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Some simple advice:

The principle that law should not intervene in supply
chain contracts without evidence that contracts have
lessened inter-brand competition sounds very simple,
and | think reasonable, to most economists.

- Ralph Winter, “Competition Policy and Vertical Restraints: On the Economic Foundations”, working
paper, September 1, 2013; forthcoming in Competition Law and Economics: Beyond Monopoly
Regulation, East-West Center and Korea Development Institute Monograph Series, Edward Elgar.
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More precisely:

A necessary condition for the legal prohibition of a
vertical restraint should be that the restraint reduces
inter-brand competition by facilitating collusive pricing,
or that the restraint facilitates the exclusion of entry
into upstream manufacturing or the exclusion of low-
cost entrants into the downstream retailing sector.

- Ralph Winter, “Competition Policy and Vertical Restraints: On the Economic Foundations”, working
paper, September 1, 2013; forthcoming in Competition Law and Economics: Beyond Monopoly
Regulation, East-West Center and Korea Development Institute Monograph Series, Edward Elgar.
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Outline, Part |

* Four unsettled issues regarding vertical restraints
1. Is a price-cost test appropriate?
2. Does the location of market power matter?
3. Does the amount of market power matter?
4. How do “contract externalities” matter?
* Three recent cases
1. ZF Meritor v. Eaton (U.S. 3 Circuit Court, 2012)
2. FTCv. Toys “R” Us (U.S. 7t Circuit Court, 2000)
3. U.S.v. Apple (U.S. 2" Circuit Court, 2015)

 Questions raised by Meritor, Toys, and Apple
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Outline, Part I

* Therise of e-commerce
— Retail differentiation
— Economies of scale and scope
— Network effects
* Rule-of-reason as a “battle of theories”
— Upstream foreclosure scenario
— Downstream foreclosure scenario
* Implications for competition policy
— Rule of reason for vertical restraints
— Skepticism about a per se approach
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Issue #1:
|s a price-cost test appropriate?

Scenario 1 Scenario 2

Dominant manufacturer excludes Dominant manufacturer excludes rival
rival with low prices with vertical restraints
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Issue #2:
Does the location of market power matter?

Scenario 1 Scenario 2

Dominant manufacturer excludes . Domir_lant distributor excludes
rivals with restrictive agreements rivals with restrictive agreements
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“How-to guide” for ex post monopolization

* D, enters into de facto exclusive
contracts with U,, U, and U,.

* Two-part tariff contracts:

— Price equals marginal cost;

— Fixed fee compensates
manufacturers for fixed costs.

* The retailer sets monopoly
prices for all products.

* Plausible efficiency defense:
incentives for retail service.
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Issue #3:
Does the amount of market power matter?

Scenario 1 Scenario 2

Dominant distributor excludes rival New entrant excludes incumbent
with restrictive agreements with restrictive contracts
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Issue #4:
How do contract externalities matter?

* Willingness to agree to vertical
restraints depends on beliefs
about its rivals’ contracts.

* Equilibrium requires
coordination of beliefs.

* There might be multiple
equilibria.

* How does an industry coordinate
on a particular contract
equilibrium?

10
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Independent or concerted action?

* The table describes the
incentives of an individual
firm to take an action

Other firms _ . .
given its beliefs about the
actions of other firms.
NO  YES o
 There are two equilibria
NO 5 8
Individual of the game:
firm YES 0 10 — All firms take the action.

— All firms decline the action.
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Case #1:
ZF Meritor v. Eaton (U.S. 3™ Circuit Court, 2012)

Freightliner International

12
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Case #2:
FTC v. Toys “R” Us (U.S. 7t Circuit Court, 2000)
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Is “contract equilibrium” a conspiracy?

ZF Meritor v. Eaton FTC v. Toys “R” Us
* Dominant upstream firm; ¢ Moderately low concentration
moderately concentrated upstream; significant downstream
downstream industry; firm; low-price entrants
innovative entrant downstream.
upstream. * Contracts restricted upstream
e Contracts restricted manufacturers.
downstream distributors. — Restricted sales of new
— Fixed payments and entrants
loyalty discounts — Contract externalities

— Preferential treatment
— Contract externalities
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Case #3:
U.S. v. Apple (U.S. 2" Circuit Court, 2015)

Harper- e Penguin Simon &

Hachette .
collins Schuster

Amazon
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Did Apple organize a horizontal conspiracy?

Amazon is a dominant e-book
distributor; trade book publishing is
moderately concentrated.

— Apple entered with new e-book ‘ ‘ ‘

platform: iPad and iBookstore.

— Installed base barrier to entry.

Apple offered separate but identical
restrictive contracts to book publishers.

!

— The MFN clause created a contract
externality for Amazon.

— Actively coordinated publishers’
acceptances.

16
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Apple’s coordination game

* Apple devised a set of
contracts and
coordinated an

Other equilibrium in which most
PO major publishers adopted
@ an agency distribution
NO : o model.
Individual  The contracts were de
publisher .. 10 facto exclusive contracts,

unless Amazon changed
its business model.
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Questions raised by Apple, Toys and Meritor:

When is equilibrium coordination a horizontal
conspiracy?

|s coordination failure a barrier to entry?

