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wﬁgm,ﬁaﬁmﬁam depending on the cost structure of the industry. Specifi-
: cally, industries with high fixed costs and low marginal costs will tend to .

have high price cost margins even under comperition.

Impact of a cartel

Economic analysis is often used to assess the impact of the cartel. The mere
fact that a cartel has been in operation does not imply that it was successfu]
in increasing prices above the level that would have been observed under
conditions of effective competition. This has been accepted by the courts.
For example, although the participants of a cartel might announce publicly
the agreed price increase, this does not necessarily mean that those price

increases are actually implemented in the sense that customers obtain.

products or services at those announced prices. This is particularly the case
where the prices paid by customers are subject to non-uniform discounts
off the announced list price. .

- Although participation in an ineffective cartei does not provide a mnmwnnn
against an adverse finding against the cartel’s participants, an analysis of
the actual impact may have a bearing on the size of fine issued by the
Commission. Moreover, such analysis often provides a precursor to more
detailed work that is undertaken in response to the third-party damages
claims that are pursued following the Commission’s decision.

Chapter 17 deals in detail with the issue of estimating the impact of a
cartel and of the resulting damages. For this reason, we do not consider this
issue further here.*

7 See the extended discussion on this issue in Chapters 2 and 3.

8 See Cascades v Gommission (T-308/94) [1998] E.C.R. [1-925.

® There is a considerable amount of economic literature that argues that many cartels are
able to raise prices successfully and hence that they do cause consutmer harm. Porter and
Zona (2001) studied the school mifk auctions in southwestern Ohio between 1 .wmo and
1990. Although they found that the average overcharge due to the cartel cm_..mSormn was
only 6.5%, they also found that for some school districts the overcharge was as high as
49%. Frocb, Koyak and Werden (1993) found an average overcharge of 27% in the US
Department of Defence procurement auctions for frozen perch. _nio_.S (1997) looked at
<ollusion among bidders in real estate auctions in Washingron DC. .._.,_.._Hm was a buyer cartel
and so the cartel led to lower prices, not higher prices. He found evidence of an undet-
charge of about 30%. Howard and Kaserman (1989} estimated overcharges of about 40%
in city sewer construction contracts. ]

These studies all looked at specific cartels. There have also been a mimber of meta-
studies carried out looking at average overcharges across a range of cartels. Connor and
Bolotova (2006) looked at 395 cartel episodes. They estimated that the mean oqn..n_,_nn.m."
was 29%, with a median overcharge of 19%. In an earlier paper, Connor (2007) dis-
tinguished between the level of cartel overcharges in domestic (i.e. US) cartels as opposed
to international ones and found that the median overcharge was 18% for nc:-nmn,n cartels
and 32% for international ones, He also found that the overcharge was above 20% in ugﬁ
60% of cases. Levenstein and Suslow (2006) looked at 35 international cartels and esti-
mated that the mean overcharge was 25% and that it ranged between 10% znd 100%.
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‘Conclusions

depends on 1%.\. great the
form a cartel and how sus-

ability of the cartel depends on whether the incentives the firms have to

* cheat on the cartel agreements are outweighed by the likelihood of cheating
. being detected and punished. This section has discussed the factors that
determine the outcome of these various trade-offs,

. However, the supply-side responses by non-cartel members can under-
“mine the cartel. Where entry into & market is €asy, or it is easy for non-
-cartel members to expand their output in response to the cartel members
raising their prices, a cartel will not be sustainable. In this sense, these
supply-side responses “trump” the other factors discussed above. Fur-
thermore, many industries are not structurally suited to cartelisation. We
have discussed the relevant factors that imply that cartel behaviour is more
likely to be effective. We have also discussed the role of competition

.- autherities in deterring cartels and the scope for economic analysis to playa
role in cartel investigations.

VERTICAL RESTRAINTS

Introduction

Vertical agreements are agreements between firms at different levels in the
production and supply chain and include agreements between manu-

facturers and retailers, manufacturers and distributors, distributors and

retailers and so on. Vertical agreements in general contain restrictions
imposed by one party

on another. On occasion, these restrictions can fall
foul of Article 81, Figuse 5.2 illustrates the difference between vertical and
horizontal relationships.
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e Mmm...:..n 5.2 The difference between vertical and horizontal

- relationships
o Horizontal
Manufacturer A relationship Manufacturer B
Vertical
relationship
Retailer C

Figure 5.2 shows that manufacturer A and manufacturer B are active at the
same stage of the production process (namely, Emncmmmﬁczn.mu and are
competitors in the supply of their products.” The reladonship between
them is deemed to be a horizontal relationship so that any agreement
between them would be a horizontal agreement. In contrast, .n..n rela-
tionship between manufacturer A and retailer Cis a <nq_nm_ one since they
are active at different stages of the production process: Bm:ﬁmmnmzﬂsm and
retailing, respectively. Manufacturer A supplies ﬁnoamnn to retailer C that
retailer C then sells on to its customers after oEumm using n.wn product as an
input in its production process or providing retailing services. Wmnzn.n than
being competitors to one another, the Unon_.:nnw or services supplied by
manufacturer A and retailer C are complementary to n,mnr other. ZE.‘E-
facturer A requires the services of retailer C to sell its vnoa_.pnﬂmu whilst
retailer C needs manufacturer A to supply it. Manufacturer A is normally
termed the upstream firm and retailer C is termed the downstream firm
(the production process of the upstream firm precedes that of the down-
a .
mq,m&ﬁzw”_“vm wide variety of vertical restraints employed by firms that may
Of may not give rise to competition concerns. Some Gmbﬁmow:nﬂ.m av_um-
tribute their products to selected outlets only (“selective distribution v
This is typically the case with branded products where ..&o manufacturer is
conicerned with the environment in which its product is momn_. Some n.nmm,:-
lers sell the products of only one manufacturer (“exclusive dealership”).
Some retailers are given a guarantee by the manufacturer that no other
retailers within their geographic area will be supplied by that .Embcm.nﬂ:nn.a
(“exclusive territoties™). On occasion, manufacturers insist that their

™ This assumes that the products produced by firm A and firm B form part of the same
relevant market,

Vertical restraints  5-03s

product is sold for a certain minimum amount (“resale price main-
tenance™).” Other manufacturers may insist that the retailer sells a certain
minimum amount of their product (“quantiry forcing™), -

Vertical integration is where the activities at different levels of the vertical
chain are undertaken by the same firm. In the above example, the activities
of manufacturer A and retajler C are assumed to be undertaken by different
firms. However, in principle both activities could be undertaken by the same
firm, in which case manuofacturer A and rerailer C would be said to be
vertically integrated. This is illustrated in Figure 5.3. Here firm A and firm C
are part of the same firm, firm D, and s0 are said to be vertically integrated.

