an SOE
will pursue the expanded scale it values highly by reducing the out-
put of its rivals by raising their costs, we can conclude that an SOE
may have stronger incentives than a private, profit-maximizing firm
to raise its rivals’ costs. Furthermore, the less profit-oriented the en-
terprise, the more pronounced such incentives will be for the SOE.!

In addition to raising the operating costs of an existing rival, an
SOE might undertake activities designed to preclude the operation
of potential rivals. For example, it might lobby key policymakers to
erect impenetrable entry barriers, such as statutory prohibitions on
entry. When successful competitors reduce an SOE'’s ability to ex-
pand the scale and scope of its operations, the SOE has strong incen-
tives to limit the success of those competitors. Often, the more
highly the SOE values expanded scale relative to profit, the more
pronounced this preference becomes. We thus find that an SOE has
strong incentives to undertake activities designed to exclude com-
petitors from the marketplace whenever successful competition
would reduce its output. These incentives increase as the SOE be-
comes less profit oriented.

Economies of Scope between Monopolized and Competitive
Markets

The pronounced desire of the SOE to exclude rivals arises even in
the absence of cost complementarities. For the reasons identified
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above, this desire will become more pronounced when cost comple-
mentarities are present. In particular, when the exclusion of rivals in
one market serves to increase the SOE’s output in that market, its
operating costs decline in a second market. That cost reduction, in
turn, expands the SOE’s scale of operation in the second market.

If the SOE operates in both a monopolized market (such as let-
ter delivery services) served only by the SOE and a competitive mar-
ket (such as parcel delivery services) served by the SOE and one
or more rivals, then the SOE can exploit economies of scope (cost
complementarities) between the two markets. A statutory monopoly,
however, truncates the range of services an entrant can otfer in com-
petition with an SOE. The effect of the monopolized area is to pre-
vent an efficient entrant from achieving economies of scope and thus
lowering its marginal cost of supplying the competitive product. Al-
though similar to the raising-rivals’-costs strategy described above,
this strategy is more accurately described as denying rivals the oppor-
tunity to lower their costs.?? All other things remaining constant,
the rival faces higher costs in the competitive market than the SOE
experiences. We call this the direct effect of the statutory monopoly
in the competitive market.

In addition to this direct effect, an indirect effect arises if econo-
mies of scale exist in the competitive market. If the SOE sets a lower
price in the competitive market because of the realized economies
of scope, demand will shift from the rival to the SOE. As the SOE’s
output of the competitive product increases, the SOE experiences
economies of scale its rivals cannot achieve. The resulting decline in
the SOE’s unit cost of operation in the competitive market causes a
further shift in sales from competitors to the SOE depending on
the SOE’s objectives and the nature of the competitive interaction
between the SOE and its rivals.

The key conclusion here is that the SOE derives from its statu-
tory monopoly over the monopolized product an incremental benehft
in the form of both economies of scope and economies of scale in
the competitive market. These combined effects, direct and indirect,
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are not the intended consequence of the government granting the
SOE a statutory monopoly in the monopolized market. Both incre-
mental effects low causally from the statutory monopoly and not
from an inherent cost advantage that only the SOE enjoys.

In sum, the diverse goals of a public enterprise lead it to act
more aggressively toward its rivals than does a private enterprise. A
reduced focus on profit leads the SOE to price competitive products
below cost. It can also increase the SOE’s incentive to raise the costs
of existing rivals, to erect entry barriers to preclude entry by potential
rivals, and to understate costs and adopt inetficient production tech-
nologies to circumvent regulations designed to foster competition.
Fach of these activities precludes the operation of more efficient
competitors and thereby reduces social welfare. So, too, can the ad-
vantages an SOE enjoys in competitive markets when it, alone, is
authorized to operate in monopolized markets.

These findings influence the optimal design of competition law
as applied to public enterprises. Because an SOE has greater incen-
tive to engage in anticompetitive practices and circumvent antitrust
laws than its private counterpart, particular vigilance in monitoring
the market activities of SOEs is warranted. It may also be appro-
priate to subject an SOE to more stringent competition laws and
harsher penalties for violating them.

