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ABSTRACT

This PhD thesis critically surveys vertical territd and price restraints in the EU and the
USA not just from a legal angle, but also from camgpive, economic, theoretical and
historical perspectives. Different aspects of swdmprehensive research assist with
tackling the different issues that have occurretha law of vertical territorial and price

restraints while determining its correct approach.

This thesis argues against some existing competgaicies and principles, such as the
objective of the law of vertical territorial andige restraints. It shows that law of vertical
territorial and price restraints should proteceefive and free competition. Nevertheless, it
follows that the object of effective competitioneBiciency which is difficult to determine
in situations when RPM or VTR is used. Furthermaitee complexity of vertical
competition and vertical chains, including relatbips, power and market structures, is
surveyed. This thesis advocates the existencertitalecompetition and further explains
that it is bargaining power which should be assksseRPM and VTR cases and not
horizontal market power, which serves the purpokéarizontal rather than vertical

competition.

The development of the laws of vertical territorehd price restraints including the
analysis of relevant and significant cases botthenEU and the USA within a broader
historical framework and relevant theories unveing inconsistencies and uncertainties.
This thesis criticises the formalistic approachhimttraditional anti-competitive theories
and the demagogical approach within the majoritypaf-competitive theories offering

new suggestions and points of view.

Although vertical restraints have been part of Ufitaust law and EU competition law
almost since the beginning of their existence, tiesis reveals that their approaches have
been unsettled and continue to develop with comi@y arguments on this issue across
the legal, economical, empirical and theoreticalotarly works, which show lack of
understanding of vertical competition. Unfortungtelertical competition has not been
acknowledged as the basic framework for verticstragnts in both the EU and US policies
and their legislations. Therefore, this thesis tmhes with legislative suggestions which
better reflect the nature of vertical restraints.
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Barbora Jedtkova Chapter 1: Introduction

Chapter 1: Introduction

“Antitrust is an interdisciplinary field that is ls¢ served by acknowledging that a deeper
understanding of the issues will result by addmgshe subject from several points of

nl

view.”” (Oliver Eaton Williamson)

1.1. Vertical Price and Territorial Restraints

Vertical restraints have the ability to restrictngeetition in a primarily vertical fashion.
They involve arrangements on a vertical chain, sashbilateral conducts between a
manufacturer and a distributor. In contrast withizuntal collusions, vertical relationships
are common and essential in a market consistingoilaiteral or even multilateral
arrangements. Nevertheless, such arrangementsiclaidle restrictive aspects which can
lessen competition. Vertical territorial and prrestraints have the potential to be the most
restrictive forms of vertical restraints. Verticplice restraints (“RPM”) restrict price
competition, and vertical territorial restraintsVT'R”) have the potential to restrict any
form of competition, not just price. RPM includesgtices where a seller and its buyers
agree or one party is forced to agree that therlatill sell the sold product at set price, or
at or above a price floor, which is also known asrfimum resale price maintenance” or
“minimum price fixing/setting”, or at or below pgcceiling, which is also known as
“maximum resale price maintenance” or “maximum @rfxing/setting”. VTR includes
any territorial restrictions based on arrangeméetsveen a seller and its buyers when a

buyer is allowed to sell only within a certain, sa&titory.

Vertical price and territorial restraints are cowngrsial topics in both economic and legal
scholarly works. This is also reflected in the depenent of both US antitrust law and EU
competition law. Despite the strong and stabletfwys of both of these legal systems, the
approach and effects of vertical territorial andcerrestraints remain unsettled and

tentative®

! 0.E. Williamson,Antitrust Economics: Mergers, Contracting, and Stgic Behaviour (Basil Blackwell,
New York, 1987) 158.

% See, e.g., G.T. Gundlach, “Overview and Contefithe® Special Issue: Antitrust Analysis of ResatEé®
Maintenance after Leegin” (2010) Fntitrust Bulletin4-7; A.l. Gavil, “Resale Price Maintenance in the
PostLeeginWorld: A Comparative Look at Recent Developmentthie United States and European Union”
(2010) 1CPI Antitrust Journal2-3; M. Bennett, A. Fletcher, E. Giovannetti, Dalbrass, “ Resale Price
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The recent case afeegin which changed the approach to RPM in the US, epennew
and intensive debate on RPM not just in the US,dso in the EU. There have been
numerous articles published discussing RPM in tBeitJthe last 4 years, most notably in
20107 Scholars have managed to agree on one aspecisoérém of competition law:
change is inevitable. Nonetheless, this call fange has been ongoing since the creation
of the per-seapproach to RPM in 19F1Although the most notable, current scholarly
stream is based on the idea of the applicationmbédern, restructured rule of reason, for
instance in the form of a quick approd&dhijs argued in this thesis that the basic legjisia
should be changed to reflect the nature of vertestraints, which is not captured in either
the US Sherman Act or the Treaty on the Functioointpe European Union (“TFEU”).

Scholarly works reveal one paradox with regardRRM: so much has been said recently
regarding this issue but so little is known abdufFurthermore, the debate has frozen in
terms of understanding VTR and almost nothing isvkm about the issue. The latest
development of VTR shows the US approach to be bengvolent and different from the
EU approach, which is considerably stricter. Theials explanation for this difference
would be the protection of free and internal maskas the main objective of the EU.
However, another and more key explanation, althowajtas obvious, is inconsistency and

lack of deep knowledge of the issue.
1.2. Objective, Novelty and Methodology of the Thesis

The lack of research studies in both areas of ctitigye law has been frequently

highlighted. Recent commentators have agreed whtt,respect to vertical territorial and

Maintenance: Explaining the Controversy, and Si@tps Towards a More Nuanced Policy” (2010) MPRA
Paper No. 21121, posted 4 March 2010/18:02 higt//mpra.ub.uni-muenchen.de/211273. 1; Brunell,
R.M., “OverrulingDr. Miles: The Supreme Trade Commission in Action” (2007)A8Ritrust Bulletin528;
T.R. Sass, D.S. Saurman, “Mandated Exclusive Teies and Economic Efficiency: An Empirical Analysi
of the Malt-Beverage Industry” (1993) 36..&Econ.153-154.
% See, e.g. C. Callery, “Should the European Unimbiace or Exorciskeegiris ‘Rule of Reason’?” (2011)
32(1) ECLR 43; A. Jones, “Resale Price Maintenance: A Deladteut Competition Policy in Europe?”
(2009) 5(2)European Competition Journa79; further See Chapter 4 “Development of the W% of
Vertical Territorial and Price Restraints”, ChapsetDevelopment of the EU Law of Vertical Territatiand
Price Restraints”.
* See, e.gAntitrust Bulletin Vol. 55 No. 2/Summer, No. 1/Spring — both issarsdedicated to RPM.
® See Chapter 4 “Development of the US Law of VattiEerritorial and Price Restraints” and Chapter 6
;Theories of Pro-Competitiveness v. Anti-Compestiess”; WilliamsonAntitrust Economics]43.

Ibid.

2



Barbora Jedtkova Chapter 1: Introduction

price restraints, comprehensive and empirical stidie missinglppolito summarises the
necessity of filling this gap when she states ttdstailed case studies, systematic
statistical evidence, and in-depth legal investiyet are all potentially important

contributors to a clearer understanding of the o$gsactice.®

This lack of research studies is even more obviouselation to vertical territorial

restraints, the studies of which include only vagiieany, discussion and empirical,
persuasive studies are almost non-existent. Thexgiow can US antitrust policy come to
the final conclusion that vertical territorial reshts are not, or almost always not, anti-
competitive? Or, in contrast, how can the EU st#tes such forms of vertical restraints

are almost as anti-competitive as RPM?

This thesis aims to address to a significant extemgap in the demand for comprehensive
research in this area of law, with the principahaf discovering the most appropriate

approach to the law of vertical territorial andgerrestraints for developed countries.

Therefore, this thesis will answer this primarye@sh question:
» what is the most appropriate approach to the laweofical territorial and price

restraints?

It will also attempt to answer related questionshsas:
» are vertical territorial and price restraints gaflgr pro-competitive or anti-
competitive?
* Do entities use these restraints for anti-competitir pro-competitive reasons and

why?

" See, e.g., F. Lafontaine, M.E. Slade, “Transac@wst Economies and Vertical Market Restrictions —
Evidence” (2010) 5%ntitrust Bulletin608; B.Y. Orbach, “The Image Theory: RPM and tHiir& of High
Prices” (2010) 5%Antitrust Bulletin278; P.J. Harbour, L.A. Price, “RPM and the RuldReason: Ready or
Not, Here We Come?” (2010) S5Antitrust Bulletin 227; P.M. Ippolito, “RPM Myths that Muddy the
Discussion” (2010) 55Antitrust Bulletin151-165; W.S. Comanor, “Antitrust Policy Towardsak Price
Maintenance Followindg eegirf (2010) 55Antitrust Bulletin78; A. Gavil, “Resale Price Maintenance in the
Postt.eeginWorld: A Comparative Look at Recent Developmentthie United States and European Union”
(2010) 1The CPI Antitrust Journal; R. Steiner, “Vertical Competition, Horizontab@petition and Market
Power” (2008) 53Antitrust Bulletin252; M.P. Lynch, “Why Economists Are Wrong to Negjl Retailing
and How Steiner’'s Theory Provides an Explanatioingiortant Regularities” (2004) 4®ntitrust Bulletin
911-940; P.J. Harbour, “An Enforcement Perspeativehe Work of Robert L. Steiner: Why Retailing and
Vertical Relationships Matter” (2004) Wintémtitrust Bulletin997; Brunell, “OverrulingDr. Miles’ 528;
Sass, Saurman, “Malt-Beverage Industry” 154; S. &uwon, “The Two Economics of Vertical Restraints”
(1992) 21Sw.U.L. Rev1277.

8 P.M. Ippolito, “RPM Myths that Muddy the Discussiaq2010) 55Antitrust Bulletin154.
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* What is and what should be the objective of the ddwertical territorial and price
restraints?

* Is current legislation rightly based to reflect treure of VTR and RPM?

* What are the current frameworks of the EU and U laf vertical territorial and

price restraints and how have these changed diwegeitception and why?

The research questions require analysis of the igsm different perspectives, combining
knowledge from law, economics and history. Thus,gbalitative methodology used in the
thesis reflects this comprehensiveness and is basedoctrinal, comparative, legal-

economic and historical methodologies.

Comparative methodology is a useful and even essénol for the aim of the thesis as it
must be determined whether differences in the systenean that different principal
approaches to the law of vertical territorial antte restraints should be introduced or
whether it is possible to suggest one approachdtn systems and, thus, whether there is
a possibility for global harmonisation in this are& competition law in the future.
Furthermore, the comparative approach allows teaeigo be analysed from different

perspectives, which thus enriches understandinigeotopic.

This thesis compares the EU and US approachesrticalderritorial and price restraints

because both EU competition law and US antitrustdee well-recognised and respected
worldwide and appear to be well-developed and slgtimaised. They belong to the major
systems of competition law and competition/antittas plays an important role in the EU

and the US.