Figure 5.3 Vertical integration

Manufacturer A

E

Vertically |

integrated | . o
Firm D relationship

Many of these restrictions (resale price maintenance, quantity forcing,
exclusive territories and exclusive dealership) are substitutes, albeit in some

cases imperfect ones, for vertical integration. For example, selective dis-

tribution is only a partial substitute for vertical integration. Both vertical
integration and selective distribution lead to a restriction in the number of
retailers being supplied with the product. However, whereas a vertically
integrated firm might choose not to retail the products of its rivals, under
selective distribution retailers would be free to select products from a
number of different manufacturers,

Inherent in the notion of vertical integration is the elimination of con-
tractual or market exchanges and the substitution of internal exchanges
within the boundaries of the firm. Vertical integration can be pro-

" The Commission has condemned resale price maintenance on various occasions and has
been endorsed in this by the European Court of Justice. See, e.g. Pronuptia de Paris v
Schillgalis (161/84) [1981] E.C.R. 353; [1986] 1 C.M.LR. 414, However, as we discuss
below, the approach to RPM on both sides of the Atantic appears to be becoming more

receptive towards the possibility that RPM can be Pro-competitive on some occasions,
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' émpetitive in the sense that it allows a firm to m_dvnoﬁ. the .nmm%_wno% of its
E opera e nw..n#rnu through creating transaction cost efficiencies or n_u.ocm.v
; rmﬂ“ a firm to overcome difficulties in contracting with an €xternal
ena . ‘

. 73 . . . . . X
mncwa n»m..w.oﬂn discussing the impact on competition of various vertical

ints, it should be noted that many vertical agreements have a similar
momn.ﬁu. " ompetition as vertical integration. For example, exclusive
_Eﬁawwﬂ ing ann%dnbﬁ may have the same pro-competitive effect as ver-
MMM_ mMHMM&ou between Bmdnmwmgnm and nnEEsm mnm.mnm Nﬂ ﬁB&:MDwM-.
In general, where a vertical restraint can _n.vn shown to mn?nwn& e HM.W Hmu o
competitive outcomes as vertical San.wu.mnobu then Hm:.w VerTic rwnm it can
be szid to be pro-competitive. M.E. instance, exclusive GEM» asing mm.h "
ments can stimulate retailer-specific Scom.nsnun by the Bmﬂ: 2:3_.% h
the manufacturer would not undertake in the .mwwnann.c a m:mmma aaEa
demand from the retailer. Such a Umunva.mn_n is a sensible one. WS-.M o
clearly be economic and legal nonsense if nBo_munw.ndrume_mn nMn,a MH
integration were to be permitted whereas the equivalent <~ﬂaow Festrains
between independent undertakings was not. Soa Jmn?_ oc.mv exp -
ment when considering whether m. ﬁmn_.nn_ﬂ. vertical nnma.w:: is am%n ,
competitive is to consider irnn_.._ﬁ. it mnEn.qﬁ the same nmmz_w.mwnﬁ moﬂ
integration and, if so, whether in mgm particular nmww .<nnnom integra
would be considered anti-competitive or pro-competitive.

Vertical restraints are fundamentally pro-competitive

5-037 The difficulty with vertical restraints for the noi.ﬁnmmoc Hwﬁ _vnwnac.oﬂﬁm“
arises from the need to maanuamn‘n. wherther a particular <ﬁdnﬂu unmqm:Momw
anti-competitive or pro-competitive. There are numerous o:._a“:“mw "
decisions that have stated that, :Enm.m E.n. object o.m an agreemen as 2
clear anti-competitive intent, the .».ﬁvrnmvna .“.vm ?ﬂo_w 81(1) Ho.m <M 2
restraint cannot be determined simply by taking intc account its form

terms.’*

i ienci i it is cheaper to carry out a transaction within a

) g .M..onmn MM.MH Mnu“nunw.wmhaﬂ.ﬁ”-ﬁwsng.qug a nn“.wmnnno: takes place wnnﬁmnn
P MEn the product may need to expend resources checking n.wnm the buying
mn:wu,ﬂ..n m:.: . :&m This is not true when the transaction takes place §¢=.= n_..n.mmﬂn
MM_.“% Wﬂnﬂ@ﬂ“ﬂ#ow.ﬁoq& and Klein, Crawford and Alchian (1978) for a discussion of
e i inability of firms to contracr for every nconﬂrm_mé, Contracts

" i problem nmunnw Noﬁi%hﬂ“%ﬂ% n..mM.“nmo of not being able to w_unnm@.srﬁ happens
e li y This can lead to problems if some eventualities dramatically alter the
relevane Me.nb:“__hmmﬁ._uoina of the two parties and aflow one party to exploit the other (¢.g.

o e ing & nmumn?n prices for products that have become essential to the other ﬁm...@.
Mwnnﬁ—ﬁﬂcﬂhu and Hart (1989) or Hart (1988) for wocm introductory surveys and Tirole

i i of the research agenda.

" M_owwv nﬂaﬂwﬂwﬂuﬂwﬂhﬂ?ﬁwww&wﬂﬂ Maschinenbau Ubn GmbH (56/65) [1966] m.n.“mw. Mwwu
[1966] CMLLR. 357 and Brasseris de Hashe SA ot (23/67) [1967) E.C.R. 407;

[1968] C.M.L.R. 26.
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However, this is_not necessarily true when the agreement is a vertical
agreement between an upstream and a downstream firm, Agreements of
this type can have economic efficiency rationales even when both firms
have market power. This i because in a vertical relationship the two firms
produce complementary products, whereas in a horizontal relationship the
two firms produce substiture products.”™ The demand for a product
declines as the price of substitute products falls, but rises as the price of
complementary products falls and this gives rise to 3 difference in the
relationship between firms. Where products are substitutes, each firm
would prefer the other firm to crease the price of its product and thereby
soften price competition. But where products are complementary, each
firm wouid prefer the other to lower the price of its product. Referring back

to Figure 5.2, for any given price set by firm A, he will sell more product |

the higher firm B’s price is. Thus, firm A wants firm B to raise his price.
But for any given price, firm A wants the downstream firm, firm C, to price
low as this maximises demand for the product, So the upstream firm wants
the downstream firm 1o price low, Equally, the downstream firm wishes the
upstream firm to price low as the price set by the upstream firm is the
downstream firm’s input price,

It is therefore often the case that in a vertica] relationship, both firms

vertical restraint imposed by one firm on the other may well be pro-com-
Petitive as it is likely to be designed 1o elicit a lower price from the other
firm in the verrical relationship, which is precisely what consumers want.
This difference in the incentives of firmg engaged in a vertical relationship
from those engaged in a horizontal relationship is acknowledged in the

Commission’s Guidelines on vertical restraints.” The Guidelines state that
1n-77
in:

“[hjorizontal relationships the exercise of marker power by one
company (higher price of its product) may benefit its. competitors.
This may provide an incentive to competitors o induce each other to
behave sum-oogvann.ﬁ_% In vertical relationships the product of the

™ This assumes that the relevant horizonts] agreement is between firms selling products in
the same product market, If they are not, then the horizontal agreement is not, in general,
troubling from an antitruse perspective.

" European Commission, “Commission Notice: Guidelines on Vertical Restraints* [2000]
OF C291/01.

