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VERTICAL RESTRAINTS & E-COMMERCE

®Policy issues
e Role of vertical restraints in fostering / impeding e-commerce

e Interplay between brick-and-mortar and online retailers
®Topics
e Classics: Territorial restrictions, RPM, exclusive dealing, ...
EU: Are online sales “passive” or “active”?

e Newer ones: Agency vs. resale, price parity agreements
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OUTLINE

® Economics literature

Vertical coordination, inter-brand competition, foreclosure
... heed to account for multilateral relations

®Foreclosure: Exclusive dealing and vertical integration

® Cartelization: RPM and retail MFNs

®Agency versus resale



S

OEERFDXFEMLEONHHE
EEMI—TR—a, ITURRES, TSN

- BAEMEFDERRALLLHLDTRITNIEESE,

oThiZFAH: HHMFIMGIRVEEKRS

o H/LTILIL: BIRFGEMEMEHEFITA KRV /NTEMFN(FRE
EIEEIEY

OT— T —FTILvsBERFTETIL




ECONOMICS LITERATURE

®\ertical coordination

e Classic issues \ /< \

oDouble marginalization @ @% - /@
l

oRetall services
e New twist: Free-riding and online sales
oBang & Olufsen, Festina, ...

o Laboratoires Fabre
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ECONOMICS LITERATURE

®|nterbrand competition @ " _

e Competition dampening
oBonanno &Vickers EER 1988

vertical separation / integration

oRey & Stiglitz EER 1988, Rand 1995~
(exclusive territories)

Gal-Or EER 1991 [Caillaud & Rey EER 1995]

e Facilitating practices
oJullien & Rey Rand 2007
o Texas Instruments and Hewlett-Packard
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ECONOMICS LITERATURE

®Foreclosure: Raising rivals’ costs
Salinger QJE 1988 jf ><jf
Ordover-Saloner-Salop AER 1990
e Intuition Q /

olntegrated firm stops supplying downstream rival
oPlaces it at the mercy of other supplier, raises its cost

e Caveats
o Commitment not to deal with independent downstream rivals
olnefficient contracts (linear wholesale tariffs)

e Chen & Riordan (Rand 2007). cartelisation vs foreclosure

(6
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ECONOMICS LITERATURE

® Foreclosure: Supplier’s opportunism
Hart & Tirole Brookings 1990,
O’Brien & Shaffer Rand 1992,

McAfee & Schwartz AER 1994
[Rey & Tirole H/O 2007]

® Key ingredient: secrel contracting

o When negotiating with one downstream competitor
.. free-riding on rivals’ downstream margins

o Vertical integration or exclusive dealing
.. “solve” the problem: foreclosure

e Caveal: pure monopoly, what about upstream
competlition?
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ECONOMICS LITERATURE

®Next: Multilateral relations @@

e |n practice, competing retailers distribute /| <

... the same competing brands ;{;
e Foreclosure (“lack of cooperation”)

oPractices: Vertical integration, exclusive dealing

o Theories: Supplier's opportunism, holdup
e Cartelization (“excessive cooperation”)

oPractice: RPM, MFNs

oBusiness model: Resale versus agency



EATODXEmMoFoNAHE

OXIZ: ZAMMEIR @@

EHL BATAIINELEEL-- /| ><
A Lﬁﬂéj SURFERBLTLNS ' @
o HIBEAS (MR hD &R AN])

0% EEMSE, HrithavER5I
oim: YIZAV—DHEER, K—ILETYT
o HILTIVE (TBEIZ 1)
0 X7 BIRFTMEH#FITA, MFN
oEDRRETIL: BIRFEET IvsT—2 VY —FETIL




FORECLOSURE: OPPORTUNISM

Joint work with Volker Nocke
®Framework: successive duopoly ;><|
e Market power at both stages ’\ /
oUpstream: product differentiation

oDownstream: Cournot competition
e Secret contracting

e Balanced bargaining power



miZFAHE: HeEH

Volker Nocket D 2L G152

Lo
e JL—LTJ—0: EHESL @
o M THYT—4yhk/\TJ— K /

ik ®EERME
o N U—IL/—Fi%F
o %524

o NTUADENT=ZE N



FORECLOSURE: OPPORTUNISM

®Baseline situation: no exclusivity nor integration

e “Cost-based” non-linear tariffs @
o Two-part tariffs 7;,(q;x) = Fix + cqix ><
o(pairs of) quantity forcing contracts (Fji, q;x) /

e Same prices and quantities as in multiproduct duopoly
o Two firms producing both goods and competing a la Cournot

oDivision of profits: bargaining power and types of contracts
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FORECLOSURE: OPPORTUNISM