Besides new arguments and legislative suggestiorthis area of competition law, the
novelty of this PhD thesis is also reflected in twnprehensiveness of its combined
methodologies. As indicated above, existing re$eaand literature in this area of
competition law focuses only on one aspect or adspects of this issue and/or analyses
vertical restraints from only one angle, generalging one or two methodologies or
studying a specific market. Among others, a rebek dedicated to vertical restraints in
the US and in the EU is a book written by Colinalthough this book contributes to our

® S.M. Colino,Vertical Agreements and Competition Law: A CompaeaStudy of the EU and US Regimes
(Hart Publishing, Oxford, 2010); also see D. Hildetl, Vertical Analyses of Vertical Agreements — A Self-
Assessmer(Kluwer Law International, 2005), this book is bdson previous, expired EC Block Exemption

Regulation 2790/1999 and it focuses on economitysiseof vertical agreements which is only one aspé
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understanding of this issue, it does not focus ifipalty on RPM and VTR, but rather
discusses vertical restraints in general. It issdamn a general overview and a comparison
of the current legal framework in both the EU ahd US, and includes some economic
theories and author’s suggestions. In contrass thesis deeply and comprehensively
analyses the two forms of vertical restraints tiate the most anti-competitive potential.
It does not only summarise some aspects of exi&togvledge of vertical restraints while
making suggestions and predictions for future dgwelent, but it tackles this area of
vertical restraints from several angles, includamglysis of cases and the development of
this area of competition law, critical survey ofadable theories in English, analysis of its
objective and economic discussion and analysif@functioning of this issue. It is based
on comprehensive research substantially analysantical territorial and price restraints

and introduces new arguments and novel legislatiggestions.

1.3. Structure of the Thesis

The thesis is divided into seven chapters includihgpter 1 “Introduction” and Chapter 7
“Conclusion”. Chapter 2 “Objective of the Law of Nieal Territorial and Price

Restraints” determines the most appropriate oljedor the law of vertical territorial and

price restraints by discussing the nature of teési@ from different perspectives, including
US and EU legislation and different scholars’ pecdives. The key parameter of this
thesis is to set out and explain the most apprtgpolajective of this area of competition
law, as this is necessary to determine aspectshwimgst be analysed to survey the
appropriateness of the law and theories and, jinadl assist with legislative and policy

suggestions.

Chapter 3 “Vertical Competition and Structure” eaipk and analyses vertical chains and
vertical territorial and price restrictions primgrfrom a macroeconomic perspective and
within the framework of vertical relationships. feveals their complexity and real

functioning on the market, and discusses thosectspéthe markets and competition that
influence the use of both vertical territorial géte restrictions and their potential effects.

Chapter 4 “Development of the US Law of VerticalfTterial and Price Restraints” and

Chapter 5 “Development of the EU Law of Verticalrif®rial and Price Restraints”

the thesis and thus it substantially differs frdra tontent and the aim of the thesis and its cdretén on
RPM and VTR.
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critically survey the development of legislatioases, policy and other aspects which have
influenced the law of vertical territorial and mricrestraints to explain and make

appropriate assumptions about the current situatitoth systems.

Chapter 6 “Theories of Pro-Competitiveness v. ABimpetitiveness” critically analyses
theories, introduces new arguments and novel idedsdetermines the similarities and
differences of these theories in RPM and VTR. Thiapter builds on the knowledge from
previous chapters, most notably on the developroéthis area of antitrust/competition
law, to reflect how these theories fit within r¢yaland how they have influenced law, and
finally to introduce new arguments based on thealeomprehensiveness of the thesis.

This thesis focuses purely on RPM and VTR withia ¢ertical chain, which includes both
upstream and downstream vertical arrangementsoutittiscussing other aspects such as
agencies and joint ventures. As this thesis conaerst on the most restrictive forms of
VTR and RPM, the abbreviation VTR and its relateglanmings refer to exclusive and/or
absolute vertical territorial restrictions, unlessted otherwise. Although maximum price
fixing in general terms is also discussed, the $osuon the analysis of price fixing and
minimum price fixing and it is these two forms dadrtical price restraints that determine

the meaning of the abbreviation RPM.

In this thesis the terms “manufacturer” and “suggliare generally used synonymously to
describe undertakings which constitute the fimsk lin the supply chain for a particular
product, unless noted otherwise. Buyers furtherrdtive supply chain are referred to as
distributors, wholesalers or retailers. The ternstfibutor” is used in a general sense and
includes wholesalers and retailers, unless otherwifferentiated in the text. Finally,
within the terminology of EU competition law, theeaming of “restriction of competition”
includes all forms of restrictions, such as prenant restriction and distortion of

competition.

This PhD thesis was finalised on the®3#f August 2011; therefore, the content reflects

only those cases, literature and data availablerbehis date.
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Chapter 2: Objective of the Law of Vertical Territorial and Price Restraints

2.1. Introduction

The purpose of this thesis is to introduce the napgiropriate approach to the law of
vertical territorial and price restraints. Sucheaash potentially requires, at its beginning,
the determination of the right objective for thiea of competition law and its comparison
with the existing objectives to clarify against wini principal objective the current
approach is tested and on this and other basestéontine in following chapters whether
the existing approach to vertical price and teratorestraints is rightly based. Therefore,
this chapter analyses the possible goals of cotigeantitrust law in a legal, economic
and theoretical framework, and tries to determireerhost genuine principal objective for

the law of vertical territorial and price restraint

2.2. Efficiency

The objective of competition law has not been sbubdsed in either US antitrust law or
EU competition law. Nevertheless, economic efficiency has often beengnised as the
exclusive goal of competition and competition famowever, efficiency is not always
considered as the only aspect of legality or illégaf vertical restraints. For example,
Hovenkamp highlights that economic efficiency i¢ and has not been the only objective
of US antitrust law, noting that current politiceat the decision of which “competing

values” should be protectéd.

Based on the significant usage of efficiency as dbgctive of competition law, this
chapter proceeds on the assumption that efficientlge objective of the law of vertical
territorial restraints and, therefore, its meanisganalysed within the framework of

! See below; see chapters Chapter 4 “Developmernth@fUS Law of Vertical Territorial and Price
Restraints” and Chapter 5 “Development of the EW/lod Vertical Territorial and Price Restraints”.

2 |bid; see e.g., B.J. Rodger, A. MacCullo€lgmpetition Law and Policy in the EC and Ukqurth Edition
(Routledge-Cavendish, 2009) 21; G. Mol Competition LawReprinted (Cambridge Univ. Press, 2008)
8; F.M. Scherer, D. Roskdustrial Market Structure and Economic Performeyithird Edition (Houghton
Mifflin, 1990) 29-30; W.S. Comanor, “Vertical Pridgéxing-Vertical Market Restrictions, And the New
Antitrust Policy” (1985) 9&8Harv.L.Rev 983; R. Pitofsky, “In Defense of Discounters: THe-Frills Case for

a Per Se Rule against Vertical Price Fixing” (198BJ5eorgetown L.J1487.

® H. Hovenkamp,Federal Antitrust Policy, The Law of Competitiondaits Practice Third Edition
(Thomson West, St. Paul, 2005) 71-72.

7



Barbora Jedtkova Chapter 2: Objectivelod Law of Vertical Territorial and Price Restitain

competition and competition law to determine whethés efficiency or another goal that

should be the genuine objective of the law of ealtterritorial and price restraints.

2.2.1. Consumer Welfare as a Goal of Efficiency?

General understanding of the term “efficiency” dif. The Chicago School, along with
other theorists including Comanor and Schmidt,dvelithat economic efficiency means
consumer welfare, thus claiming that economic efficy/consumer welfare should be the

sole objective or at least the main objective ditarst/competition law.

Fox and Cann, however, expand the attributes ai@occ efficiency under the alternative
banner of “consumer satisfaction” that includes pat consumer welfare, but also
diversity, choice and innovatiohAlthough they highlight other aspects of efficignit

could be argued that consumer welfare and conseatisfaction are no different because

both terms focus on consumers and their interests.

Remarkably, Posner, who claimed that consumer veelfsas the only objective of

antitrust law, re-evaluated his position in 200felafvorking as a judge in the Federal
Court of Appeal in the United States. His new staholds that economic efficiency
includes multiple values and is much more thangosisumer welfare, asserting that all of
these values collectively create the objective ahpetition® Furthermore, the Harvard

School argues that the aim of competition itseliged performance on a particular
market, where that performance maintains and isesegeneral material welfare without

concentrating solely on consumer welfare.

4 W.S. Comanor, “Antitrust Policy Toward Resale Bridaintenance Followingeegirf (2010) 55Antitrust
Bulletin 59, 76-77; 1.L.O., Schmidt, “The Suitability of@hMore Economic Approach for Competition
Policy: Dynamic vs. Static Efficiency” (2007) 28)(ECLR 408; Hovenkampkederal Antitrust Policyy5-
77; S. Bishop, M. WalkeiThe Economics of EC Competition Law: Concepts, iépipdn and Measurement
Second Edition (Thomson, Sweet and Maxwell, 200216; G. AmatoAntitrust and the Bounds of Power
(Hart Publishing, Oxford, 1997) 21; F.H. EastertisotWorkable Antitrust Policy” (1986) 8#ichigan Law
Review 1703-1704; Comanor, “Vertical Price-Fixing” 983;H. Bork, The Antitrust Paradox: A Policy at
War with Itself(The Free Press, New York, 1978) 7, 51; see atmnb

> W.A. Cann, “Vertical Restraints and the ‘Efficighdnfluence — Does any Room Remain for More
Traditional Antitrust Values and More Innovative thrust Policies?” 24Am. Bus. Lawye#d6 (1986) 526-
531; E.M. Fox, “The Modernization of Antitrust: AeMs Equilibrium” 66Cornell L. Rev(1981) 1153-1155,
1182-1161.

® R.A. PosnerAntitrust Law,Second Edition (Chicago, 2001) 21.

7 J.S. Bainndustrial OrganisatiorSecond Edition (Wiley, New York, 1968) 372; E.Sa$én, “The Current
Status of the Monopoly Problem in the United Staf#849) 62Harvard Law Reviewl266-1267.
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Kaysen and Turner from the Harvard School assuiecthmpetition policy can have four

alternative objectives:
(1) Limitation of the power of big business; (2)ripemance (efficiency and progressiveness); (3)r‘“fa

dealing”; and (4) protection of competitive procegdimiting market powef.

However, even though the authors recognise onffppeance as being part of efficiency,
all four objectives have an impact on efficiencurtRermore, there are other economic
values apart from competitive prices which constitefficiency and from which society
can benefit, such as innovation. Therefore, prayesess should not be separated from
efficiency but should be considered as its parhoVation, diversity and output can

increase or decrease economic levels.

From a jurisprudential point of view, the term “cpeatition” includes not just consumers
but mainly competitors and the state as its subjeEhe object of competition is not
subjective but generally emphasises economic effiedtbenefit to the whole society and
the state. Besides legal and theoretical analgsish understanding of efficiency is also
supported by economic disciplines. A basic econommdel measuring efficiency is
formed not only from consumer surplus but also fiamoducer surplus and total welfare,
and considers welfare on all markets and withinviwle competition chain rather than
just within consumer welfareAn older welfare model was based on Pareto opitiynad
promoted consumer rather than total welfare asgitied that the transferring of wealth
from consumers to producers was harmfuLater, total welfare was enriched by the
concept of Kaldor-Hicks efficiency, which showedathhe outcome was efficient not just
if there were no losers, as in Pareto optimality, ddlso when the winners won more than
the losers lost. Thus, winners can compensateoiers and still have an extra part of
surplus left for then! Therefore, total welfare is not based on the tesfibm when
consumers receive all the welfare, but rather wihenmost efficient participants receive
the highest and thus equivalent profits. Such aasadn is beneficial for the whole of

society, including consumers.