" Guidelines on Vertical Restraints at para. 100,
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‘one is the input for the other.”® This means that the exercise of market

-mally hurt the demand for the product of the other. The mo,auuawm
trvinvolved in the agreement therefore usually have an incentive to pre-
vent the exercise of market power by the other.” :

“The pro- etitive nature of vertical restraints can be illustrated with
03 wwnmun%n nnMBHWn so-called double marginalisation b,_..oEQ.b. Suppose Emn
both firms in a vertical relationship have market power in the wnmn.naun
sense (i.e. they can price above marginal cost),” The :nmqga firm will set
his wholesale price above the marginal cost H..m E..oaﬂnuOb and the ao.é:-
stream firm will set price above his input price {(i.e. the Srohn.m»_n price).
‘The result is that the retail price is marked up over the marginal cost of
production twice, leading to a higher price, and Hn.v.&n_. output, for the
upstream firm’s product.®® Given the wholesale price that he sets, the
upstream firm would prefer the downstream firm not to add another mark
up as this lowers the demand for the vnonc.nﬂ wum hence the upstream
firm’s profits. In this situation a vertical restraint imposed by the upstream
firm on the downstream firm that prevented the downstream mz.m marking
up over marginal cost could increase not only the upstream firm s profits,
but also consumer welfare.®! There are a number of vertical nomn.minm that
could be used in this case. For instance, the upstream firm .noc_n_ 5.68.0
the restraint that the downstream firm was not mG—m to price above w.:m
marginal cost (a2 maximum price cap). Or #o n.oEa impose¢ the n.nmﬁmEH
that the downstream firm had to buy a certain given number of units from
the upstream firm where the number of units was set nncm_. to the moﬁ_ that
would push the retail price down to the n_oiumﬂ.nmﬂ.._ firm’s EE.NE»._ ..uoﬁ.
There are two points that shouid be noted here. m..mn.mr m_.nr.o:wr this is an
example in which a vertical restraint is u_.o.noﬁvwcnwn. it is not the mmmm
that the vertical restraint ensures that the retail price is at .Em competitive
price. By assumption, the manufacturer has market power (in nrm. academic
sense: see fn.80) and so will set his selling price (the wholesale price) above

ideli ission Notice:
s released draft update to the OEnn:.ng .Qunum OoBﬂ:ﬁ_o_... .
MMWMMMMMM%@H Verdical Restraints” (July 2009)) at this point adds the E.:.umn in ...:._-2.
words the activities of the parties 10 the agreement are noEu_nEu:GQ to each other™.
™ For the avoidance of doubt, we are not suggesting that :,.m._..raﬁ power in the sense relevant
o competition law is about the ability to price above marginal cost. >u we argued at fength
in Chapters 2 and 3, many firms can price above marginal cost without having market
er in a sense that is relevant to competition mns. .
|o WMHM provides the answer to the question, “What is worse than a monopolist?”* The answer
is: “A chain of monopolists”. . ] .
8 N is assumed here that the manufacturer imposes the vertical restraint on the 3«2_2. q.rm
general result (that a vertical restraint can increase conswmer i.n_m_»& holds equivalently
instead it is assumed that the retailer imposes a vertical restraint on the manufacturer.
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“ power by either the upstream or downstream company would nor-’
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his marginal cost,® Secondly, the effect of the vertical restraints in this cage
is to remove the marketr power of the retailer. If the retaj) sector were
perfectly competitive so that retdilers did not have market power, the
vertical restraint would not be needed. This implies that when assessing the

competitive effect of a vertical restraint, it is important to understand the
nature of competition at each vertical level ®

BOX 5.2: DOUBLE MARGINALISATION

We can present the double marginalisation
setting. Assume we have 2 monopoly manufacturer supplying a
monopoly retailer, so both have market power. Further assume that
the retailer’s only marginal cost is the wholesale price at which the
manufacturer sells to him. We know from Chapter 2 that firms set
their price so that their Mmarginal cost is equal t i
enue.* So the manufacturer knows that the retajler will price so that
_ its marginal cost is equal to its marginal revenue. This means that the
amount of product that the retailer demands
will be determined by where the retailer’s marginal cost (i.e. the
manufacturer’s wholesale price) cuts the retaj
curve. So the manufacturer will treat the retailer
curve as his demand curve and 80 the manufacturer will set hi
ginal cost equal to hig marginal revenue curve as defined by the

retailer’s marginal revenue curve (ie. the manufacturer’s demand
curve). This is shown in Figure 5.4.

problem in a more formal

Of course, if the retailer imposed the restraing on
who priced above his marginal cost. The fund
would be above the competitive price level,
Steiner (1996) is particulerly scathing of the assumption of perfect competition at the retail
level and of the length of time it has taken for the full implications of dropping this
assumption to become apparent. He writes that *

[of market power] paradigm has been effectively delayed because
apply the theory seldom have operated in the f
bome of experience, that sounds an elarm when
He goes on 1o say that “[m]any economists freely admit that they prefer to work with
maodels that assume either monopoly or pure ¢ i

complex and messy with imperfect competition at botk stages. Unfortunately, business
people operating in.an imperfectly competitive climate are not similarly relieved of their
responsibility to figure our their firm’s profit-maximising policies under these messy con-
ditions™ (p.409),

#  As noted eatlier,

the manufacturer, it would be the retailer
amental point is the same: the retail price

83

this is not true in the special case of cartels,
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~Figure 5.4 Double marginalisation

Industry demand

Marginal

\Manu. Retailer’s cost
IAM m MR '
Oa.ﬂ

R
Qn Q.

5-039 | The price under perfect competition, where the Fa:ﬁ@ demand

curve cuts the marginal cost curve, is P, and the competitive output is
Q.. As a result of double marginalisation, the manufacturer charges
the retailer P, and the retailer charges a price of P, with output at

m. However, if the manufacturer could force the retailer to sell at
the retailer’s marginal cost, then the retajler would charge P, (the
manufacturer’s wholesale price) and output would be Qm. That is,
output under the vertical restraint would be larger, and price would be
lower, than in the absence of the vertical restraint. Vertical restraints
that could achieve this include the manufacturer imposing a maximum
retail price at which the retailer is allowed to sell (P.,) or imposing a
minimum amount of product that the retailer must sell and setting this
at Q,,. Note that even with vertical restraints, the market power of the
manufacturer means that the retail price is above the competitive level
(i.e. at Py, rather than P.). Note also that although we have assumed
monopoly at both vertical levels, this is not necessary: the double
marginalisation problem arises whenever there is market power (in the
academic sense: see fn.80) at both levels. It is therefore likely to be
pervasive and so may be a benefit of many vertical restraints that are
agreed. The importance and potential frequency of double margin-
alisation is recognised in the Commission’s Non-Horizontal Merger
Guidelines.®s :

There are two important implications of the discussion so far. The first is
that vertical restraints can be pro-competitive. The second is that since the
vertical aspect of the relationship tends to align the incentives of firms with
those of society, this suggests that any potential anti-competitive effects of
vertical agreements arise from their effects at a horizontal level. It turns

¥ For a detailed discussion of these, see Chapter 8.

