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I. INTRODUCTION

The thought of legislatures creating laws that raise the price of goods makes many

cringe.” Yet a majority of states have passed statutes forbidding the sale of certain goods

(mostly necessities) below the seller’s costs, accordingly resulting in higher prices.> The goals

of such statutes are to protect consumers from predatory pricing and to guard against the

unfair marketing practice of luring consumers with “loss leaders” only to charge more on

other goods.* Proponents of these regulations have produced some evidence showing the

regulations achieve their purposes.” However, the costs involved with passing and enforcing

these statutes, as well as complying with and defending against alleged violations of these

statutes, severely outweigh the benefits, leading to the conclusion that their enactment and

enforcement should be curbed.

II. MEecHANICS OF PROFITING FRoM BELOW-COST SELLING

The motive behind pricing goods at less than seller’s
costs is generally deferred profits.® Profiting from below-cost sell-
ing is often achieved by applying one of two methods or a combi-
nation of both.” With the first method, the seller lowers the price
of goods below their cost of production to the extent that other
competitors can no longer compete on price.® When the compe-
tition exits the market, the seller steps up and charges monopo-
listic prices, thereby recovering its lost profits and more.” Due to
the steep losses such sellers would have to take; only entities with
expansive financial resources can afford to do this.*

The second method involves the use of below-cost prices
as a means of getting customers into the store."" The seller in this
case creates a “loss leader” product.'”? Purchasing customers, who
are attracted by the extremely low prices, are then trapped into
buying other products sold by the seller, enabling the seller to re-
cuperate its losses from the sale of the “loss leader” item."® Sellers
accomplish this end by offering discount sales and rebates through
card and cash back schemes.!* Large retailers have been noted as
regular culprits in using gasoline as a “loss leader.”"® These retail-
ers allow customers to receive gift and membership cards that per-
mit customers to purchase gasoline below the retailers” costs while
steering them to other products on the shelves.'® Remarkably,
retailers who employ this scheme are often motivated by innova-
tive marketing rather than monopolization."”

III. OvErRvIEW OF BELOW-COST PROHIBITION STATUTES

As a general rule, one may sell to whomever she wants
under whatever price she establishes.”® However, she may not
sell at a predatory price when it is in violation of antitrust laws."
Currently, over twenty states have enacted below-cost selling
laws.?® The exclusive list of states, as of October 2010, includes
Arkansas, California, Colorado, Hawaii, Idaho, Kentucky, Loui-
siana, Maine, Maryland, Massachusetts, Minnesota, Montana,
Nebraska, North Carolina, North Dakota, Oklahoma, Pennsyl-
vania, Rhode Island, South Carolina, Tennessee, Utah, Virginia,
Washington, West Virginia, Wisconsin, and Wyoming.?! While
no federal law expressly deals with below-cost selling,* courts and
regulators have disallowed such practices by asserting violations
of the Sherman Act, the Clayton Act, and the Robinson Patman
Act.?

State below-cost prohibition statutes generally prohibit
charging customers below the cost of purchase or manufacture of
a product.* These statutes are often designed to affect specific
products.” Some states, though, have general statutes which af-
fect the sale of all products.”® The statutes are designed to ac-
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complish two purposes: (i) to prevent loss leader selling and (ii) to
shelter other merchants from predatory pricing.”

IV. STANDING TO ENFORCE BELOW-COST PROHIBITION VIOLATIONS

Below-cost prohibition statutes are enforceable by the
state attorney general and, in many cases, by private parties.”® The
various state statutes contain provisions granting private parties
standing to sue (and/or recover) for antitrust injuries.” Where
private parties are permitted to enforce antitrust violations, state
courts have generally required that the suing parties have suffered
“antitrust injuries”. The twofold determination of “antitrust in-
jury” demands that the harm be (i) the type the statute seeks to
prevent,® and (ii) proximately and directly caused by the viola-
tion and not by other, non-violating actions.’!