8 C. Kaysen, and D.F. Turnekntitrust Policy, An Economic and Legal Analygitarvard University Press,
1959) 44.

°R.L. Steiner, “The_eeginFactors — a Mixed Bag” (Spring 2010) Aftitrust Bulletin44-45, 51.

19y, paretoManuale d'economia politicMilan, 1906).

3. Hicks, “The Foundations of Welfare Economic$939) 49Economic Journal696-712; N. Kaldor,
“Welfare Propositions in Economics and Interpers@wmparisons of Utility” (1939) 4&conomic Journal
549-552; also see Steiner, “TheeginFactors” 44-45, 51.

9



Barbora Jedtkova Chapter 2: Objectivelod Law of Vertical Territorial and Price Restitain
2.2.2. Different Efficiencies

Generally, to understand the basics of efficierange can use Pareto optimaftiyywhich
states that “if everyone is made better off by¢hange (or no one is made worse off, and
at least one person is made better off), then...ctrenge is good*® However, reality
usually includes cases where some parts of a gaietbetter off and others are worse off,
as is reflected in the Kaldor-Hicks model of efficty’* Positive and negative impacts
must be measured and compared to determine whediniécular behaviours are efficient

or inefficient.

The issue is further complicated by the differemidk of efficiency that exist in reality.
The basic differentiation is between allocative gmductive efficiency. Productive
efficiency concentrates on a particular competigord their business strategy and
coordination of sources; thus, efficiency whereteses are used in different stages of the

vertical chain, such as production or distribution.

Allocative efficiency refers to the market and thelfare of society; it considers available
sources at various levels of production and inguSttynderstanding allocative efficiency
is problematic because its definition differs asihot possible to measure it in a precise
and economic way. Nevertheless, Hovenkamp and Hanvoetend that allocative
efficiency is the economic efficiency that shouldypthe main role in antitrust policy as it
can determine total welfaré.

Although allocative efficiency reflects total welkkabetter than productive efficiency,
which is focused on a particular entity, it does$ imvolve all aspects of efficiency within
competition. Leibenstein argues that the term Cedficy” is broader than the economic
term “allocative efficiency” for the purposes ofrapetition and competition law. He terms
efficiency, which is not part of allocative efficiey, as “X-efficiency”. He claims that

allocative efficiency has a trivial impact on thanket and the economy because allocative

12 paretoManuale d'economia politico

13 W.K. Viscusi,Economics of Regulation and AntitruSecond Edition (The MIT Press, 1995) 74.

14 p.J. Hammer, “Antitrust beyond Competition: Markailures, Total Welfare, and the Challenge of
Intramarket Second-Best Tradeoffs” (2000) B#chigan Law ReviewB49-925; Viscusi,Economics of
Regulation 74.

!> See R.L. Steiner, “How Manufacturers Deal with Brice-Cutting Retailer: When Are Vertical Resttain
Efficient?” (1997) 65Antitrust LJ 445; J.F. Brodley, “The Economic Goals of Antittu&fficiency,
Consumer Welfare, and Technological Progress” (182 NYULRev1020, 1025.

'® HovenkampFederal Antitrust Policyp. 72; Hammer, “Antitrust beyond Competition” 878%8
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efficiency is based only on the net marginal effedthis leads to the general assumption

that every entity purchases and uses all of itatBpfficiently*’

X-efficiency also includes productive efficiencygibenstein recognises aspects such as
management, employee motivation and knowledge, golppoperated incentive plans,
working conditions, invention and innovation as nifigant factors in efficiency®
However, even this efficiency is not absolute asas some gaps based on human
imperfection. X-inefficiency includes, for examplapn-absolute motivation and non-
utilisation of labour, unknown production functioaad imperfections in some inpdfs.
This could also include Williamson’s bounded raéfiy and opportunism, which can lead
to entities making mistakes in efficien€y.Therefore, X-efficiency is impossible to

measure precisefy.

From a legal point of view, competition law on @&n cannot directly regulate whether a
company will make an effective, low-cost businessision based on productive efficiency
and also X-efficiency. It is necessary that ergitiave the freedom to legally manage their
business and carry the responsibility for inefintidecisions. Ineffective entities will risk
bankruptcy on the fair competitive market, whiclowl be ensured by competition law.
The more ineffective decisions made by an entiguthincrease the possibility that the
entity will become bankrupt. Competition law, byaeditly influencing aspects of economy,
guarantees the right competitive conditions foraatipular market and provides internal
(productive) and external (allocative) economiciceéghcy, which both include X-

efficiency. Internal efficiency is maintained bywgoning external efficiency.

Efficiency can be also divided into the categor@sdynamic and static. Dynamic
efficiency is a process based on the idea that etingp companies must focus on
innovation and research to keep consumers interemtel to remain in the marlét.

Schmidt points out that what matters and what shdé examined by competition

authorities and the courts is dynamic efficiencyl arot static efficiency® However,

" H. Leibenstein, “Allocative Efficiency vs. ‘X-Effiency” (1966) 56American Economic Revie392-415.

'8 |bid, pp. 401-415.

9bid, pp. 406-413.

2 0.E. Williamson Antitrust Economics: Mergers, Contracting, and Sfc Behaviour (Basil Blackwell,
New York, 1987), 126-127; for further discussioe §hapter 3 “Vertical Competition and Structure”.

2l See also L. De Alessi, “Property Rights, TransactCosts, and X-Efficiency: An Essay in Economic
Theory” (1983) 73 (1American Economic Revield.

22 p_J. Harbour, L.A. Price, “RPM and the Rule of &ea Ready or Not, Here We Come?” (2010) 55
Antitrust Bulletin240-242.

23 Schmidt, “The Suitability” 408-409.
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dynamic efficiency is based on a changeable andinggorocess in the market and it is

therefore difficult to measure preciséfy.

In reality, competition and thus its efficiency aret static. It is impossible to measure
dynamic efficiency as complex, static moments.theeowords, situations at the beginning
of applying a restriction and at any time afterapplication is used can be compared with
situations on a market without restrictidisdHence, if the antitrust approach is based on
economic analysis, authorities and the courts sheufvey the complexity of efficiency

comparing situations with and without particulartieal restraints within an exact time

slot. Nonetheless, as it follows from this subckapsuch an approach is technical, time-
consuming and costly, and contains one certaihig:impossible to consider and analyse

all forms and aspects of efficiency.

2.3. The Objective of Competition Law: Effective i@petition

Although economic efficiency can be recognisechasmain objective of competition law,

it is more precise to argue that the aim of theneatic efficiency approach is to protect
competitiori® and the objective of antitrust/competition lawtle protection of markets
and an assurance that they are compefifive.other words, as Furse states, competition
law must prevent free competition from being disag to protect the entire competitive
proces<? Similarly, the Ordoliberalist School believes teampetition law should protect
the process of competition as a means of protedingyvidual economic freedom.
Therefore, competition should be free and bestopmihg for the whole society, with
competition law as a regulator of this proc&sslo summarise, the protection of

24 D. Hildebrand, “The European School in EC Compmit.aw” (2002) 25World Competitior8, 8-9; G.,
Stigler, “Perfect Competition, Historically Contetaged” (1957) 65The Journal of Political Econom;
J.M. Clark, “Toward a Concept of Workable Competiti (1940) 30The American Economic Revi&41;
also see Harbour, Price, “RPM” 240-241.

% EU Courts have clarified that situations with asitbations without a particular restriction shotde
compared to determine the effects on competitiore £ase 56/65Société La Technique Miniere v
Maschinenbau UlIm GmbH.966] ECR 235, [1966] CMLR 357, CMR 8047.

% E.T. Sullivan, H. HovenkampAntitrust Law, Policy and Procedure: Cases, Matksjaroblems Fifth
Edition, (LexisNexis, Newark, 2004) 2.

2" HovenkampFederal Antitrust Policy3.

% M. Furse, M.Competition Law of the EC and Uixth Edition (Oxford University Press, 2008)also
see M. Bennett, A. Fletcher, E. Giovannetti, D.lllBta@ass, “ Resale Price Maintenance: Explaining th
Controversy, and Small Steps Towards a More NuaRadity” (2010) MPRA Paper No. 21121, posted 4
March 2010/18:02, (dittp://mpra.ub.uni-muenchen.de/2112 . 5.

29 W. Méschel, “Competition Policy from an Ordo PoftView” in Peacock, A.T., Willgerodt, H. (eds),
German Neo-Liberals and the Social Market Econofllacmillan, London, 1989); W. Euckemrhe
Foundations of Economics, History and Theory in thealysis of Economic RealitfWilliam Hodge,
London, Edinburgh, Glasgow, 1950) 314.
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competition, in other words, of a competitive pregevithout anticompetitive restrictions
ensures economic freedom for competing entitiel twelfare and fair allocation of

resources.

In the EU and in the USA, the competition authedtand the courts as the final instances
set the objective of competition/antitrust law. Hawer, most notably in the EU, the
authorities and the courts interpret the existiegjdlation and therefore, the objective(s)

set by them must reflect the words and meaningefélevant provisions.

The courts have stated in several cases that taen@h Act and Articles 101 and 102 of
the TFEU protect competition, effective competitimneconomic efficiency and not just
competitors, consumers or the common market ascomtended in the earliest casés.
Recently, in 2009, the Court of Justice of the pesn Union (CJEU) stated that the aim
of Article 101 TFEU was not only to protect consusmbut mostly to protect effective
competition, which includes the protection of tharket structuré?

However, even though establishing the main goabaipetition law seems to be essential,
it has been neither consistent nor static. Thieamly true in the US. The US courts have
used different policies as goals of US antitrust lsince its existence; for instance,
protection of small business&spreserving small decentralised businesses ratter t
allowing them to merge or grow,protection of mere interbrand competitirprotection

of free choice for consuméPsand protection of consumer welfafe.

% See USBusiness Electronics Corp. v. Sharp ElectronicspGo485 U.S. 717 (1988), at 756 — Justice
Stevens dissentingyational Society of Professional Engineers v. Uhitates435 U.S. 679 (1978), at 691-
695; Northern Pacific Railway. v. United Stat&56 U.S. 1 (1958), at 4; EU: C-501 P, C-513/0€,15/06

P, C-519/06 PGlaxoSmithKline Services Unlimited v CommissiothefEC[2009] 4 CMLR 2, paragraphs
62-64; C-234/89Delimitis (Stergios) v. Henninger Bra@8 February 1991, [1991] ECR 1-935, [1992] 5
CMLR 210, [1992] 2 CEC 530; Case 56/6%qciété La Technique Miniére v Maschinenbau Ulm Bmb
[1966] ECR 235, [1966] CMLR 357, CMR 8047, p. 248ses T-374, 375, 384 and 388/Bdropean Night
Services v. Commissigh998] ECR 11-3141 [1998] 5 CMLR 718; Chapter 4 ‘idopment of the US Law
of Vertical Territorial and Price Restraints” anchdpter 5 “Development of the EU Law of Vertical
Territorial and Price Restraints”.