The Ability of State-Owned Enterprises
to Act Anticompetitively

Until recently, an unstated premise in the intellectual literature on
pricing had been that the alleged predator is a privately owned firm
that seeks to maximize profit. A profit-maximizing firm will under-
take predatory pricing only if doing so is expected to increase long-
term profit. But a public enterprise typically does not seck to maxi-
mize long-term profit. Thus, for the reasons explained above, an
SOE has greater incentive than a private firm to charge below-cost
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prices. In addition, an SOE typically has enhanced ability to charge
below-cost prices and otherwise disadvantage competitors for at least
five reasons.

First, the legislation that creates an SOE usually imposes upon
it the duty, or confers upon it the prerogative, to pursue objectives
other than profit maximization—such as provision of universal ser-
vice at a uniform, geographically averaged price. This duty or prerog-
ative endows an SOE with greater ability than a private, profit-
maximizing firm to sustain prices below costs for extended periods
of time. In its October 1999 report on competition in postal services,
the Committee on Competition Law and Policy of the Organization
for Economic Cooperation and Development (OECD) observed, “In
practice the vast majority of incumbent postal operators are state-
owned. The precise objectives of state-owned firms are contested,
and probably differ according to the governance arrangements for
state-owned firms in each country, but generally-speaking profit-
maximisation is typically merely one amongst a number of objectives
pursued by such firms. Where a firm, for whatever reason, does not
seek to strictly maximise profits, it may be able to sustain prices
below cost indefinitely, supported by either prices above cost in some
other segment or by some other source of funds.”?* The very decision
to create an SOE suggests that the irm embodies an attempt by
government to rectify a perceived market failure or to advance a
desired social objective, such as income redistribution, through
means other than profit maximization.

Second, an SOE need not recoup losses by ultimately raising
prices in the competitive market. This feature of public ownership is
in direct contrast to the scholarship and jurisprudence on predatory
pricing by private firms, which emphasize that after the exit of com-
petitors or the prevention of entry, the dominant firm will seck to
raise the price sufficiently above the competitive level long enough
to recoup the earlier profit sacrifice and more.?* Unlike a private util-
ity subject to rate-of-return or price-cap regulation, an SOE has sub-
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stantial ability to carry losses forward into future periods of the
ratemaking process.”

More important, unlike a private firm, an SOE has substantial
ability to recoup its losses by raising prices in monopolized markets
where it has a statutory monopoly or via direct expenditures from
the public treasury. The EC, for example, found that the letter-mail
monopoly in Germany produced “a guaranteed source of income
exceeding stand-alone cost” during the period covered by the Deut-
sche Post case.” The OECD noted that, in the case of a public enter-
prise, predatory pricing is a subset of distortionary pricing, which
does not necessarily require conventional recoupment of losses: “It
is convenient . . . to label pricing below cost as “distortionary.”
“Predatory” pricing is a temporary form of distortionary pricing.
Even where distortionary pricing does not lead to prices subse-
quently being raised above cost, it may still be of public policy con-
cern, because of the effect on productive efficiency. Distortionary
pricing might induce a more efficient firm to leave or to not enter
the competitive market.”?

Third, unlike the private firm, which may find it impossible to
repel entry when prices ultimately rise to profitable levels, SOEs may
be able to preclude such entry. This ability arises because SOEs are
often multiproduct firms that benefit from statutory monopolies
over related products or services. The U.S. Postal Service, for exam-
ple, has the discretion to interpret the contours of its own statutory
monopoly.? Thus, the Postal Service enjoys the ability to raise entry
costs for private firms by defining the scope of competitive services
that can be supplied privately.

Fourth, an SOE enjoys privileges and immunities (apart from
explicit state subsidies of operating losses) that facilitate recoup-
ment of losses incurred in noncore markets or that make them irrele-
vant. The U.S. Postal Service, for example, has no obligation to
compensate its investors, the American taxpayers. The absence of an
obligation to pay a competitive return on invested capital lowers the
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cost of funds an SOE can use to subsidize losses in noncore markets.
In addition, an SOE may be exempt from taxation, which reduces
its operating costs.?’