194

Vertical restraints 5-039

" out, and is now generally accepted, that this is indeed the case. Whether a

given vertical restraint turns out to be anti-competitive or not turns largely

.ooEﬁnﬂ.E.ou (competition between different brands) and intra-brand
competition (competition between the same brand sold in different out-
_nﬂmv..dq.v.ns ﬁw.nd.nm_ restraints reduce the leve] of inter-brand or intra-brand
comnpetition m—.w.amnmunzu they may be anti-competitive. A loss of inter-
brand competition is usually more concerning than a loss of intra-brand
competition. As the Commission noted in its Green Paper on vertical
restraints as far back as 19975

(13
The heated debate among economists concerning vertical restraints
has calmed somewhat Eamnosma:mzma annﬁnm.<nﬂom_an.mE~m

competition, the more likely are the Pro-competitive and efficiency
mm.mmnm to oc..?wo_wr any anti-competitive effects of vertical restraints,
Anti-competitive effects are only likely where inter-brand competition

__m Eaﬂw and there are barriers 1o entry at either producer or distributor
cvel,

This view is also reflected in the approach set out in the Guidelines®":

,a_.m.bn competition may-be insufficient. In those cases, the protection
of ﬁan-.-.wnwnm and intra-brand competition is important to ensure
efficiencies and benefirs for consumers.”

M..-&n draft of the updated Guidelines makes the same point when it is stated
at: ’

:. e .. .
. [I)f inter-brand nom.b._uncﬁos is fierce, it is unlikely that a reduction in
intra-brand competition wili have a negative effect for consumers.””s®

86 mck. £ I " - L. .

o %%v ~«.M.mm.,a:.z_a.._a..ﬁ_o:.‘ Green Paper on Vertical Restraints in EC Competition Policy”
¥ Guidelines, para.102.
" o .

Draft Commission Notice: “Guidelines on Vertical Restraints™ (uly 2009), para.98.
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,. ﬁ,.nra loss of intra-brand competition can only be problematic if inter-

brand competition is limited’’®

However, even when a particular 42..%»_ restraint can vn.m.wosd. ﬁow MmMM”
competition negatively by harming EHmn..,cE:mm nanmﬁn_uoP it s Do
necessarily the case that it should be Uno_ﬂFBQ since vertica wa.ﬁm_wm.nnnw
have efficiency benefits that might .cﬂgn._.mr the gn-noaﬁnm_cﬁ o a.mnr
As already discussed, vertical nnma.m.ﬁa ﬂ:mrn remove _&n, ﬁz_u ».‘n:np: Cach
firm in the vertical relationship pricing higher Gma is optimal for nH.r e
firm in the relationship (i.e. the aoczm B».nﬁbmrmunob E‘.oc_.nau. .mm_
are a number of other economic inefficiencies that may arise S,Hm <o.nno
relationship that vertical nomn.mn.unm.mmn be used to alleviate or M.o <n4.~n_.n.n£

In many instances, the vaOmEﬂ.E by a manufacturer n_o a Ml
restraint on downstream customers is mortivated by the nee ‘ 10 a r-” e
interests of that downstream customer to n.umﬂ of the B.&..EmmnEHon i a_n .
There are a variety of circumstances in EEn.H._ Ew Wn._umSccu of the nmn ai %M
whilst optimal from the retailer’s perspective, is disadvantageous to

manufacturer. This can result in a situation which is sub-optimal not only

for the manufacturer, but also for monwn.JN in general. gm.b% o_M HWMMM
instances are the result of the retailer not _me.m able to »bhno_uammﬂ a ﬁ“ e
benefits of investment that he undertakes in his store. .H.Em Hmm%.m M ref mEn_
to under-invest relative to the level .Ewn he an_a. invest if he M“”n:n
appropriate all of the benefits of the investment. This j:m_nnl_BMMW ment
might be harmful to the BwsannEnna and to society, particularly
for the products.
HOM MMMM..UMMMM”%@ of this %ﬁn of H.nnmmamo.bnw uam..ww when consumers mecn
pre-sales service in a shop. Pre-sales service can increase the Mu—:un __.on
some products, particularly if they are nmn,-nn complex goods w ose @MM J.N
is not immediately apparent (e.g. expensive consumer a_onn.on_nm,w WH_.
ufacturers want retailers to offer pre-sales service, such as knowle .an m”
sales staff, as it increases the demand for their products. mménﬁr _m Bw X
retailers offer pre-sales service, it is ﬁnomﬁ_u_n. for some retailers to o Mn
pre-sales service and to free-ride on the mogno.omnana by other MM» n_.m..
Consumers can get pre-sales service at one retailer wua then _..E.wn_ € E.on
duct at another retailer that is able to offer 2 *oinu price because it does :o.
offer any pre-sales service and so does not incur .En cost .Om om.nn:mmu HW,M.
sales service. The problem for the Ems.cmnnncnnu is that __..Em type o wﬂu
viour reduces the incentive of any nnnm.__nuw to offer pre-sales mnnﬁnw. M
result is that too little pre-sales service, from .En meﬁmnnﬁow s m_wn
society’s perspective, is offered. In this case a vertical restraint Qm.u_‘ e a e
to remove this problem. If the manufacturer only supplies retailers w]

*  Guidelines on Vertical Restraints, pars.149,
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offer pre-sales mﬁ.,s.nnu the problem disappears. The manufacturer can solve
the problem by mn_nnncn_w.&mﬁwznum his product only- through ourlets
that offer pre-sales service.%

A similar problem can arise in retailer advertising. If advertising by a

retailer of 2 particular brand of, say, DVD player raises the demand for that

brand from all retailers in the area, each retailer is likely to try and free-ride
on the advertising of other retailers. But if each retailer attempts to do this,
little or no promotional activity will be undertaken, Certainly, there will be
less promotiona] acuvity than if there was no incentive 1o free-ride. The
result is that the Particular brand of DVD player will be under-promoted
and sales will be lower than in the presence of advertising, The manu-
facturer could solve this problem by making advertising a condition of the
selective distribution agreement. A vertical restraint of this type can
therefore facilitate the entry of 3 hew product that would otherwise struggle
to compete due to a lack of advertising and hence a lack of consumer
awareness of the new product. s

Note that selective distribution might be anti-competitive. If a manu-
facturer uses selective distribution to reduce significantly the number of
outlets that sell his products, thig may reduce intra-brand competition
significantly. If there is also relatively weak inter-brand competition, this
may allow prices to rise above the competitive level, Seclective distribution
is likely to enhance economic efficiency when the relevant products gen-
uinely require pre-sales service or there is a need to protect the brand from
inappropriate distribution and when either intra-brand competition is not
significantly reduced or inter-brand competition remains strong.

manufacturer invests in training the retail staff that sell his product. It may
be that this training allows these staff not just to sell the manufacturer’s
product better, but may also gllow them to sell the products of other
manufacturers better, Since the manufacturer will not take account of this
in his calculations, or may even factor it in as g negative effect of the