%1 C-501/06 P, C-513/06 P, C-515/06 P, C-519/06RxoSmithKline Services Unlimited v Commission of
the EC[2009] 4 CMLR 2, paragraph 63 (citing C-8/08Viobile Netherlands BV v Road van bestuur van de
Nederlandse Mededingingsautoritf2009] 5 CMLR 11, paragraphs 38-39).

32 SeeUnited States v. Trans-Missouri Freight Associatib®6 U.S. 290 (1897), at 322-323.

¥ SeeUnited States v. Von's Grocery G884 U.S. 270 (1966), at 274-278nited States .\Brown Shoe
Co.,370 U.S. 294 (1962), at 344.

% PSKS, Inc. v. Leegin Creative Leather Products, B5 F.3d 412 (5 Circuit 2010), at 419l eegin
Creative Leather Products, Inc. v. PSKS, Inc, DB&’K Kloset...Kays’ Shog§51 U.S. 877 (2007), at 906;
State Oil Co. v. Kharb22 U.S. 2 (1997), at 15.

% Leegin Creative Leather Products, Inc. v. PSKS, DBA Kay's Kloset...Kays’ Shqe§51 U.S. 877
(2007), at 928 (Justice Breyer dissenting).
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Most importantly, the objective of competition ldeing the protection of competition as a
process is supported by collocations of words usatle Sherman Act and in the TFEU.
Section 1 of the Sherman Act, as the main piecdegislation on US antitrust law,
prohibits multilateral conducts, which are “in megtt of trade or commerce”; and Section
2 uses such words as “[e]very person who shall mole... any part of the trade or
commerce...”. The Act is focused on the businessraftd the market when using words
such as “trade” and “commerce” and also prohitasgrictions or monopolisation as forms
of restrictions on competition. The Clayton Act Ipilmts any conduct that may
substantially lessen competition under Sectionhis s in harmony with the protection of
effective competition. Section 5 of the 1914 Fetlérade Commission (FTC) Act focuses
on fairness rather than its effectiveness in coitipetwhen it condemns “unfair methods
n37

of competition””" Thus, the FTC Act covers unfair competition lavthé differentiation

typical of the continental European legal systemnsisd.

Protection of competition is even more obvious frim text in the TFEU. Article 101
prohibits multilateral conducts “... which have a®ithobject or effect the prevention,
restriction or distortion of competition ...”. Artiel 102 of the TFEU considers illegal
“[a]ny abuse by one or more undertakings of a damiposition ... as it may affect trade
between Member States”. It is reasonable to resegabuse that affects trade as another
form of restriction on competition. Article 101 datly quotes “restriction on competition”
as illegal. Furthermore, Article 120 of the TFEWuees that the EU and the Member
States act in accordance with the “principle of gmen market economy with free

competition”.

Therefore, antitrust/competition law, as its prpatiobjective, protects and should protect
competition and its process. Competition maintgnsnarily allocative efficiency and
other objective efficiencies which have an impatpooductive efficiency. Further, it must
be specified what competition, and in which formptpcts best the competitive process

and thus maximises efficiency.

% SeeBrooke Group Ltd. v. Brown & Williamson Tobacco §p609 U.S. 209 (1993Business Elec. Corp.
v. Sharp Elec. Corp485 U.S. 717 (1988Broadcast Music, Inc. v. Columbia Broadcasting S441 U.S. 1
(1979);Continental T.V., Inc. v. GTE Sylvania, ¢33 U.S. 36 (1977Brunswick Corp. v. Pueblo Bowl-O-
Mat, Inc, 429 U.S. 477 (1977).

37 For further discussion see Hammer, “Antitrust bey€ompetition” 906-914.
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2.3.1. Effective Competition

In 1985, the European Commission focused its potinyeffective competition, which
protected the freedom of participants in the coitipetprocess and free competitith.
Additionally, recent developments in EU competitiamwv have seen a notable use of the
phrase “effective competitio* and “fully-effective internal market Unfortunately, an
official explanation of the meaning of the phrasdféctive competition” has, to date,

proven elusive.

Bishop and Walker explain “effective competitiors’ @empetition that increases consumer
welfare®* Buttigieg goes further to explain that competitiaw’s most important objective
is that of the protection of consumer intefésHowever, as discussed previously, the
protection of consumer interest should be an objeaif consumer law and not that of
competition law, as competition law has an objectwnd not subjective nature. Consumers
are just one aspect and one subject of competdiwnOverall efficiency determines total

welfare, not just that of consumer welfare.

As argued by Vickers and Hay, it is more appropriatrecognise effective competition as
achieving “a more efficient allocation of resourc&sSteiner refuses to focus merely on
consumer welfare in antitrust law and also refusies protection of one kind of
competition, interbrand or intrabrand, as the dbjecof the law of vertical restraints. He
believes that focus should be aimed at total soesdilare measured by a total surplus, the

sum of three surpluses (consumer, manufacturedesticbutor), as it considers efficiency

% European Commission, XV Annual Report on CompetifPolicy 1985 (1986).

% See e.g. Case 85/M8offmann-La Roche & Co. AG. v. Commissip879] ECR 461, [1979] 3 CMLR 211,
paragraph 38; Case 2/48nited Brands v. Commissi¢h978] ECR 207, [1978] 1 CMLR 429, paragraph 65;
Communication from the Commission - Guidance on@@enmission’s enforcement priorities in applying
Article 82 of the EC Treaty to abusive exclusionaonduct by dominant undertakings, C(2009)864, @yt.
10, 18, 27; Council Regulation 139/2004 [2004] AP4/1 (Merger Regulation), Art. 2 (3); Commission
Evaluation Report on the Operation of RegulationI¥60/2002 Concerning Motor Vehicle Distributiordan
Services, p. 3; European Commission, Guidelinetherassessment of horizontal mergers under thedloun
Regulation on the control of concentrations betwemdertakings, [2004] O.J. C31/5, paragraph 76;
Competition Policy in Europe, The Competition Rulésr Supply and Distribution Agreements,
http://europa.eu.in08/2008], p.5; Bishop, WalkeThe Economics of EC"11-12.

“0The Treaty of Lisbon, Protocol 27.

“1 Bishop, WalkerThe Economics of EG"16; see also Schmidt, “The Suitability” 411.

2 E. Buttigieg, Conmpetition Law: Safeguarding the Consumer Inter@sComparative Analysis of US
Antitrust Law and EC Competition Lailuwer Law International, 2009), 1-3.

“3D. Hay, J. Vickers, “The Economics of Market Doamice” in D. Hay, J. Vickers, (eds)he Economics
of Market Dominanc€Oxford University Press, 1987), 2.
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and productivity in the markéf. Therefore, the effectiveness of competition as the

objective of the law of vertical restraints cannbeasured by a total surplus.

Even consumer associations have recognised thgpetdion law should be focused on

total welfare and should protect effective compmiif> Moreover, legislation and some

case law should pay attention to the protectiortahpetition not the protection of an

aspect of competition. Related efficiency is focusa other primarily objective aspects.

Indeed, consumer welfare and its interests areepi@d and increased by effective
competition as a secondary effect; in other woadsa consequence of the protection of
competition. Similarly, Furse claims that consumeas benefit from the protection of

competition, even though this is not the directeobye of competition laW? In general,

£

when competition is effective the whole society iddobenefit:” Therefore, effective

competition is competition protecting efficiencydaihus maximising total welfare.

Although the European Commission uses the phraffectere competition”, its most

recent test is a test of the protection of conseiffewhich might, and arguably does,
narrow the aim of effective competition. Howevendarstanding of the term “consumers”
within the Commission’s tests is broad as it inesicanybody who purchases from the

undertaking concerned. Therefore, it also inclumtesr undertakings at the vertical level.

Some illegal conducts, such as horizontal carisds, sometimes harm just consumers;
however, simultaneously, the competitive procedsndered. Nevertheless, a clear test of
balancing the harm with the benefits of a conducttal players in the market within
competition, except for the benefit of restrictingdertaking(s), would better reflect the
genuine objective of competition law, which is etfee competition. The CJEU recently

criticised the Commission in this sense, statireg 88U competition law protects not just

4 Steiner, “TheLeeginFactors” 44-45, 51; also see R.L. Steiner, “Syiadfconomics — A Critique” (1991)
60 Antitrust L.J 41; also see Hammer, “Antitrust beyond Compaetiti®49-925.

% For instance, see Consumer Focus (the statutggnimation for consumers across England, Wales,
Scotland and Northern Ireland) “Consumer Focus Besp to Vertical Restraints Block Exemption
Regulation” (September 2009) pp. 3, 4.

“8 Furse Competition Law.

“"R.L. Steiner, “Exclusive Dealing + Resale Priceifienance: A Powerful Anticompetitive Combination”
(2004) 33Sw.U.L.Rev476.

“8 See, e.g., European Commission, Guidelines onafimdication of article 81(3) [2004] O.J. C101/97,
paragraph. 13; see Chapter 5 “Development of thé. &l of Vertical Territorial and Price Restraints”.
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the welfare of consumers, but primarily competititself, which includes the structure of
the market, based on the text of the antitrussridehe TFEU?

In the US, the Department of Justice ("DOJ”) vetgacly highlights that antitrust law

must protect competition as a process:

For over six decades, the mission of the AntitiDatision has been to promote and protect the
competitive process — and the American economy +euijh the enforcement of the antitrust

laws>®

Furthermore, recently, the Antitrust Division hasudsed on other values that complement
efficiency in competition: economic freedom andrrass’ These values, already
discussed above, ensure that competitors are @reeompete, are not restricted by
anticompetitive interests of other competitors aa@ therefore rewarded fairly for
increasing efficiency in the form of procompetitibehaviour. Indeed, as this thesis will
analyse further, primarily in Chapter 6 “Theorie§ Bro-Competitiveness v. Anti-
Competitiveness”, economic freedom and fairnesaatacontradict but rather enhance the

protection of effective competition.

2.3.2. The Term “Competition”

It is necessary to understand the meaning of tine teompetition” to establish boundaries
for effective competition. For example, Cann séts ineaning of the term “competition”
within the terms of allocative and productive d#itcies which determine the level of
consumer satisfaction, including interbrand as vasllintrabrand relationship$.Fox is
more concerned about business itself when explitiie term “competition”, arguing
that, aside from reflecting legislative intent,shiould also consider business initiatives,

decentralised decision-making and power diffusfon.

These explanations of competition include sevetaibates of competition but are

arguably not complete. The understanding of cortipetiin accordance with both the

49 See cases C-501/06 P, C-513/06 P, C-515/06 P,9@&1P, GlaxoSmithKline Services Unlimited v
Commission of the EQ2009] 4 CMLR 2; C-8/08T-Mobile Netherlands BV v Road van bestuur van de
Nederlandse Mededingingsautoritf2009] 5 CMLR 11.

0 DOJ, Antitrust Division, “Overview” (Washington,@ 29/09/2009),
http://www.usdoj.gov/atr/overview.html

1 DOJ, Ch.A. Varney, “Vigorously Enforcing the Amtist Laws: Developments at the Division,”
(Washington, DC, 24/6/201hitp://www.justice.gov/atr/public/speeches/272586).ppp. 1, 15.

°2 Cann, “Vertical Restraints” 526-528.