V. Issues WitH BELOW-CoST PROHIBITION STATUTES

The negative consequences of below-cost prohibition
statutes outweigh the benefits by far.>* These statutes, which tend
to be exceedingly complex and force sellers to take extraordinary
precautions, increase costs while failing to fully protect against
that which they seek to prevent (i.e. anti-competitive practices).
In some cases, these regulations actually result in a decrease in
competition. At the same time, taxpayers bear the unreasonable
costs of implementing and enforcing these imperfect statutes,
which are often found to be unconstitutional. In sum, the result-
ing costs incurred by passing these statutes by far exceed the util-
ity to society.

A. Below-Cost Statutes Generally Result in Decrease

In Competition.

1. The complexity in determining violations
of below-cost prohibition statutes creates
uncertainty, thereby increasing costs to sell-
ers and eventually causing small retailers to
resist entry into the market or abandon the
market.

Below-cost prohibition statutes generally require proof
of “costs” of a seller in order to show it sold below its costs.>* The
determination of costs is so complicated that it creates an unrea-
sonable burden on merchants. Most state statutes define “costs”
as the marginal cost of seller.® In these states, prices above the
seller’s marginal costs are presumed to be lawful (unless revealed
to be predatory in certain special circumstances), while prices be-
low are deemed unlawful.’® Some states have variations of this
rule to deal with other factors such as seller’s pricing behaviors.?”
A number of states have also considered the “cost of doing busi-
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ness” in the calculation of “costs”.?® To do this, certain fixed costs
are accounted for.* These costs may include rental and/or depre-
ciation costs and salaries of employees.” A small minority of the
states that apply the “cost of doing business” standard have also
created percentage presumptions of fixed costs.” An example is
Alabama, which presumes six percent of invoice costs are fixed
costs unless the evidence points to the contrary. **

The legal presumption of knowledge ** compels a seller
to: (i) find the statute which deals with below-cost prohibitions,
(ii) determine his costs while considering the uncertainty that his
calculations may be wrong, and (iii) include a small premium to
cushion against the probability of his calculations being wrong.*
The alternative is to retain the services of an attorney who special-
izes in anti-trust law to make this determination. Individuals and
entities with limited financial resources and who cannot stomach
the risk of miscalculation are tempted or forced to exit the market
or resist entry to the market, which leaves room only for bigger
players - the result which the statutes seck to prevent.

2. The presence of valid defenses does not
vitiate the costs involved in litigation.

To prevent the violation of the various state constitu-
tions and to ensure below-cost prohibition statutes are strictly
construed, state legislatures have enacted defenses to actions
brought under these statutes.” These defenses include sales made
in good faith, bona fide clearance sales, isolated transactions not
in the usual course of business, good faith effort to meet competi-
tion, liquidation of business, sales of imperfect/damaged prod-
ucts, and sales under direction of a court.

However, it is important to note these defenses must be
presented in a court of law. Hence, a seller would first have to be
haled to court (in the absence of a settlement) before being given
opportunity to assert its position, expending precious time and
resources in the process.”

B. Giving Away Products May Easily Circumvent

What a Majority of Below-Cost Prohibition Statutes

Seek to Prevent.

These seemingly airtight regulations have a significant
loophole, which could easily be used by larger competitors to de-
feat enforcement.® Under all the statutes reviewed, in order for
a below-cost prohibition violation to exist, the seller must have
“sold” a good.”” The statutes generally do not forbid a larger com-
petitor with monopolistic intent from giving away products. As-
suming this can be done without violating other federal and state
antitrust laws, it could lead to the same result as selling a good be-
low its cost. Giving away products may be used to invite and cap-
ture customers to purchase other goods sold at a premium.*® If
giveaways continue over a long period of time without much loss
to a seller, he could effectively drive off competition and charge
monopolistic prices.’’

C. The High Cost of Enforcing Often Flawed Below-

Cost Prohibition Statutes Requires That Their Pas-

sage be Curbed.