' An alternative vertical Testraint in this cage mighr be exclusive territories. Jf the exclusive

territories are large enough, they can reduce the extent to which retailers can free-ride on
the pre-sales service or advertising of other retailers, However, the Commission has tra-
ditionally taken a very dim view of territorial restrictions. This is because they are not only
potentially anti-competitive (i.e. they reduce intra-brand competition) but they are also
anathema to the Commission’s single market Programme. See, e, Newint/Duniop Slg-
Zenger (IV/32,290) [1993] 5 C.M.LR. 352; [1992] OF L131/32 and GlaxoSmithKiine v
Commission [2006] E.C.R. II 2969; [2006) 5 CM.LR 29.
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" téainin g, he will tend to under-invest in training. This inefficiency can be

cured by the manufacturer seiling his products in outlets Emﬁ.maow only r.mw‘
products (i.e. exclusive an&nnmgno..mwwum? note that nx...”_..pmia mom_onmgb
may be anti-competitive. It reduces inter-brand competition .E._EE each
outlet, If inter-brand competition is already relatively weak, this may allow
prices to rise, . :

Vertical restraints may also be used to allow the manufacturer to capture
economies of scale. A manufacturer may want to aveid supplying many
outlets with a small amount of stock and would instead P.n»..nn to supply
only a few outlets but with more stock each. A vertical restraint such as g
quantity forcing requirement can solve this E.oEoE. .Zoﬂ.n that m_Eocw.r
this seems to be a legitimate use of a vertical nnm:.u_w_r it may be antj-
competitive if the result is that so few retailers are mﬁﬁﬂroa that intra-brand
competition is significantly reduced in a market where inter-brand com-
petition is weak.%? o .

Vertical restraints can also be used to avoid ovbogwﬂ._n _vnumﬂ_cﬁn m.é
one or other party to a verrical relationship. Where the <anm_ wn_mnouww_v
requires relationship-specific investment, parties may be unwilling S.Emwn
that investment unless they can be reassured that the other party will not
uy to cxpropriate the value of the investment ex no.mr An on»:.:u_n of
opportunistic behaviour might be the electricity generation plant built next
1o a steel plant that decides to raise prices to the steel plant because, once
the steel plant’s location decision has been made, the steel plant *.Em no
alternative suppliers. Knowing this danger, the steel company g:.nn..ﬂ
build its plant unless it is sure that it will not suffer from oppertunistic
behaviour. A long-term supply agreement could be used to avoid this
problem.

Potential anti-competitive effects of vertical restraints

The discussion so far has focused on examples of vertical restraints being
used to remove economic inefficiencies that may arise as a result o.w the
vertical relationship, although it has been noted that ns.ﬁ efficiency
enhancing vertical restraints may also have anti-competitive nmnnﬁm.
However, it is also the case that vertical restraints can be jnﬁ »..om. anti-
competitive purposes. Vertical restraints can harm competition in .Emon
ways. First, they can be used to foreclose the E.uwwnﬂ to competitors.
Secondly, they can be used to soften price competition Vngnns compe-
titors. Thirdly, they may be used to facilitate (usually tacit) collusion.
There are two main reasons for a firm wanting to foreclose a Emz.ﬁa
through using vertical restraints. One reason is simply that a firm may wish
to avoid any increase in inter-brand competition due to new entry. For
example, an incumbent manufacturer might attempt to foreclose the

2 In effect, quantity forcing in this situation may be akin to exclusive territories.
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-market to new manufacturers, barticularly if they are potentially more
efficient than the incumbent, by signing exclysive. dealership agreements
with all the retailers, If there are barriers to entry into retailing, then the
manufacturer might be able 1o ensure that any new manufacturer would
not be able to distribute its product.® Equally, a rerajler might try to
foreclose the marker to new retail entry by signing exclusive distribution
contracts with all the manufacturers.® The key point is that a manufacturer
(or retailer) may be able 1o use a vertical restrains to prevent a rival from
being able to trade with other Parties, such as retailers or manufacturers,
that the rival needs to trade with if it is to enter successfuily. The result is

cally integrated solution. However, contrary to the standard Chicago
argument, the monopolist may not be able to take the entire monopoly
profit. The Chicago argument does not work if there is scope for the
monopolist to offer different Prices to different retailers at different times
(i.e. if contracis are secret and are not signed m..EES:mocmac. Once the
monopolist has offered one price to one retailer, the monopolist’s profit-
maximising behaviour is to offer a lower price to the next retailer %
However, the first retailer knows this and so would not accept the earlier
higher price. Unless the monopolist can commit to g common price for all
retailers, the monopoly price will not be credible, This implies that the
monopolist will be unable to extract the monopoly profit that is in theory
available.”” A solution to this is for the monopolist effectively to “tie his

A slightly attenuated form of this foreclosure would be for the manufacturer ro sign up the

refurbish retailers and

Or, at least, with all the best ones,

*  Hart and Tirole (1990) consider this issue in the setting of Cournot competition, whilst

O’Brien and Shaffer (1992) assume price competition in a differentisted Products setting.

The logic underlying this is the same as in the case of the durable good monopolist

discussed in Chapter 2,

°> The logic of this argument implies that competition law interventions that impose non-
discrimination terms on monopolists may raise consumer prices. We discuss the welfare
implications of price discrimination in more detail in Chapter 6.
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hands” by signing an exclusive distribution agreement with just one retailer’ ,

or.by giving retailers exclusive territories. ) :

BOX 5.3: THE COMMITMENT PROBLEM®

Suppose that the upstream monopolist faces just two retailers. Assume
that the vertically integrated profit maximising output and price are
Qum and Py. Further, assume that the retaiiers’ costs, apart from the
wholesale price, are zero. The inverse demand curve is P = P(Q). The
monopolist’s constant marginal cost is c. There are no fixed costs.
Then the standard Chicago argument holds that the monopolist will
offer the product to the retailers at Py and each retailer (assuming
symmetry) will sell Qu/2. Now assume that there is scope for secret
contracts, so the retailers are not guaranteed the same price as each
other and they do not know the price offered to the other retailer,
Denote the two retailers as R; where i = 1 or 2. Suppose that R,
expects that R; will purchase q, units from the manufacturer. R, will
then be prepared to pay a price of P(q + qp) for any amount of product
q. The monopolist’s profit-maximisation problem with respectto R, is
then to maximise [P(q + q3) - c]q. The situation is symmetric with the
other retailer, so we have the standard Cournot maximisation pro-
blem, This implies that the monopolist is unable to make more than
the Cournot profits, which by definition are below the vertically
integrated monepoly profits. The intuition here is that a retailer will
only buy q units at price p subject to the requirement that this is profit
maximising for the monopolist only if all other retailers get the same
terms, since only then is it credible that the monopolist will not offer
lower prices to other retailers. But this is the definition of the Nash
equilibrium under Cournot competition (see Chapter 2 and particu-

larly Figure 2.5).