>3 Fox, “The Modernization of Antitrust” 1153-1155182-1190.
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Sherman Act and the TFEU is based on competitidhermmarket considering the general
and total impact of restrictions on the market, haiit concentrating on individual

competitor’'s or only on consumers’ interests.

Competition does not only exist among competitdferimg similar products or services
(interbrand competition), but also among competitevho sell one-brand products
produced by one manufacturer (intrabrand compaliti&teiner, Cann and Burns claim
that not only interbrand competition should be dssed when making judgments about a
particular vertical restraint, but also intrabrandmpetition, and that both, including

vertical competition, should be protected by coritioet law>*

Therefore, the term “competition” consists of tbdwing aspects:

» Competitors Competition must exist; this means that there emenpetitors
competing in the market and also on the verticalre®

» Competitive EnvironmenThere should not be any restrictive, efficienayelering
agreements or other artificial actions or boundarighich would prevent
competitors from competing.

* Market: Each market and related vertical markets are Bpdoecause of the
nature of the product, environment, competitorsl @onsumers’ choice. Hence,
different forms of competition are suitable forfdient markets.

* Consumers

* Product (or Service) and its Substitutes

To summarise, competition is a state of affairs atidcation of resources among
competitors, including vertical competitors, whe ariven by rivalry and are influenced
by consumers’ choices and preferences, and thustairaia competitive environment in

the market concerned, as well as in verticallyteglanarkets.
2.4. Basic Models of Markets and Market Behaviour

Competition can be effective only when it respdbes nature of the market concerned.
Although, generally, perfect competition is an idgiguation, it is not always effective to

* Steiner, “The_eeginFactors” 32; J.W. Burns, “Vertical Restraints, i&#ncy, and the Real World” (1993)
62 Ford. L. Rev.597; Cann, “Vertical Restraints” 526-549; for fuet discussion see Chapter 3 “Vertical
Competition and Structure”.

% See Chapter 3 “Vertical Competition and Structure”
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aim for such a situation if the nature of the maikelines to a different model. Hence,
basic models and theories are briefly discussed teeassist with finding the appropriate
systems for different markets, to explain the fiomg of competition and to understand

differences in market structures.
2.4.1. Perfect Competition Model

The perfect competition theory, with its roots imlad Smith’s idea of the competitive
market, supposes that a firm’s objective is proflisy and the only consumer choice is
price, while the company’s profit only covers itsaimenance of investment in the
industry>® Perfect competition is a situation where pricesabanarginal costs; output is
the highest possible and prices are the lowestildesé The theory can apply when there
is a competitive environment in a market that idelst

* Anindustry with a number of small firms with smalitputs;

* The firms are producing identical, homogenous pctgju

* They have the same access to inputs and free amldtde information about the

market and competitors;
* They are charging the same price; and

« Manufacturers and distributors compete and creatieqt competition®

This theory is based on the relationship betwegplguand demand. To sell for the most
competitive price, supply must cover the whole dednahile making a profit high enough
to cover companies’ investmentsif the company tries to sell its product for ateg
price it would not make any sales, and if it tiesell under the market price it would lose
the highest perfect competition profit. If new canpes enter the market, the quantity
supplied will exceed the quantity demanded andotize will therefore fall. If the price is

too low, companies will leave the market or deoee#iseir production to make an

* D. Besanko, ... [et al.JEconomics of StrategyFifth Edition (John Wiley & Sons, 2010), p. 30;
Hovenkampfederal Antitrust Policy3; Bishop, WalkerThe Economics of EC17.

> H. HovenkampThe Antitrust Enterprise: Principle and Executi¢idarvard University Press, London,
2005),16.

°8 Besanko, Economics of Strategy0-31; Hovenkamprederal Antitrust Policy3; P. Areeda, L. Kaplow,
A. Edlin, Antitrust Analysis: Problems, Text and Cas8&th Edition (Aspen, 2004), 5; V. Koran
Introductory Guide to EC Competition Law and PraetNinth Edition (Hart Publishing, 2008), 13; Bishop,
Walker, The Economics of EC”17; Harrington, Vernon, Viscuskconomics of Regulation/3; R.B.
Bouterse, Competition and Integration — What Goals Cour{(tduwer Law and Taxation Publishers,
Deventer — Boston, 1994), 22-23.

%9 HovenkampFederal Antitrust Policy3-4; Bishop, WalkerThe Economics of EG"17-19.

19



Barbora Jedtkova Chapter 2: Objectivelod Law of Vertical Territorial and Price Restitain

accounting profit but most likely without an ecornionprofit. Hence, the price remains

optimal for consumers and high enough for producimmpanies?

The model of perfect competition does not take adoount any external factors, such as
changes in consumer income, new inventions remacia products, war and, most
importantly, all of the factors aside from priceathcome from competing among
competitors, such as quality, availability and potion®® Furthermore, the theory of
contestable markets recognises perfect competsotompetition in a market where there
is no need for regulation by competition law beeati®e market is perfectly contestable
with absolutely free entry and an absolute cosieds” Nevertheless, competition law is
necessary in contestable markets because withathiare is no guarantee that barriers

will not be created in the future.

2.4.2. Game Theory, Oligopoly

Game theory is based on the probability of thetreas of rivals which have an impact on
market price, thus highlighting subjective busindsgisions. Companies try to predict
how their rivals will react, particularly in a matkwith a small number of competitors,
such as Boeing and Airbus in the aircraft-productizarket. The main factor of this theory
is profit-making for the competing companfé®art of game theory is Nash Equilibrium,
which considershe strategies of other players while trying talfthe best strategy for the
player who “plays the game”, including not just firsmaximisation, but also expansion of
capacities and anything which is in their colleetinteresf* For example, if a company
increases price this would lead to a higher prorfity if the strategies of its competitors

follow its example and increase their prices ad.wel

Game theory is typical of an oligopoly or oligopgSh An oligopoly or oligopsony is
natural for transparently-concentrated markets witmogenous products, significant

barriers to entry and inelastic demand. Moreoveme theory can be used with regards to

®BesankoEconomics of Strateg®0-35; Bishop, WalkeiThe Economics of EG17-19.

®1 HovenkampFederal Antitrust Policy7.

®2\.J. Baumol, “Contestable Markets and Uprisinghie Theory of Industry Structure” (1982) Afnerican
Economic Reviewd.

63 BesankoFconomics of Strateg@4-35.

% |bid., pp. 36-37; Hovenkamjrederal Antitrust Policy162-165; Bishop, Walkefthe Economics of EG”
28-29.

% H. von StackelbergMarktform und Gleichgewich¢1934, Julius Springer, Berlin) in P. Dobson, M.
Waterson, A. Chu, “The Welfare Consequences of giserof Buyer Power” 16 (Sept. 1998) Office of Fair
Trading, Research Paper, p. 8.
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artificial oligopolies, such as concerted practioeother cartels. However, in contrast to

natural oligopoly, competitors are at risk of cliegin cartels®®

The conflict between self and collective interdsteeferred to as the prisoners’ dilenftha
and is more typical of an artificial oligopoly. Famstance, increasing production can
increase a company’s profit; however, in this caseyould be in other competitors’
interests to increase their production, which womldurn decrease the first company’s
profit. Therefore, the collective interest is toeke production the same, giving all
competitors the ability to obtain the best profarh their collective profits. However, in
some situation®® when the company makes the first strategic maveili increase its
profit while other competitors can only accommodatgr own strategies around the first
company’s strategy, not to lose but to keep theifits as high as possibfé This can also
mean a risk for the leading entity, as it can leagrofit loss if, for instance, the leading
company increases its prices and its competitorsol@and consumers subsequently switch

to competitors.

2.4.3. Monopoly Model and Social Cost

The ideal monopoly or monopsony includes marketghvhonsist of one monopolist and
significant barriers to entry. A monopolist withsallute power will set the price at the
highest possible level to receive maximum profack product has its natural price peak.
If the price is higher than this price maximum kmconsumers will decrease their
purchase in such an amount that the monopolist hadié its profit’® As Hovenkamp
explains:

The monopolist will not be able to charge an inénprice for its product. Even the orthodontists

may be unwilling to pay more than $3000 per poumdsteel; if the price goes higher they will

change to silver or some other alternafive.

The scenario of an absolute monopolist earningrbgimum profit includes social cost,

which is a net loss that society suffers as a tegudbsolute monopolistic behaviour. The

% See, e.g. EU: C-89/85, 104/85, 114/85, Atéhlstréom Oy v Commissidi993] 4 CMLR 407; C-172/80,
Zichner v. Bayerische Vereinsbgii®81] ECR 2021, [1982] 1 CMLR 313; U&:l. Du Pont De Nemours
& Cov. FTG 729 F.2d 128 (1984, 2d Cir.).

®” BesankoFconomics of Strateg7-28.

% Where demand is not inelastic or absolutely irilaghich is, again, not typical of a natural oljy.

%9 Besanko,Economics of Strateg®6-38.

0 Hovenkamp,Federal Antitrust Policy12-17; Areeda, Kaplow, EdlirAntitrust Analysis10-14; Bishop,
Walker, The Economics of EC21-23.

" HovenkampFederal Antitrust Policy]12.

21



Barbora Jedtkova Chapter 2: Objectivelod Law of Vertical Territorial and Price Restitain

social cost is less if the monopoly has an efficierpact on society. For example, fairly
created monopolies based on innovative, patentedupts can increase social benefits
rather than decrease them when introducing suctiupts into newly created markeéts.

Moreover, the nature of some markets predicts tthere can be space only for a limited
number of companies, for instance, the railway mark private company would probably

introduce a maximum profit price if it is not regtéd by the staté.
2.4.4. Models and Real Markets

Although the perfect competition model assists vgtRdictions as to whether a certain
situation is efficient in the market, it cannot &es the question of whether other aspects
or effects on competition should be consideredwanether the market itself is suitable for
this model”* Furthermore, such horizontal focus does not cemside effects of certain
vertical conducts on related vertical markét3he same can be said for all models; they
are useful in understanding the nature of competiiowever the reality is generally more

complicated.

Moreover, real competition is never based solelpce competition but on other ways of
competing and other interests of competitors anmusemers, such as servid8sCann
argues that consumer choice can be made “upon a@augr accessibility, product

differentiation, misinformation and intensity tdqe quality adjustment®’

The perfect competition model assumes that prodoietnd distribution costs are the same.
However, a new process could be developed by omgpaoy which decreases production
costs and thus creates an advantage over its cibonpeand allows that company to

increase its production and decrease its pfideven in markets where society benefits
from having a high number of competitors, compepngducts can be differentiated. This
is not just the case for sophisticated and techpicaducts, but basic goods such as fruit

and metals can also be differentiated by compstitorterms of specific distribution,

2 |bid., pp. 17-20; Areeda, Kaplow, EdlirAntitrust Analysis,25-27; see also ViscusEconomics of
Regulation 84-87

3 HovenkampFederal Antitrust Policy31-34.

" |bid, pp. 26-27, 71; Areeda, Kaplow, Edlifntitrust Analysis10.

’® Further see Chapter 3 “Vertical Competition anuiGtire”.

5 See Chapter 6 “Theories of Pro-Competitivenegsnii-Competitiveness”.

" Cann, “Vertical Restraints” 526-549.