®3Single exclusivity
e Suppose M, no longer supplies R, YII;/!&
oExclusive distribution contract btw M, and R, @
oSingle branding contract btw Mz and R, /
e Same prices and quantities as in asymmetric duopoly

o0One firm producing both goods, the other producing one good

oDivision of profits: bargaining power and types of contracts
(with R;)

0“Less competition” than before
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FORECLOSURE: OPPORTUNISM

® Pairwise exclusivity
® Suppose M, (Mg) supplies only Ry (R;) @’@
o Combinations of exclusive distribution s
oand /or single branding contracts
y N/

e Each channel shares profit according to bargaining power

e Same outcome as in classic differentiated duopol
— even less competition

® Each exclusivity provision
e Is profitable

e Harms consumers and society
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FORECLOSURE: OPPORTUNISM

® \Vertical integration (single or pairwise mergers)

e Any integrated firm @
... stops supplying its downstream rival ><
e De facto imposes exclusivity ! /I

... same outcomes as before

e Each vertical merger
ois profitable

oharms consumers and society
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FORECLOSURE: HOLDUP

® Impact on investments rather than on prices or outputs
Joint work with Marie-Laure Allain and Claire Chambolle (RES 2016)

® Hold-up problem

e Hold-up concerns yield under-investment when (part of) the return
on an investment is appropriated by a trading partner

e Key ingredients
o Incomplete contracts
o Investment (on one side) and bargaining power (on the other side)
— Relationship-specific investment

— Market power
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FORECLOSURE: HOLDUP

®Framework: successive duopoly @
e Downstream firms invest (R&D or design) @
) '\ /

e Upstream firms provide support (implementation

®\/ertical integration creates

e E£x ante incentives to generate hold-up problems
Commitment to “being greedy” (patent trolls), to “low quality”

® E£x post scope for hold-up problems
Unverifiable quality: Degrading the quality supplied to a firm
... reduces its profit, but increases that of its rival

(15
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FORECLOSURE: HOLDUP

® Customer foreclosure
e Same analysis applies “upside down”

e lllustration: Kesko-Tuko (private labels)

®Market power upstream
e Balance between lines of business

e Motivation pour spin-offs: GM-Delphi, AT&T-Lucent
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FORECLOSURE: E-COMMERCE

®|nsights
e Foreclosure increases profits at the expense of consumers

e Practices: vertical integration, exclusive dealing, priority

®Bottlenecks
e Search engines: Google / ITA
e Aggregators: Trip Advisor / Expedia
e Delivery (urban logistics): Amazon / US Postal services

e Distribution: Amazon exclusives
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INTERLOCKING RELATIONSHIPS

Joint work with Thibaud Verge

®Framework: successive oligopoly ‘><‘
e n differentiated manufacturers K ;{;
e m differentiated retailers
e Setting

oUpstream: Secret, bilateral bargaining over nonlinear tariffs

oDownstream: Retailers compete in prices
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INTERLOCKING RELATIONSHIPS

1
| /@x;
®Insights . ﬁ;
e “Cost-based” tariffs

marginal wholesale prices reflect marginal production costs

e “Multi-brand” retail oligopoly
same outcome as if each retailer could produce all brands

e Division of profits depends on
oBargaining power

o Type of tariffs (e.g., two-part tariffs vs quantity forcing)
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INTERLOCKING RELATIONSHIPS

Resale price maintenance T

e Many equilibria @ """
... Including industry-wide monopoly outcome

e Price floors or price caps?
Depends on intra-brand vs inter-brand substitution
oPrice floors if more substitution among brands

oPrice caps if more substitution among retailers
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INTERLOCKING RELATIONSHIPS

®Price parity agreements %@

e UK: Tobacco manufacturers and tobacconists @

oRetail price of a tobacco brand linked to that of competing
brands (at the same stores).