The Commission has shown itself to be wary of vertical restraints thar may
lead to foreclosure. An example of Commission action in this regard was
the decision regarding the Irish impulse ice-cream market.®® The Com-
mission found Unilever guilty of abusing its dominant position on the
grounds that it had foreclosed the market to new entry by supplying
freezers to retailers on the condition that they were used to stock only
Unilever products. The Commission argued that many retailers either
cannot or do not wish to install two or more freezers in their outlet. This
implied that in many retail outlets, freezer exclusivity was akin to exclusive

8 This treatment follows that of Rey and Tirole (1996),

*  Masterfoods Lid v HB Ice Cream Lid [2001] All E.R. (EC) 130; [2001] 4 C.M.L.R. 449.
The following discussion is not intended to condemn or condone the Commission’s
analysis in this decision.
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dealing. That is, once Unilever had installed an exclusive freezer in the
c_.:_mﬂ.. no other B»B:mmngna. could supply the ocutlet, so the outlet

. became a de facto exclusive dealership.

Some commentators have argued that vertical restraints should only be
subject to competition law intervention where they can be shown to lead to
foreclosure. For instance, London Economics'® argued that; .

“Overall, the contribution of the economic literature on vertical
restraints has been to establish that there should be no competition
policy intervention, except where they are used strategically by the
incumbent to foreclose the market 10 a new entrant, essentially by
reducing rival manufacturers’ access to downstream distributors.”

However, this is too strong a statement. Although the ability of firms to use
vertical restraints to foreclose markets represents a major anti-competitive
concern, vertical restraints can also be used as a-way of softening price
competition between manufacturers and/or facilitating collusion. It is fre-
quently alleged by consumer bodies that this is the intended effect of
selective distribution, The argument is that selective distribution can be
used by the manufacturer to increase his prices by reducing intra-brand
competition. Increased prices may then encourage rival manufacturers to
increase their prices (i.e. a reduction in inter-brand competition). On this
view, selective distribution by a group of rival manufacturers is akin to tacit
collusion. Exclusive distribution may have a similar effect as it also reduces
intra-brand competition. Exclusive dealership has a more direct effect on
inter-brand competition by removing other brands from the outlet. Again,
if all manufacturers used exclusive dealerships, this might be considered
akin to collusion. Resale price maintenance (RPM) is another vertical
restraint that can be akin to collusion if a number of major manufacturers
use it. RPM directly reduces both intra-brand and inter-brand
competition.

RPM does not fall within the scope of the Block Exemption Regulation.
Traditionally the Commission has been very hostile towards RPM and it
was very unlikely that an individual exemption under Article 81(3) would

1% London Economics (1997).
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be granted for it.'®! However, this is an area where policy may be changing, -

be gantedfo it However, i compeniive, such as when it is used to facilitate a carte], Importantly,

the Court argued that the followin i
t urt as g three factors would
m any inquiry into RPM. - 4 be importan:

BOX 5.4: EMERGING POLICY TOWARDS RPM—A

MPH FOR ECONOMICS 1. How many other firms were using the same Practice?

2. What was the driving force behind the restraint? The Court
»..m.:n& that RPM is more likely to be anti-~competitive if it is
driven by retailers rather than by manufacrurers,

Resale price maintenance provides a good example of the effect of
economic analysis on antitrust rules. RPM has been designated by the
European Commission as a *“hardcore” vertical restraint, which
means that it is effectively per se illegal. The United States has also
had a per se rule against RPM for many years. However, the US
position has softened after the recent Leegin case. Leegin is a manu-
facturer of leather goods and fashion accessories. It competes-in a
market with many other competitors and so inter-brand competidon is
strong. Since 1997 Leegin has had an explicit policy of refusing to
supply retailers who discount its product below the price recom-
mended by Leegin. One of its customers, Kay’s Kloset, took Leegin to
court after Leegin had stopped supplying Kay’s Kloset because it was
selling below the prices recommended by Leegin. A lower court found
in favour of Kay’s Kloset on the grounds that RPM was per se illegal.
The case ended up at the Supreme Court, which overturned the per se
ban on RPM and substituted a rule of reason approach instead.'*®
The Supreme Court accepted the argument that RPM could on
occasions be pro-competitive. It noted that RPM could be justified on
similar grounds to other vertical restraints: “absent vertical price
restraints, the retail services thatr enhance inter-brand competition
might be underprovided.” This is not to say that RPM cannot also be
anti-competitive. The Court was clear that RPM could be ant-

3. " Does the manufacturer or retailer have market power?

The ono.n_os_.n logic behind these factors is clear. If only a few firms { 5-04¢
were _using RPM and they did not have market power, then the A
practice is unlikely to be anti-competitive, This is because H.mwm unlikely
to have a m_.mamombn adverse effect on inter-brand competition, If
NES was driven by the retailers, then this is consistent with retailers
SE.:EN to soften downstream competition. However, manufacturers
typically want to encourage efficient downstream distribution of their
product as their incentives are aligned with that of consumers. ¢

The Leegin decision has caused considerable debate, and it should

Commission E.Obo.mn.m.no keep RPM as a “hardcore” restraint, but it
aoxq offers the possibility that it could nonetheless be exempted under
Article 81(3). Thus the new draft Guidelines now state that'®+;

'° There are occasions when RPM, can be efficiency-enhancing, although they may be rela-
tively rare. Publishers have traditionally argued that books are an example where RPM is
beneficial 1o society. The argument appears to be that RPM allows publishers to cross-
subsidise books that are “worthy”, but would rot be published if they had to make a profit
on their own behalf, However, the Commission has not been impressed by this argument.
The Commission ruled against the book-pricing cartels within Belgium and the Nether-
lands and within the United Kingdom and Ireland. After issuing a Statement of Objec-
Hons, it accepted undertakings that ensure that the German book cartel (the
“Sammelrevers™) does not affect trade between Member States.

' An example of where it was argued chat RPM was efficient is the UK OFT’s decision
against John Bruce (UK) Lid (CA/12/2002 Price Fixing Agreements involving John Bruce
(UK} Ltd, Flees Parts Ltd and Truck and Trailer Components). The Director General of Fair
Trading concluded thar Bruce (UK) Ltd, Fleet Parts Ltd and Truck and Trailer Com-
ponents (a subsidiary of the Unipart Group of Companies) infringed the Competition Act
1998 by entering into price-fixing agreements. All of the gbove-named undertakings were
engaged in the supply of the MEI brand of automatic slack adjusier. However, it was
argued that RPM was necessary in order to provide retailers with a sufficient margin for
them to promote the John Bruce brand of product, which was a sew entrant to the market,

' This position was supported by an amicus curiae brief submitted by 25 antitrust
economists.

m.cwﬁvonﬁoﬂou the draft Guidelines accept that “RPM may not only
H..mmﬁoﬁ competition but may also sometimes lead to efficiencies” and
list a nEdcnm. of such examples, such s facilitating the entry of a new
brand. >m with the Supreme Court’s decision in Leegin, there is no
suggestion that RPM will generally be Pro-competitive. It remains the

'™ Para.47 (and repeated at para.2]9),
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cdse that the Commission will treat RPM with great suspicion.