How can pro-competitive coordination be
distinguished from anticompetitive coordination?

When is a per se approach or rule of reason
approach more appropriate?
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Rise of e-commerce

* |In the past, consumers shopped on Main Street, at
shopping malls, and in big box stores.

* Presently, consumers continue to shop mostly at
bricks-and-mortar stores, but increasingly shop
online.

* In the future, the bricks-and-mortar segment seems
destined to be smaller, and the online segment more
concentrated.



5 R ENE | D &R

mill

e LBITHNIE, BEEZIZBIREEY O IavELY
E—I)L, KBEBE/NFGETELVYIZLTLV -,

« IR, EEFIXIRIZIEEHTOELNYZHEITTL
B, A4 avE Y DFEEENETETIER
T3,

o [FEMIZ, EIEHIPFFORETH/NTHZEITRY,
A4 D TFADERNEISITED,




Retailers match consumers to products.

Retailers provide
differentiated matching and
value-added services.

Products and retail services
are demand complements.

Consumers have
heterogeneous preferences
over product characteristics
and retail service
characteristics.

Retailers sell a “shopping
experience”.

Manufacturers

retailers S ENES

Consumers

20
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Amazon and Walmartin 2013

Source: https://nrf.com/2015/top50-

e-retailers-table

E-Commerce sales rank 1 3

Total sales rank 15

E-Commerce sales S60,903 $10,000 (est.)
% Total revenue 100% 2.1%

E-Commerce growth 17.7% 29.9%

21
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Two years later...

e This Is Why Amazon Is Dominating Walmart Now
Time Magazine, September 8, 2015

* The Big Cloud Hanging Over Walmart's Improving Sales?
Soft E-commerce Growth

Fortune Magazine, November 17, 2015
* [t’s Amazon and Also-Rans in Retail Race for Online Sales
New York Times , December 30, 2015

 Walmart to close 269 stores as retailers struggle
New York Times, January 15, 2016
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Emergence of dominant e-retailers

* Network effects
— First mover advantages Manufacturers
— Learning curve
* Scale and scope
— Spatial agglomeration Online In-store

reta”er retailers

— Distribution logistics
— Data security
* Freeriding
Consumers

— Showrooming
— Webrooming

23
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Upstream foreclosure scenario

* Dominant upstream
manufacturer (M,); smaller
competitor (M,).

* Dominant e-retailer (R,). Local

bricks-and-mortar competitor
(R,).
* R, receives a loyalty discount if

its sales of M,’s products are at
least 90% of category sales.

* R, agreesto “steer” consumers
to M,.

Consumers

24
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Rule-of-reason for upstream foreclosure

Anticompetitive theory

* The challenged contractis a
de facto exclusive contract
because it penalizes R, for
selling M,’s product.

* The resulting loss of scale
harms competition by
discouraging M, from
investing in product quality.

* Without relief, M,
withdraws from the market.

Pro-competitive theory

The contract incentivizes R, to
promote M,’s product.

Product promotionis an
important form of inter-brand
competition in differentiated
product markets.

M, has larger market share
because its product is better.

M, is a less efficient
competitor seeking protection
from competition.
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Downstream foreclosure scenario

 Moderately concentrated
upstream industry (M,,...M,),
dominant e-retailer (R,), and
bricks-and-mortar retailer (R,).

* M, and M; offer a higher
quality product than M,..

* The challenged contract
rewards M, for selling almost
exclusively through R;.

* R, refuses minimum RPM
requested by M, and M,

26
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Rule-of-reason for downstream foreclosure

Anticompetitive theory

 The challenged contract is de
facto exclusive dealing
because it penalizes M, for
selling through R,

 Showrooming undermines
R,’s incentive to promote
superior products.

* Loss of scale and
showrooming cause R, to
reduce value-added services.

* R, might exit the market.

Pro-competitive theory

Exclusive contract reduces
distribution costs.

The contract intensifies
inter-brand competition by
aligning M/’s incentive for
higher and R,’s incentive
for promotional effort.

R, has larger market share
because it is a more
efficient distributor.
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Consensus view

Existing economic and legal frameworks for analyzing
vertical restraints serve equally well for online and bricks-
and-mortar commerce.

* Industrial organization economics provides various
theories and models for evaluating the competitive
effects of vertical restraints.

* Established competition law provides standards and
burdens of proof for guiding a factual inquiry into the
legality of challenged vertical restraints.
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Competition policy in an E-commerce world

* Competition policy should not sanction vertical
restraints without evidence of harm to consumers.

* Arule-of-reason analysis should apply to bilateral
vertical contracts.
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When is coordination a conspiracy?

* Arule-of-reason rather than a per se approach to
vertical restraints seems appropriate even if
agreements depend on a coordination of beliefs.

* Alleged hub-and-spokes conspiracies based on
separate bilateral vertical contracts should be judged
under a rule of reason.
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