Fifth, an SOE may be subject to less binding price regulation
than is the typical private firm subject to regulation. The less binding
nature of the price regulation can arise, for example, because the
regulatory agency overseeing the SOE’s operation has a limited set
of policy instruments at its disposal. For example, the U.S. Postal
Rate Commission lacks subpoena power, and its powers to set maxi-
mum prices for postal services are not unlimited. Thus, in general,
an SOE has a heightened opportunity to engage in anticompetitive
behavior, including below-cost pricing.*

These are only five of the many reasons SOEs may have greater
ability than their private, proft-maximizing counterparts to engage
in anticompetitive activities. Policymakers increasingly are recogniz-
ing that this greater ability, coupled with a corresponding greater
incentive of SOEs to disadvantage rivals, deserves the heightened
scrutiny of competition authorities.’!

Conclusion

In American jurisprudence, competition law for state-owned enter-
prises 1s limited. However, the EC’s decision in the Deutsche Post
case in 2001 establishes an important precedent that could soon af-
fect the United States if the arbitration panel in the Canada Post
case filed under Chapter 11 of NAFTA is influenced by the EC’s
decision. The challenge ahead is to infuse emerging legal principles
in such cases with sound economic analysis that reflects the special
characteristics of public enterprises and the network industries in
which SOEs commonly operate.

We have explained why SOEs have strong incentives to engage
in anticompetitive activities that serve to expand the scale and scope
of their operations. When an SOE values both profit and expanded
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scale, it discounts the cost of output expansion. Consequently, even
though such an SOE values the profit its anticompetitive activities
generate less highly than does a private profit-maximizing firm, the
SOE pursues aggressively anticompetitive activities that expand the
scale of its operations. In particular, an SOE will set prices below
marginal production costs, especially on products for which demand
is sensitive to price. An SOE also may understate its marginal cost
of production and overinvest in capacity to relax a binding prohibi-
tion on pricing below cost. In addition, an SOE has stronger incen-
tives than a private, profit-maximizing firm to raise its rivals’ costs
and to undertake activities designed to exclude rivals from relevant
markets.

SOEs also commonly have enhanced ability to engage in anti-
competitive activities relative to private firms. This enhanced ability
stems from several sources. For example, SOEs often enjoy privileges
and immunities that afford them considerable discretion in the ac-
tivities they undertake. In addition, an SOE’s legal framework may
impose upon it the duty, or confer upon it the prerogative, to pursue
objectives other than profit maximization. Furthermore, SOEs often
are multiproduct firms that benefit from statutory monopolies over
related products. Consequently, SOEs, unlike their private competi-
tors, may not need to recoup the costs of anticompetitive activities
by raising prices in competitive markets.

In light of the greater incentive and ability of SOEs to engage in
anticompetitive activities, enhanced scrutiny of SOEs under anti-
trust law is appropriate. Furthermore, because a monopoly position
in one market enables an SOE to reduce competition in another
market, it is wise to construe narrowly any statutory monopoly that
is conferred upon it. In addition, strict limits on an SOE’s ability to
expand beyond the market covered by its statutory monopoly may
be appropriate.
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Appendix: A Formal Analysis of SOE Pricing

We explained in the text why an SOE has the incentive to maximize
a combination of revenues and profits. Here we develop formally the
pricing decisions implied by that behavior.

Different SOEs may value revenues and profits differently. To
capture differences among SOEs, we employ the parameter w, which
can range from 0 to 1, to denote the weight an SOE places on reve-
nue. We let 1 — w denote the corresponding weight on profit. By
varying w, we can capture the objectives of different SOEs.