However, it appears that the Commission is moving 10 a “rule of
reason’ approach based on economic analysis of the particular facts of
the case, consistent with both the US Leegin decision and with its

| general attitude since 2000 towards vertical restraints,

The Commission’s policy on vertical restraints

The Commission implemented the Block Exemption Regulation governing
vertical agreements in June 2000 and at the same time issued a Notice
providing Guidelines in which the principles for assessing vertical agree-
ments under Article 81 are set out.'®® The Block Exemption Regulation
creates a presumption of legality for those vertical agreements implemented
by firms with a market share below 30 per cent.'® Where a firm has a
market share above 30 per cent the Commission will carry out an effects~
based analysis to exarmine whether the relevant vertical restraint has anti-
competitive effects in practice. The Commission reserves the ripht to
remove the block exemption from vertical agreements where market shares
are below 30 per cent on rare occasions and in particular to do so when 50
per cent of a market is covered by a network of similar restraints imposed
by firms which individually have lese than 30 per cent of the market.
Finally, as noted above, some restraints, such as resale price maintenance,
are termed as “hardcore” restraints and so fall outside the scope of the
Block Exemption Regulation.

The Block Exemption Regulation addressed’ three major shortcomings
associated with the previous policy approach towards vertical agreements.
These were as follows.

1. The then current block exemption Regulations were seen as
comprising rather strict form-based reguirements and as a result
were considered to be too legalistic and to work as a
straightjacket.

2. There was a real risk that the then current block exemptions were
exempting agreements that actually did distort competition.

1% European Commission, “Commission Notice: Guidelines on Vertical Restraints” [2000}
OJ C291/01. These guidelines divide vertical restraints up into four categories and discuss
the potentia] efficiencies and anti-competitive aspects of each. As a reference source, the
guidclines are very useful and are included as an Annex to this book. The new draft
Guidelines were issued shortly before this book went to press, but they are only draft and
are subject to revision after the deadline for comments of late September 2009.

'% Usually the upstream firm, but the downstream firm where appropriate, such as with
exclusive supply agreements.
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3. The biock exemptions covered only vertical agreements con-

nﬂ.b.m:m the resale of final goods, not intermediate goods or
- services. : ‘

" In »wwnmmmum. vertical agreements that do not benefit from the exemption, .
the Guidelines state that “the Commission will adopt an economic
approach that is based on the effects on the market?1o7 and that:

power where inter-brand competition may be insufficient’? e

This sentiment is echoed in the new draft Guidelines, which state that'**:
“For most vertical restraints,
there is insufficient competiti
there is some degree of marke
buyer or at both levels.”

competition concerns can only arise if
Oon at one or more levels of trade, i.e. if
t power at the level of the supplier or the

The change in Commission policy towards a more economically focused

previous more form-based

approach. However, even if this were the case, companies are freed from

the straightjacket on commercial practices which the old interpretation of

Article 81 .omnmb implied. The new policy therefore represented in our view
an :nma..?w.:o.zu !mprovement in the Commission’s competition policy.
The Commission has recognised that verrical .

competition in the presence of horizontal

%7 Guidelines, para.7.
1os Guidelines, para.102. -
' Para.6 of the draft Guidelines,
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* Commission’s more economically coherent policy makes it much more
. likely that it will focus on vertical restraints that raise market power con-
i cerns than under the old system. There is a widespread acceptance that the
~ policy has been a success. This is reflected in the fact that the Commis-
sion’s current consultation on the revision of the Block Exemption and the
Guidelines, which is required to be completed by May 2010, envisages
little change to the policy.
There are, however, 2 number of issues arising from the Commission’s
- approach that should be highlighted. First, the Commission continues to
make use of the concept of “hard-core” vertical restraints. These are
vertical restraints that are considered always to fall outside the scope of the
proposed block exemption and have been presumed 1o be illegal. We have
discussed RPM at some length above, but there are also four other
“hardcore restraints”. These relate to:

*  restrictions concerning the territory into which, or customers to
whom, the buyer may sell;

®*  restrictions on active or passive selling to end-users by authorised
retail distributors in a selective distribution system,

¢  restrictions on authorised distributors in a selective distribution
system selling or purchasing from other members of the network;
and

* restrictons on the sale of components as spare parts by the
manufacturer of the component to end-users, independent
repairers and service providers.

5-049 What is interesting about these restrictions is that they relate to restrictions

on intra-brand competition and they do not seem to be motivated by a
concern about inter-brand competition. Instead, they are motivated by a
concern that these restraints can lead to segmented markets and an
opportunity for price discrimination. The Commission’s concern is
therefore less a competition concern than a market integration concern.
The Guidelines are explicit that this is one of the aims of the Commission’s
policy. At para.7 the Guidelines state that:

“Market integration is an additional goal of EC competition policy.
Market integration enhances competition in the Community. Com-
panies should not be allowed to recreate private barriers between
Member States where State barriers have been successfully
abolished.” -

The concept of hardcore vertical restrictions has no corollary in economics:
the competitive effects of vertical restraints need to be assessed on the facts
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mnnow&uw a.:.w Guidelines divide vertical restraints into four w_,o.Eum on
the basis of their possible negative effects. These are: .

: Shas : : ,
*  the .mE%n ._unmba_.nm group”™, ie. non-compete agreements,
quantity mon..nEmu tying and so on. The common element is that
these restraints directly affect inter-brand competition;

* the “limited distribution group”, ie. selective distribution
.nxo_:m?n distribution and so on, These restraints directly mm.onm
intra-brand competition, although they may also in some cir-
cumstances indirectly affect inter-brand competition;

e . .
® the . resale Price - maintenance” group, ie. minimum prices,
maximum prices, recommended resale prices and so on. The

ncMnn_B here is that these may in practice become de facto RPM;
an,

o o L . .
the n.gm_._nmn ﬁﬂ.ﬁ_n.“ou_um 8roup”, i.e. territorial resale restrictions,
mxﬂuw_c.m u:nnv.mmﬁm and so on. The concern here relates to the
market integration objective.

. ‘Thirdly, in the Guidelines the Commission for the most part takes the
Sosw that oon.nc_:m:osm of vertical restrajnts are worse than individual
vertical restraints. Thus at para.119(6) it is stated that:

113 . . .

In w.nbnnm_. a combination of vertical restraints aggravates their
negative effects. However, certain combinations of vertical restraints
are berter for <competition than their use in isolation from each other.”

It may weil v.a true m._...: in general combinations of vertical restraints are
worse m_s_._ single vertical restraints, but it is important to note that the

5-050
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‘#* Fourthly, the 2000 Guidelines adopt a hostile stance towards vertical
agreements employed by dominant firms, 110 >nn0n&=m t0 5@.05&&5@
dominant firms are unable to obtain an exemption under Article 81(3)11.

“Where an undertaking is dominant or becoming dominant as a
consequence of the vertical agreement, a vertical restraint that hag
appreciable ant-competitive effects can in principle not be
exempted.,” .