8 See Hovenkamyederal Antitrust Policy26-31.
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country of origin, trademarks or specific packagifg@r this reason, manufacturers and

distributors can make different arrangements atrddice restrictions’

On the other hand, a market with products thahareogenous and not differentiated can
establish a natural oligopoly. If there are a lbtcompetitors, an oligopoly has a lot of
similarities with perfect competition with the eyt®n that all competitors will try to
pursue their own common interest: profit maximizati The market with fewer
competitors will tend to have higher prices thaonsth markets similar to the perfect

competition modef°

Generally, different strategies and costs, sudtiistsbution costs, must be considefédt

is more efficient for some companies to distribpteducts themselves, while for other
companies it may be cheaper to conduct busineds imitependent distributors. Other
typical attributes of real markets are researchdewtlopment costs, patent systems, risks,

such as defect products, and government regulalbaf which create barriers to entry.

In reality, different markets and different formfscompetition exist. The right market with
the right form of competition creates effective quatition; different models are available
to help and understand different markets. Industiiganisation theory determines this
suitability and indicates whether a particular bebar is or is not efficient in that market.
For instance, trying to achieve the perfect contipetimodel can result in an increase in

efficiency in some markets while this might notabsuitable structure for other markgts.
2.5. Conclusion

The genuine objective of competition law is to pabteffective competition. The right type
of competition for the right market increases itBcency. Such an objective has not
always been recognised and applied by the courtls cempetition authorities as the
principal objective of competition law. If antittilsompetition law concentrates on values
other than efficiency and protection of competititor example on the protection of small
businesses, then this will be at the expense df factors as development and research. If

effective competition is protected by competitioniftrust law and policy, then each aspect

" See ibid, p. 37; Areeda, Kaplow, Edlirntitrust Analysispp. 18-20; see also Bouter&pmpetition and
Integration,23-24.

8 See Areeda, Kaplow, Edlidntitrust Analysis14, 235.

81 See Chapter 3 “Vertical Competition and Structure”

82 HovenkampFederal Antitrust Policy26-27.
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of competition will be valued which will lead toifallocation of resources and thus fair
competition. For instance, small business will hiswglace in the market if the nature of a
particular market structure allows it and if smhallsinessmen make effective business
decisions. Different groups and subjects of contipatiand factors creating total welfare in

the market will be in harmony and will benefit retright way.

Perfect competition does not occur in reality, etteough the real market can be only a
few steps away from perfect competition. Moreowessich market requires a different
natural structure. For example, it is naturally asgible for the global aircraft producers’
market to include more than a few competitors, amlivays will usually only have one
owner, making the railway market naturally resaettt Effective competition can be
understood as the competition that is the mostiefft for a particular market or a
particular market model. All aspects of competitiocluding the nature of the market
must be considered, to determine the efficiencgarhpetition and efficiency of certain
conduct in the market, in other words, whetheratertonduct such as RPM or VTR is
anticompetitive or pro-competitive. This reflectdal welfare, not just consumer welfare

and this consideration is complicated due to itaglexity.
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Chapter 3: Vertical Competition and Structure

“For every seller there is a buyer"”

3.1. Introduction

The previous chapter, “Objective of the Law of W=t Territorial and Price Restraints”
explains that the principal objective of the lawveftical territorial and price restraints is
the protection of effective competition enhancirficeency. Along with the following
chapters, it highlights that analysis and an urtdading of the nature of competition, the
market and its interactive aspects within the eaftchain is essential for studying RPM
and VTR as this creates the basis for the detetroma&f anti-competitiveness or pro-
competitiveness of RPM and VTR, and thus their kel approach. Such key elements
including, among others, market structures, hot@lomarket power, bargaining power
and their vertical interactions show whether RPMl/an VTR occurring in specific
markets with specific vertical relationships hinééiective competition and if yes to what
extent; or whether RPM and VTR have the potentalhiprove efficiency and hence to
increase effective competition in certain marké&tserefore, this chapter critically surveys
these key aspects. It studies the nature of veériitaractions between markets and
between vertical relationships and thus it sets tharket analysis within a framework of
vertical chains and vertical competition revealthgt bargaining power influences the
existence of VTR and/or RPM and determines thentidaas for their applications. The

existence of vertical competition is also estal@éshnd explained in this chapter.

3.2. Distribution and Its Forms

3.2.1. Vertical Integration and Its Aspects

Non-integrated companies cooperate with indepeneiatities in order to specialise in one
aspect of the vertical process, such as manufagtuni distribution. However, any entity

has the option to be vertically integrated; themfdo produce, distribute and sell its

products/services on its own or with the assistai@gencies, thus being self-sufficient in

! R.D. Blair, J.L. Harrison, “Antitrust Policy anddvopsony” (1990-1991) 76ornell L. Rev298, 339.
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areas where it could obtain assistance from anathiéty? In 1925, Frank explained that
vertical integration is “the functional coordinati@f one or more units in each of the
several successive stages of production, so tlegtdhe all operated as a single, unified

industrial process®.

The basic principles of how the market and compamperate are explained in “the
neoclassical model of economic welfare”, which litasroots in the theories of Adam
Smith? John Bates Clark, William Jevons and Alfred Matisharoduced the marginal
cost curve. They believed that strategic compamiake their decisions based on the value
and cost of the next choice, because they are ntmatieg on the future and not on an

evaluation of past accounting costs.

Indeed, it is not just the matter of capital buscathat of efficiency which plays an
important role when deciding whether an entity Wil vertically integrated or not. Even
the current markets of developed countries incloold situations. This is determined by

the nature of the market and by all of its aspextduding the nature of the product.

Any business decision and any part of the busipes=sess, including bargaining with non-
integrated entities or taking responsibility for amegrated part of an entity, has its
transaction costs. Consideration of this cost detes the structures of companies
addition to this, companies make strategic decssioased on different transaction costs
with their bounded rationality, which is based @mited information’ Transaction costs
and economies of scale offer explanations as to sdmge markets and/or producers are
vertically integrated and others are fidtor instance, Hovenkamp explains that a small
pizza restaurant delivers its own pizzas rathenm thiees delivering companies because it is
cheaper, quicker and probably more reliable anthexefore, more efficient. By contrast,

very large manufacturers such as Colgate-Palmoliv@eneral Electric do not usually sell

2 M. Ricktetts, The Economics of Business Enterprise: An Introductd Economic Organization and the
Theory of the Firn{London, Edward Elgar 2002).

% L.K. Frank, “The Significance of Industrial Integion” (1925) 33).Pol.Econ179.

* H. Hovenkamp,The Antitrust Enterprise: Principle and Executi¢Harvard University Press, London,
2005), 15.

® A. Marshall, Principles of EconomicéLondon: Macmillan, 1890); W.S. JevorEhe Theory of Political
Economy3* Edition (London: Macmillan, 1888); J.B. Clarkhe Philosophy of WealttBoston: Ginn,
1886).

® R. Coase, “The Nature of the Firm” (1937[Fdonomica386; also see H. Hovenkamp, “Harvard, Chicago,
and Transaction Cost Economics in Antitrust Anay$2010) 55Antitrust Bulletin624-625, 628-630.

" 0.E. Williamson Antitrust Economics: Mergers, Contracting, and Stgic Behaviour (Basil Blackwell,
New York, 1987), 24-38.

8 M.P. Lynch, “Why Economists Are Wrong to NeglecttRiling and How Steiner's Theory Provides an
Explanation of Important Regularities” (2004) Agtitrust Bulletin922-925.
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directly to the final customers but, rather, thesil 0 distributors, dealers or large

retailers’

According to Williamson, strategic decision-makibgsed on transaction costs includes
two aspects: bounded rationality and opportunismouriBled rationality means that
companies are not absolutely capable of makingnbst efficient decisions because there
are simply too many aspects and too much informatioat they must consider.
Opportunism means that it is wrong to presumedbatpanies always tell the truth, rather

if they recognise an opportunity they will do whatethey can not to miss’it.

Competition law and its policies play an essentiéd when companies make decisions as
to whether they will be vertically integrated. Thiscision-making process includes other
aspects such as innovatibnCompanies judge different situations and maketesjia
decisions based on the consideration as to whettegration will be more profitable to
them, taking into account transaction costs, wtilestantly evolvindg? Williamson argues
that “neither firms nor markets come in predeteedinshapes*> Although this
observation is highly valuable, it could also bgusd that it has its limits, mainly in the
nature of the markets concerned. Airway transpamnfGlasgow to Prague is not, and
probably will not be, as competitive as the jearsskat in Glasgow because of the nature

of the market, including entry boundaries.

Ineffective competition policy and law could podgibead to vertical integrations in
markets where the nature of the market determimaisnharket integration is not the most
efficient way of distribution. It is arguable whethunlawful RPM and VTR lead to such
situations. It also depends on the size of the atafor instance, a German producer of
TV sets will not distribute and sell its producta ds own in the whole of the EU.
Moreover, EU competition law and US antitrust lamcarporate stricter approaches
regarding both forms of vertical restraints, mastiably at the beginning of their existence.

However, this has not led to a vertical-integratieeve. On the other hand, tolerating the

° Hovenkamp The Antitrust Enterprisel81-182.

1% williamson, Antitrust Economics126-127; also see W.S. Grimes, “A Dynamic AnalysfiResale Price
Maintenance: Inefficient Brand Promotion, Higher mylas, Distorted Choices, and Retarded Retailer
Innovation” (2010) 55Antitrust Bulletin101-149.

! Hovenkamp, “Harvard, Chicago, and Transaction 'C626-626; P.E. Areeda, H. Hovenkammtitrust
Law: An Analysis of Antitrust Principles and Thdipplication (Volume VIII, Second Edition, Aspen
Publishers, 2004), 109-113; Williamsadntitrust Economics138-141.

12 williamson, Antitrust Economics124-125; also see Hovenkamp, “Harvard, Chicaga, Bransaction
Cost” 624-625.

13 williamson, Antitrust Economics] 24.
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existence of RPM and VTR has restricted and evenirglted the businesses of at least

some distributors?

It is important to note that the purpose and objestof firms that are integrated or non-
integrated differ. Yale economist, Irving Fishexcognises in his “separation theorem” that
a firm's profit maximising goals differ from the gis of individual shareholdefs.
Therefore, a vertically integrated company’s goalld serve the purpose of its mother
firm contrary to the goal of an independent entiperating at the same level which will

probably aim at maximising its profit.

Although, it is possible to agree with Easterbrablat both cooperation across entities and
cooperation within one entity are beneficialt depends on the market structures and other
aspects to determine which cooperation is moreiefft and thus more beneficial. His
further argument is moot as he argues that

[rlestricted dealing is a form of cooperation. iten (the retailer) agrees to do things the way a
manufacturer specifies, just as an employee daegsiwithin an integrated firm... Such contracts

are the market at work.

An independent entity cannot be compared to an @yepl as the independent entity’s
goal differs to that of an agency, an employee laather employer. Circumstances which
pressure one party to agree and, thus, put itsela position of an integrated rather than
independent firm cannot be seen as the workingsnoéirket at its most efficient.

3.2.1.1. Vertically Combined Systems

Aside from vertically integrated distribution andomintegrated distribution, a
manufacturer can decide to co-distribute their pobsl thus establishing dual distribution.