In addition to ordinary costs involved with the passage
and implementation of legislation in general, the cost of passing
below-cost prohibitions statutes are astronomically increased by
the fact that they are routinely found to be unconstitutional.*
Taxpayers are unfairly burdened with the unnecessary costs of
enacting flawed statutes and fighting constitutional challenges to
enforcement. A statute will generally pass constitutional muster
“[when] the legislation is designed to accomplish an end within
legislative competence and [when] the means it employs are rea-
sonably designed to accomplish that end without unduly infring-
ing upon protected rights.”® Quite often, these statutes do not
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meet the above standard and are struck down as (i) unreasonable,
(ii) vague, or (iii) in violation of equal protection or due process.
Several courts have found below-cost statutes to be un-
reasonable when they have not given sellers enough notice or where
their enforcement would lead to the state meddling in the affairs
of private enterprise.” For example, in Drink, Inc. v. Babcock, 421
P2d 798 (NM 1966), the Supreme Court of New Mexico held a
New Mexico statute unconstitutional where it determined that the
statute fought not to protect the safety and wellness of the people,
but to make a conduct unlawful.® The court was determining the
constitutionality of a liquor price statute whose purpose was to set
uniform prices by requiring a minimum markup over the contract
price.’® The court’s holding noted “the legislature may not, in the
guise of protecting the public interest, arbitrarily or unreasonably
interfere with private interests.” It added “[a] claim that a statu-
tory restriction is in the public interest cannot rest on mere conjec-
ture, but must be supported by something of substance.”® Faced
with a similar situation, the Alabama Supreme Court struck down
several provisions of
the Alabama Motor
Fuel Marketing Act. *
The court’s reasoning
was that the provisions
were against the liberty
interests granted by the
Alabama State Consti-
tution.® The uncon-
stitutional  provisions
allowed a person with
standing to make a
prima facie showing of
a violation by proving
the seller sold goods
below its costs.! The
court mentioned that
permitting  enforce-
ment would lead to ex-

To prevent the viola-
tion of the various

to ensure below-cost
prohibition statutes

are strictly construed,
state legislatures have
enacted defenses to
actions brought under
these statutes.

state constitutions and

cessive meddling into
private contracts.®> The court implied in its holding that the por-
tions of the statute which were struck were unreasonable.®

At least two state courts have invalidated below-cost
prohibition statutes for being unconstitutionally vague.** The
test for vagueness is whether a statute is sufficiently definite in its
terms to be enforceable.”® Where statutes are criminal in nature,
courts have required a mental state (criminal intent) in order to
find sufficient definiteness. For example, in State ex rel. Ander-
son v. Fleming Co., 339 P.2d 12, 18 (Kan. 1959), the Kansas Su-
preme Court found a criminal statute which forbade the sale of
milk “below-cost at point of delivery” unconstitutionally vague
and criticized its lack of a requirement of criminal intent. Other
courts have gone a step further and found it unreasonable and
unconstitutional to legislate civil statutes which do not require a
showing of intent.*

Several below-cost prohibition laws have also been
found to violate equal protection and due process clauses of state
constitutions.” For example, the Supreme Court of Kentucky
in Remote Services Inc v. FDR Corp., 764 S.W.2d 80 (Ky. 1989),
declared a Kentucky “minimum markup” statute as unconstitu-
tional because it interfered with the due process right to contract
and also led to unequal enforcement in violation of the state’s
equal protection statute. The Georgia Supreme Court has also
adopted this line of reasoning in holding that there could be no

abrogation of the state’s constitutional due process right
to contract absent a significant public interest.”® The Georgia
Supreme Court found no public interest in regulating only the
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sale and resale of gasoline while neglecting other sectors of the
petroleum industry.”” Although a numerical figure weighing the
additional cost of implementation to the actual benefits derived
from these statutes is hard to determine, it is clear that additional
costs created by the possibility of finding these statutes uncon-
stitutional reduces the attractiveness of the already flawed anti-
competition statutes.

CONCLUSION

Below-cost prohibition statutes are designed to curb
profiteering and encourage competition. However, their imple-
mentation often leads to complex rules whose interpretation is
cumbersome. The implementation and interpretation of these
statutes is also so expensive that it has the effect of creating bar-
riers to entry for smaller competitors and, in some cases, forcing
them out of the market. Furthermore, these statutes are plagued
by constitutional pitfalls which create additional costs for taxpay-
ers. The evaluation of the major deficiencies surrounding the im-
plementation and enforcement of below-cost prohibition statutes
lead to only one logical conclusion — states should abrogate laws
that attempt to bar below-cost pricing.
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