0 Office of Fair Trading: similar to RPM, £225 million fines
Decision CA98/01/2010, Case CE/2596-03, 15 April 2010.

oDecision quashed by the Competition Appeals Tribunal
CAT Judgement [2011] CAT41, 12 December 2011
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INTERLOCKING RELATIONSHIPS

®Price parity agreements @X@
e In our framework: Not a substitute for RPM ﬁ;
Price parity imposes uniform prices, but no impact beyond that
olf prices are already symmetric, they remain unchanged

olf not, price levels are not affected: marginal tariffs still reflect
marginal costs of production
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INTERLOCKING RELATIONSHIPS

® Agency business model %@

e Different from “resale” ﬁ;
oDistributors do not buy the good or service

o They obtain commissions based on transactions

e Common for online platforms

oE-books: Role of Apple in publishers moving to agency
(to “avoid competition” with Amazon”)

oExpedia: airlines set the fares

oBooking.com: hotels set room rates
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INTERLOCKING RELATIONSHIPS

® Agency business model %@

e Alternative setting - = ﬁ;

oUpstream: Secret, bilateral bargaining over nonlinear
commission schemes

oDownstream: Manufacturers compete in prices

e Turns the analysis “upside-down”, but insights are similar
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INTERLOCKING RELATIONSHIPS

/@><%

® Agency model: Insights ﬁ;
e “Cost-based” commission schemes

marginal commissions reflect marginal retail costs

e “Multi-brand” producer oligopoly
same outcome as if each manufacturer could directly sell
through all stores or platforms

e Division of profits depends on
oBargaining power (“Nash bargaining”)

o Type of tariffs (e.g., two-part tariffs vs quantity forcing)
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INTERLOCKING RELATIONSHIPS

® Agency model: Price parity agreements
e Online travel agencies (Booking.com, Expedia, ...)

e Linking the price set on one platform to the prices on others

o“Broad” retail MFN: “The conditions on my platform must be at
least as good as that on any other platform”

o“Narrow” retail MFN: “The conditions on my platform must be at
least as good as on your own website”
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INTERLOCKING RELATIONSHIPS

® Agency model: Price parity agreements

e Policy debate

oBroad version: consensus in Europe
—hardcore, blacklist restriction

—Booking and Expedia have accepted not to use it in Europe

oNarrow version: discrepancy
—Accepted on April 2015 by NCAs in France, Italy and Sweden

—Banned in Germany ... and by a recent law in France
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INTERLOCKING RELATIONSHIPS

®Price parity agreements

e |In our framework: No strategic impact
Price parity imposes uniform prices, but no impact beyond that
olf prices are already symmetric, they remain unchanged

olf not, price levels are not affected: marginal commissions still
reflect marginal costs of distribution
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INTERLOCKING RELATIONSHIPS

®Price parity agreements
e Insights depend on secret, efficient contracting

e Secret linear tariffs: Johansen & Verge (2016)
oWide and narrow MFNs can have similar effects

olmpact on prices, consumers and profits is ambiguous

e Higher retalil prices when

oSecret linear tariffs with exclusive dealers: Johnson (2016)
oPublic linear tariffs: Boik and Corts (2014)



A3 —0Oy¥x2 T BEi%

® it/ 1) T4 —3RH
o FEEITE DRNEAZMIIKE

o MEZM#REILLIE . Johansen & Vergé (20164F)
o AEMBRUVEZEMFNIZREMROMEEZFEVES
o i, HEZBRUFENDEE XA EAME

o /NEMIRIILLTDERIZEHELS:
o BHhEI T A —S— L DIMERE K& . Johnson (20164F)
o /T #REIH¥ € - Boik and Corts (20144F)




CONCLUDING REMARKS

® E-commerce

e |[ncreases intra-brand competition
... which also fosters inter-brand competition

e Antitrust concerns
oExclusive dealing, vertical integration, limit the above benefit
oRPM in interlocking relationships: curb both types of competition

oAgency vs Resale, retail MFNSs: still new; natural experiments

30
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