* The allowance of RPM and VTR in the UBbledo Mack Sales & Service, Inc. v. Mack Trucks, 530
F.3d 204 (2008)Business Electronics Corp. v. Sharp ElectronicspGat85 U.S. 717 (1988 ontinental
T.V. v. GTE-Sylvanja433 U.S. 36 (1977))nited States v. Colgate & Compars0 U.S. 300 (1919); it was
ruled that vertical restraints in question restrictompetition in the EU recent cases with the &tdster
approach: Case C-501/06 P, C-513/06 P, C-515/06-%19/06 P,GlaxoSmithKline Services Unlimited v
Commission of the EQ2009] 4 CMLR 2; Commission Decision of 30 Octola802: COMP / 35.587 PO
Video Games, COMP / 35.706 PO Nintendo Distributeomd COMP / 36.321 Omega — Nintendo;
97/123/EC, IV / 35.679 — Novalliance / Systemfor@®fficial Journal L 47, 18/02/1997; Case 107/82
Allgemeine Elektrizitats-Gesellschaft AEG-Telefunké& v Commission of the HT983] ECR 3151; and
others; further see Chapter 4 “Development of tielldw of Vertical Territorial and Price Restraintsid
Chapter 5 “Development of the EU Law of Verticakii®rial and Price Restraints”.
!> SeeThe Works of Irving Fisheredited by William J. Barber et al. 14 volumes (ton : Pickering &
Chatto, 1996).
is F. H. Easterbrook, “Vertical Arrangements andRuge of Reason”, (1984) 58ntitrust L.J.140.

Ibid., p.140.
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Alternatively, retailers can decide to sell so-edlfprivate labels”. The reasons behind and
the results of such vertically combined systemshagber profits and stronger bargaining
power on the side of the entity, which combinesgscialisation with another stage on the

vertical chain.

Areeda and Hovenkamp rightly argue that manufacduseédual distribution systems, who
are also distributors, do not have to introduce RBNhcrease their own profit, although
the opposite could seem to be reasonable at fastg. They are in a position where they
can increase their profit by increasing wholesaieeg. Moreover, their bargaining power
should be stronger than in a situation where theyrewnot distributing their own
products'® Therefore, the reasons for using RPM are equivatethe reasons arising from
independent distribution-production relationshipather than reasons arising from
horizontal arrangements. For instance, RPM canraé¢he manufacturer does not have
sufficient bargaining power, despite the dual dsition, and is forced by its distributor(s)
to use it. In contrast, in the case of territoniaktraints, such manufacturers can be
motivated by concentrating on and increasing tl&mn distribution business and thus

eliminating other distributors from certain territs.

In the second scenario, manufacturers producindyats for retailers’ private labels are
generally smaller companies with lower bargainirayvers'® Retailers selling private
labels have stronger bargaining and market powedgtaus the possibility that they would
agree “horizontally” with a restriction of their owprivate labels is low and rather

illogical.®®

On the other hand, they can still have the sanasores for using vertical
restraints, such as RPM, in relation to brandedlycts. It is also arguable whether any
limitation upon private labels should be recogniasdhorizontal or vertical limitation in
situations where a retailer does not produce sugfoduct itself but only lends its name,

label and packaging.

'8 Hovenkamp, “Harvard, Chicago, and Transaction '08%1-642; Areeda, Hovenkamgntitrust Law 68-
81; compare with D. Gilo, “Private Labels, Dual Dilsution, and Vertical Restraints — An Analysistbé
Competitive Effects” inPrivate Labels, Brands, and Competition Pol{@009, Oxford University Press),
141-152.

9 H. Smith, J. Thanassoulis, “Bargaining betweerafRas and Their Suppliers” iRrivate Labels, Brands,
and Competition Policy2009, Oxford University Press), 45-70.

20 Compare with Gilo’s arguments which focus on thsithtions of “horizontal” private labels: Gilo,
“Private Labels” 141-152.
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Private labels are used by large and powerful legsfi They are popular in Europe, with
the exceptions of Italy and Russia, and have a toadjtion in the UK in sectors such as
food, drinks and household categories. This hasedraway some smaller manufacturers’

brands which have become “integrated” under prilattels®?

Nonetheless, private labels have positive rathan thegative effects on competition.

Firstly, it is more efficient for large retailersthey cover both manufacturers’ brands and
private labels. Therefore, private labels do nohielate branded products, except for those
products produced by less effective and smalleruf@aturers. Secondly, manufacturers
who have made the right business and strategicAtiagkdecisions are driven by private

labels to improve their products and offer more aed options for consumers. In general,
successful and thus efficient manufacturers comanbon advertising and innovation, thus
increasing and maintaining a high quality with @deeputation and value for money, and
distinguishing their products. Moreover, private labels have been used in prdiic

increase competition where a strong brand wasfiigntly powerful®*
3.2.2. Current Distribution Systems

Non-integrated vertical chains can have differeminfs of distribution, including selective
systems and franchising systems. A basic distobutrelationship is as follows:
manufacturers supply wholesalers and wholesalegplguretailers. The European
Commission notes that it would be almost impossiblanalyse all forms of distribution

systems separatefy.

The Commission distinguishes four types of distidousystems for analytical purposes:
» Exclusive selling (a producer sells only to ondribsitor in a particular territory)
* Exclusive buying (a distributor takes supplies ofiym one producer — this is
typified by the beer and petrol markets)
* Franchising (a franchisee exploits the know-how iatellectual property rights of

the franchiser and sells in a standardised formaniallocated territory)

2L R. Herbert, “Private Labels — What Drives Themw#md?” in Private Labels, Brands, and Competition
Policy (2009, Oxford University Press), 4.

22 |bid., pp. 4-6.

2 Herbert, “Private Labels” 21-46.

24 Smith, Thanassoulis, “Bargaining” 68-69.

% Green Paper on Vertical Restraints in EC CompetiRolicy, Economic Analysis, COM (96) 721, points
4, 13.
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« Selective distribution (distributors are choserttmmbasis of objective criteridj.

Indeed, there are a number of forms and typessiiloluition, some of them more complex
than others. For example, franchising, in comparido mere absolute territorial
restrictions, ensures certain benefits such ascesvquality and brand maintaining and
protecting, disclosing and protecting know-how aoither IP rights. It is a detailed
promotional and business tool based on close catiperbetween entities, such as the

cooperation between a company and its agent.

However, distribution is not static and has beentinaally changing’ The most recent
changes are due to developments in informationntdolyy and the creation of new
distribution systems that have resulted in ongaingater concentration and integration,
and the decline of traditional distribution charsn@hanufacturers-wholesalers-retailéfs).
However, the situation differs in different sectdia instance, wholesalers have a strong
position in the pharmaceutical sector in the EUgrglas in other sectors, wholesale trade

has become integrated with suppliers or bu§ers.

In general, the retail sector has become more cwrated and is expandirig Distributive
trades, including wholesaling and retailing, insesh from roughly 20% in Denmark and
Belgium to 40% in Greece in the EU in 19964n the US, a buyer’s power has increased

in retail, health care, manufacturing and the ¢atement market?

New forms of competition have arisen, such as enshopping and new technologies,
which influence changes in consumer shopping hab#gye retail stores have developed
and have played an important role in the changaadrgasing their bargaining power and

becoming concentrated and vertically integratedstmuotably in the food industry.

% |bid., point 4.

2" See below; Lynch, “Steiner's Theory” 912-913; \iithson, Antitrust Economics124; for historical
development see H. Hovenkamp, “The Law of Vertizdakgration and the Business Firm: 1880-1960"
(2010) 95lowa Law RevievB63-918.

8 G.T. Gundlach, J.P. Cannon, K.C. Manning, “Frediitj and Resale Price Maintenance: Insights from
Marketing Research and Practice” (2010)A8itrust Bulletin391-401, 403-410, 412-413; Green Paper on
Vertical Restraints (96), points 20, 40, 41, 44.

29 Green Paper on Vertical Restraints (96), point 24.

% Lynch, “Steiner's Theory” 912-913; Herbert, “PrieaLabels” 3-20; D. Bell, “The Business Model for
Manufacturers’ Brands” irivate Labels, Brands, and Competition Pol{@@p09, Oxford University Press),
21-46; Organisation for Economic Co-operation andvéopment., “Buying Power of Multiproduct
Retailers” 7 OECD (Policy Roundtables), (1998) BAFCLP(99)21, Introduction, pp. 15-18 at
http://www.oecd.org/datacecd/1/18/2379299 (8. 1/2009).

%1 Green Paper on Vertical Restraints (96), point 15.

%2 T A. Piraino, “A Proposed Antitrust Approach toy&us’ Competitive Conduct” (2004-2005) Sfastings
L.J.1121-1122.
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However, the structure and performance of the Ireliatribution market differs widely

from one state to another.

In general, the retailing sector creates more th@¥ of GDP*® Large retailers created
over 50% of retail sales in most of northern Europih the exception of Sweden and
Finland, with the retail sector being less conceett in southern Europe in 1986The
concentration of the world retail market, which slidbo be recognised generally as
bargaining power rather than a traditional monopgoincreased at the end of 20

century

The Organisation for Economic Co-operation and Dmveent's (OECD) report on

buying power from 1998 shows that, in generalairot be concluded that buyers (retail)
have been gaining power and manufacturers have lesaskened in the recent

developments. Although the retail market has becoroee concentrated and the market
share of retailers has increased, profitabilityasfie manufacturers has also increaSed.
There are two possible explanations for this. Firshis could mean that social welfare has
been generally growing and the most efficient playeve benefited the most from such
situations. Secondly, players with bargaining powave “abused” their positions at the

expense of weaker “vertical competitors” and, ptédly, consumers.

It is possible that the type of product can inflcenhe forms of distribution, as claimed by
Gellhorn, Kovacic and Calkins. They argue that RBMjenerally used for convenience
goods, such as drugs, and vertical territoriesirarelved in more complicated products
which are usually sold on their own, such as cam &V sets’ However, Chapter 4

“Development of the US Law of Vertical Territoriahd Price Restraints” and Chapter 5
“Development of the EU Law of Vertical Territoriahd Price Restraints” and Overstreet’s

study prove this claim to be rather elusive andnitefy not an absolute ruf&.

% 0. Boylaud, G. Niccoleti, “Regulatory Reform in R Distribution” (2001) 320ECD Economic Studies
254-259; P. Dobson, M. Waterson, “Retailer Powercdht Developments and Policy Implications” (1999)
28 Economic Policy135-166; OECD, “Buying Power” (1998).

*Green Paper on Vertical Restraints (96), points3p5,

% Organisation for Economic Co-operation and Develept., Buying Power of Multiproduct Retailers 7
(1999) athttp://www.oecd.org/dataoecd/1/18/2379299;palo seeA. Pozdnakova, “Buyer Power in the
Retail Trading Sector: Evolving Latvian regulatio(2009) 30ECLR 387; P. Dobson, “Exploiting Buyer
Power: Lessons from the British Grocery Trade” 002 Antitrust L.J.529.

% OECD, “Buying Power” (1998) Introduction, p. 17.

3" Gellhorn, E,, Kovacic, W.E., Calkins, @ntitrust Law and Economid§ifth Edition, Thomson West, St.
Paul, 2004), 359-360.