The following additional notation permits a formal statement of
the class of objective functions under consideration. Let n = 1 de-
note the number of products supplied by the SOE. Also let p; = 0
denote the price the SOE charges for its i-th product, and let p =
(p1, ..., pn) denote the prices the SOE charges for its n products.
In addition, let Q;(p) denote the amount of product i that customers
will buy when the SOE sets prices p (customers will buy more of any
product the lower is its price). O = (Oi(p), . . ., O.(p)) will denote
all of the output produced by the SOE. For simplicity, the ensuing
analysis focuses on the setting in which customer demand for each
of the SOE’s products is independent of the prices charged for other
products. The function C(Q) denotes the SOE’s cost of producing
output Q.*

This notation enables us to specify the SOE’s objective, which is
to maximize

w[gp@mm] + (=] [gpigm) - C(Q)]- (1

The first term in square brackets in expression (1) is the SOE’s total
revenue. Total revenue is the sum of the revenue derived from the
sale of each of the SOE’s n products. The revenue derived from the
sale of any particular product (i) is simply the product of the number
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of units of the product sold (Q;) and the price (p;) at which each
unit is sold. The last term in square brackets in expression (1) is the
SOE’s profit. Profit is the difference between total revenue and total
operating cost. Thus, with the weight w applied to revenue and the
weight [1 — w] applied to profit, expression (1) is simply the afore-
mentioned weighted average of revenue and profit.

Before discussing the prices preferred by an SOE that maximizes
a weighted average of revenue and profit, we consider the prices that
a private, profit-maximizing firm would set in the simple, static set-
ting described above. It is well known that a firm will maximize profit
in this setting by raising prices above marginal production costs by
amounts that are inversely proportional to the sensitivity of cus-
tomer demand to price.”® In other words, the firm will set the price
for a product close to its marginal cost of production when a higher
price would cause many potential customers to decide not to pur-
chase the product. In contrast, on products for which customer pur-
chases do not decline much in response to price increases, the profit-
maximizing firm will set prices well above marginal production costs.

This pricing strategy is summarized formally in Finding 1. The
Finding refers to € = [[00, / ap,][ p: /Qi]|, which is the own-price
elasticity of demand for product i. The price elasticity of demand for
product i measures the rate at which customer purchases decline as
the price of product i increases. The larger the price elasticity of
demand for a product, the more pronounced the decline in customer
purchases as the price of the product increases.

Finding 1. The preferred prices of a profit-maximizing multiprod-
uct firm are characterized by the following inverse-elas-
ticity rule:

dC(Q)
P=50, _1

U= fori=1,..., n (2)

pi &
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Expression (2) indicates that the profit-maximizing firm will always
set the price of each of its products above its marginal cost of pro-
duction.* In the simple, static setting considered here, reducing a
price below marginal cost serves only to reduce profit, and so such
pricing is not attractive to the profit-maximizing firm.

Now consider the prices preferred by a multiproduct SOE that
seeks to maximize a weighted average of revenue and profit in the
same setting. The prices that maximize expression (1) are character-
ized in Finding 2.

Finding 2. The SOE’s preferred prices are characterized by the fol-
lowing modified inverse-elasticity rule:

1] CQ)

0 1 fori=1,...,n 3)

pi &

pi—

Finding 2 reveals that the prices preferred by an SOE that seeks to
maximize expression (1) follow a modified inverse-elasticity rule. To
maximize a weighted average of revenue and profit, the SOE imple-
ments proportional markups of price over modified marginal cost,
[1 — w]aC(Q)/0Q;, that vary inversely with the price elasticity of
demand. The more inelastic the demand for the product, the further
above modified marginal cost the prices are set.

Expressions (2) and (3) reveal that the SOE’s pricing rule is the
same rule that a profit-maximizing firm follows, except that marginal
costs are scaled down by the factor [I — w] to reflect the SOE’s
reduced focus on profit. The greater its focus on revenue rather than
profit (that is, the larger is w), the more the SOE discounts marginal
costs in the modified inverse-elasticity rule. It is apparent from ex-
pression (3) that even in the absence of predatory intent, an SOE
may set the prices for some of its products below their marginal costs
of production. The SOE will be particularly likely to prefer below-
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cost prices when its focus on profit is more limited and when cus-

tomer demand for its products is more sensitive to price.
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