The Guidelines’ reasoning on this point appears to be motivated by a beljef
in a consistent trade-off between inter- and intra-brand competition, i.e. an
absence of inter-brand competition can be remedied through intra-brand
competition and vice versa. However, if there is an absence of inter-brand
competition, that failure is not generally solved by increasing intra-brand
competition-—making downstream firms compete more fiercely does not
generally resolve a lack of competition between upstream firms. Similarly,
there are no general presumptions that restrictions on intra-brand com-
petition will weaken inter-brand competition. As noted above, where there
is vigorous inter-brand competition, there is no reason to be concerned

vertical restraints as non-dominant firms.

We note that the new draft Guidelines do not include the wording
quoted above. This may be indicative that the Commission has softened its
stance on dominant firms and vertical restraints. However, the Commis-
sion states at para.]123 that:

“A restrictive agreement which maintains, creates or sitrengthens a
market position approaching that of a monopoly can normally not be
justified on the grounds that it also creates efficiency gains”,

Although much obviously hangs on the meaning of “normally” in this
Séntence, it seems that the Commission’s policy stance has not softened

consumer welfare,
One response to the Guidelines’ hostility towards dominant firms s to
argue that the restraints fall outside the scope of Article 81(1)."'2 This is

"'® This discussion draws heavily on Bishop and Ridyard (2002) and Bishop (2003).

m Guidelines, para.135.

"2 See Peeperkarn (2002), who also discusses the reasoning behind the Commission’s policy
in this aregq.
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yrecisély the approach adopted by the Dutch Competition authority, the
ENMa, in its decision assessing the competitive impact of exclusive supply

greements employed by Heineken, the large Dutch brewer, when sup-
plying draught pilsner beer to those pubs and other licensed outlets (“on-
) to which it provided financial and commercial support. !

“The position of Heineken on the relevant marker is of importance
because the stronger thar position is, the larger is the risk of anti-
competitive effects ... The question whether Heineken has a domi-
nant position (and whether exclusivity in that case is objectively jus-
tifiable) is only relevant, if it can be established that the agreements
can have appreciable anti-competitive effects 114

In other words, the fact that a firm might be held to be dominant does not

necessarily imply that the vertical agreements which it employs give rise to

restraints, particularly when compared to the large theoretical literature,
Lafontaine and Slade (2008) have surveyed the existing empirical litera-
ture. This literarure covers 2 number of industries, such as beer and spirits
distribution, car distribution, gasoline, contact lenses, railroads, cable TV,
film distribution and crude oil refining, Although the authors are quick to
point out that this is 4 narrow group of industries and so may not be
representative of the €conomy as a whole, they also argue that this litera-
ture consistently points to wWo quite clear conclusions, First, vertical
restraints entered into voluntarily by firms tend to be pPro-competitive, This
is consistent wirh the fundamental insight that products in a vertical chain
are complements, not substitutes, and so we should expect vertical

* NMa decision of May 28, 2002, Heinghen _ Hor k

'"* See para.85 of the decision, unofficia} translation from Dutch,

"* This interpretation accords with the TATower, more economic interpretation of Article
81(1) discussed in the introduction to this section.

2 (2036).
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: Emw are usually mbm-noivnamﬁ and tend to raise prices and lower service

‘There are three points to make about thig table. First, those restraings listed
levels. Lafontaine and Slade argue that:

in.Table 5.2 above that reduce inter-brand competition are generally
treated more harshly by the Commission than those that reduce only intra-
brand. competition, Thus RPM is a “hardcore” restraint whilst exclusive
anm._naEP full-line forcing and non-compete clauses aj] come under the -
' Commission’s “single branding” umbrella, Secondly, price ceilings do not
. directly reduce either intra-brand or inter-brand competition. Qur dis-

- “It appears that when dealers or consumer groups convince the gov-
ernment to ‘redress’ the unfair treatment that they allege to be suf.
fering, the consequences are higher prices, higher costs, shorter hourg
of operation and lower consumption as well as lower upstream

profits. 116 cussion of the complementary nature of vertical relationships suggests that
in general price ceilings should be » Pro-competitive way of avoiding
double marginalisation problems. Given this, it is surprising that they have
Conclusions

sometimes been found to be anti-competitive, The argument has been that
maximurm resale prices can be used as “focal points™ for manufacturers to
collude sround,!!” Although the argument is not entirely without merit
from a theoretical point of view; our experience is thar in practice it has
usually been a weak argument.'"® Hence we think that Table 5.2 conveys
the generally tight message with Tespect to price ceilings. Thirdly, this table
is only indicative. The exact effect of each vertica] testraint is likely to be
context specific, ’

The second key conclusion from this section is that the complementary 5-055

5-054 Two key conclusions are apparent from the above &wnzm.mmom of wnaom_
restraints. The first is that whether g given vertical restraint is anti-com-
petitive in a given situation depends, in uﬁnn:._mb on n...n mnﬁnm o.m FS«-
brand competition. Where inter-brand competition is .Smcnccmv. H.ﬂ is unli-
kely that a vertical restraint will have a significant ant-competitive wm.nna
even if it reduces or removes intra-brand competition. Where both inter-
brand and intra-brand competition are vigorous, there is even less danger
of a vertical restraint having an anti-competitive effect. However, where
inter-brand competition is weak, vertical restraints can potentially lead 1o
foreclosure or to a softening of price competition. o

Table 5.2 provides a non-exhaustive list of vertical restraints and indi-
cates which directly affect which type of competition. This table looks at
the direct effects of each vertical restraint. Thus, selective distribution
directly reduces intra-brand competition, but not inter-brand ooBvQ._.moP
This is not 10 deny that selective distribution may be used to lower inter-
brand competition if it is used as an instrument of tacit collusion by a
number of manufacturers acting in concert.

. HORIZONTAL AGREEMENTS
Table 5.2 Effect of selected vertical restraints on competition

at the retail level

Horizontal agreements include agreements such as joint ventures, licensing 5-056

Reduces intra-brand | Reduces inter-brand agreements between firmg and co-operative standards setting. Joint ven-

competition competition tures can cover a number of different activities, such as R&D, production

Selective distribution X or marketing. Unlike vertical agreements, horizontal agreements are

Exclusive dealership X '” Para,226 of the Vertical Guidelines state that “[¢]he possible competition risk of maximum

Exclusive distribution X and recommended prices is firstly that the maximum or recommended price will work as g

" -~ focal point for the resellers and might be followed by most or all of them. A second

Price ceiling competition risk is that maximum or recommended prices may facilitate collusion between
Exclusive territories X suppliers.” o

- N RPM) X X """ For Instance, the European Commission dismissed the argument in Repso! CPP (see paras

Resale price maintenance ( 18-20 of the Market Test Notice (O] C258 {2004)). On the other hand, the UK

Full-line forcing X Monopoly and g.nwmﬂ.m Oo:.Ema.mmo: ,m:e..o_"nn it mw&u.un recommended wn::u prices in

Non pete X consumer electronics (UK MMC nquiry into “Domestic electrical goods® (Cm. 3675)).

on-com,

The idea of tacit collusion being sustainable when there is

as much product differentiation
as there is in consumer electronics can best be described g

S 8 very “challenging” argument
¢ Lafontaine and Slade (2008), p.408. to make.
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