% A.A. Fisher, T.R. Overstreet, “Resale Price Maiatece and Distributional Efficiency: Some Lessons
from the Past” (1985) Bontemp. Policy Issuek3-58.
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3.3.Vertical Competition

Competition process also takes place verticallytities are competitors when they can
take sales or profit, margins and market share feach othef? Manufacturers compete
among themselves, distributors compete among tHeesseand manufacturers and
distributors also compete among themselves at ¢ncal level. Distributors attempt to
bargain down manufacturers’ wholesale prices antedse selling prices for retailers.
There is not only a complementary, but also a caitige relationship between firms at

different vertical stages.

In reality, horizontal and vertical competitionsegest in close relationship and are
correlated; vertical competition influences horitadnsocial welfare. If a manufacturer
increases its horizontal market power it will arglyagain a stronger bargaining power at
the vertical level. Lower vertical bargaining powell potentially lead to lower horizontal
power and a lower market shdfeMoreover, decreasing supplier margins can also

increase the manufacturer's market share and ptwer.

A manufacturer’'s bargaining power is also influeht¢y the horizontal market power of
its distributors, as indicated previously. Gengralf the distributor and manufacturer
simultaneously increase their market power, theufeturer does not necessarily increase

its bargaining power.

Economic analysis based on a single stage markemsisfficient to make accurate
assumptions about vertical restraifftSteiner recognises that margins at both stages are
determined by three forms of competition: “interimacompetition among manufacturers,
intrabrand competition among retailers and manufactretailer bargaining® It must be
noted that interbrand competition among retailesralso important; this includes private

labels’ interbrand competition. However, as disedsbelow, when determining vertical

% R.L. Steiner, “Vertical Competition, Horizontal @petition and Market Power” (2008) 58ntitrust
Bulletin 254; also see F.A. Hayek, “The Meaning of Comjuetft in Individualism and Economic Order
(Chicago: University of Chicago Press [1948] 199®),

“0 Steiner, “Vertical Competition” 252, 257, 260, 268.L. Steiner, “The Leegin Factors — a Mixed Bag”
(Spring 2010) 5% ntitrust Bulletin35-36.

“I Steiner, “Vertical Competition” 269.

“2 Steiner, “Vertical Competition” 254; Lynch, “Steifs Theory” 911-940; P. Dobson, M. Waterson A.
Chu, “The Welfare Consequences of Exercise of BiBmwer” 16 (Sept. 1998) Office of Fair Trading,
Research Paper, p. 6; R.L. Steiner, “How ManufactuDealwith the Price-Cutting Retailer: When Are
Vertical Restraints Efficient?” (1997) @ntitrust LJ409; Hayek, “The Meaning of Competition” 96.

“3 Steiner, “How Manufacturers Deal?” 409.
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restraints, intrabrand competition among retaiteas be more important than interbrand

competition, as the lack of intrabrand competiiimcreases retail margins.

Steiner argues that the vertical process is basettlaal-stages” factors or “triple stage
effects”, rather than a horizontal single stageksf Aside from consumer preferences

and the demand curve, there are other aspectmtl&nce such a process:

...(2) retail penetration — which measures the sldreetail market held by dealers stocking the
brand; (2) dealer support — which measures thetiaddl demand due to display, local advertising,
and other promotional efforts by the brand’s retail and (3) retail gross margin (RGM) — roughly
the difference between the brand’s retail price igthctory price divided by the formé&t.

Although Steiner has been advocating the exist@foeertical competition through the
entirety of his scholarly work, in a recent artitle adds another aspect to the triple stage
effect: “the vertical competition effect”, whichdtilights that an entity faces upstream and

downstream competitioff.

Steiner is not the only scholar who promotes thsterce of vertical competition and the
complexity of vertical arrangements, including ieat restraint$’ Already in 1968,
Palamountain recognised three types of competithmmizontal competition, competing
among different types of retailers and vertical pefition, which he termed “vertical
conflict”. He stated that the last type had beemstigagnored by antitrust policy and Itk
Dobson, Waterson and Chu suggest that anti-conyaetiertical practices should include
a consideration of the market power of both buyers sellers, followed by an analysis of
market behaviour with regard to the nature of mgdeelationships, and finally an analysis
of the underlying economic conditions in distriloumj most notably cost in the buying

process?

Unfortunately, both US and EU laws and policiesehaot properly acknowledged, and

have not included, vertical competition as describbove and have not considered the

4 Steiner, “The Leegin Factors” 30-31; Steiner, “HBlanufacturers Deal?” 409.

> Steiner, “How Manufacturers Deal?” 411.

“% Steiner, “The Leegin Factors” 31.

47 See Dobson, Waterson, Chu, “Welfare Consequeres”Palamountain, JiThe Politics of Distribution
(Cambridge: Harvard University Press, 1955); J.Kalb@ith, American Capitalism: The Concept of
Countervailing Powe(Transaction Publishers, 1993 [1952]); also sdevhe

“8 palamountainThe Politics of Distribution48.

“9 Dobson, Waterson, Chu, “Welfare Consequences” 6.
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complexity of vertical restraints in their analy3isAs Steiner argues, failure to recognise
such complexity of vertical relations and verticampetition leads to false conclusions in
vertical-restraint cases and related pofitye sarcastically describes the existing policy
which analyses vertical restrictiveness in anttttaws as “single-stage model in which the
markets downstream from the manufacturer can beréghbecause they are perfectly

competitive”>?

However, even Steiner openly admits that he doekmaw the best approach to determine
the level of restrictiveness in cases on vertieskraints because of the complexity and
complication of the mattér. Although he made such an attempt in his most teaeicle,

his suggestion takes into consideration and buldshe existing US legal approach, but
does not include all of the essential aspects ©ahjuments for determination of the anti-

competitiveness/pro-competitiveness of RPM and VTR.
3.3.1. Interbrand and Intrabrand Competition antyBiaing Power

Retailers like large shopping stores usually diste for more than one single producer.
Such retailers can have a major effect on the shlgpecific products. Indeed, in this
situation, vertical integration between two sectorsparts of the vertical chain, is unlikely
to occur® Thus, their application of bargaining power is alsu aimed at upstream

interbrand rather than intrabrand competition. altbh intensive interbrand competition
can increase retail margins, it is intrabrand caitipa that lowers the retail margins and it

should thus be valued by competition policiés.

Steiner observes that retailers have bargainingepomhen consumers tend to switch
brands within the one storéHowever, if consumers are loyal to their brandg switch

stores rather than brands, manufacturers of suahdbr have the primary bargaining

0 Compare with Chapter 4 “Development of the US Lafwertical Territorial and Price Restraints” and
Chapter 5 “Development of the EU Law of Verticakii®rial and Price Restraints”.

* Steiner, “Vertical Competition” 253, 259-262; alsee P.C. Carstensen, “Buyer Power, Competition
Policy, and Antitrust: the Competitive Effects ofsBrimination among Suppliers” (2008) S#ntitrust
Bulletin 272-275, 330; A.A. Foer, “Mr. Magoo Visits Wal-MarFinding the Right Lens for Antitrust”
(2007) 39Connecticut LR1307.

2 Steiner, “Vertical Competition” 255.

%3 Steiner, “Vertical Competition” 270; also see R$teiner, “The Effect of GTE Sylvania on Antitrust
Jurisprudence: Sylvania Economics — A Critique"q1p60Antitrust L.J.66.

> Steiner, “The Leegin Factors” 56-58 (compare \pitiges 25-56).

*>W.S. Comanor, “The Two Economics of Vertical Rastis” (1992) 21Sw.U.L. Rev1277-1278.

%% Steiner, “The Leegin Factors” 25.

*" Steiner, “The Leegin Factors” 31-34; R.L. Steirt@he Nature of Vertical Restraints” (1985) 3@titrust
Bull. 157.
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power. Thus, although interbrand restrictions caveh more significant effects on
competition than intrabrand restrictions, in regalihis is not an always-applicable rule.
For instance, Steiner explains that if a brand &asell-established reputation, such as
Colgate, the price cut of such a product in onailrstore will be noticeable for consumers
and they will easily switch to this price-cuttingtailer. On the other hand, the effect of
discounting one product (Colgate) in one retailrest@nd another product (Crest
Toothpaste) competing with the first product in #weo store will be less direct. Such
intrabrand competition will be intensive with lowaistributors’ or retailers’ margin#. a
retail store has higher prices on well-establidheohds, consumers will assume that such a
store has higher prices on all products in genérlretailers are continually decreasing
retail prices of a well-established brand as pdrtcampeting, then they are highly

motivated to use RPM.

In such a scenario, if a manufacturer increasegdpeatation of its brand, most notably
through advertising, the elasticity of the demanrd/e decrease¥.Thus, as Steiner claims
and Lynch supports with empirical data and an esvaanodel, interbrand competition
among retailers can never be as intensive as mmdbcompetition among retailers.
Therefore, intrabrand and not interbrand competii® a significant factor, within the
retailers’ market, which can indeed influence thteibrand competition on the vertical

chain®®

Nevertheless, there are two situations where iraab and intrabrand competition is
equally intensive: when they are both very inteasiv both very lenient, both of which are
influenced by consumer behaviour. If they are lenithis is due to a very low flexibility

in consumer demand. In this scenario, retailerd’ manufacturers’ bargaining power and
margins, which will most likely be high, are relaly the same. They are also relatively
the same when both intrabrand and interbrand catigrets intensive. However, in such

situations, consumers are highly flexible in swinchboth the stores within brand and

brands within a store and thus the margins of natufers and the retailers will be low

%8 Steiner, “The Leegin Factors” 31-34; Steiner, ‘Nl Competition” 258; R.L. Steiner, “Exclusive
Dealing + Resale Price Maintenance: A Powerful éaripetitive Combination” (2004) 33w.U.L.Rev454-
455, 464-465; Steiner, “How Manufacturers Deal?144lso see P.J. Harbour, L.A. Price, “RPM and the
Rule of Reason: Ready or Not, Here We Come?” (265@ntitrust Bulletin240-242; Smith, Thanassoulis,
“Bargaining” 46-47; Lynch, “Steiner’'s Theory26-940.

% Steiner, “Vertical Competition” 258-259; Stein&Fhe Leegin Factors” 36-39

% Steiner, “How Manufacturers Deal?” 413-414, 44Q:4ynch, “Steiner’'s Theory” 926-940; also see
Gundlach, Cannon, Manning, “Marketing Research™-418.
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and their bargaining power will be balanéé&uch flexibility depends also on distribution

channels which, if enhanced, become a highly netebinpetitive mearfs.
3.4. Market Structure and Power

Market structure directly and significantly influses market power. Easterbrook defines
market power as “the ability to raise price sigrafitly without losing so many sales that
the increase is unprofitabl&®.Such ability differs in different markets deperglion the

market structure.

Nevertheless, a simple form of a vertical chainchhincludes a seller and a buyer is based
on two forms of power: the horizontal market poweéithe seller and the buyer, and the
vertical bargaining power which consists of buyewpr and seller power. Bargaining
power is essential in vertical restrictions anétiehships. Market power determines only
partially the strength of the bargaining power a€le player on the vertical chain. Market

structure is an aspect, amongst others, that detesrboth market and bargaining power.

The term “buyer power” has been used to describekehgower or bargaining power
(countervailing power), or bofff. Although, the meaning of horizontal market power i
arguably unified, different definitions of bargaigipower and buyer (seller) power exfst.
This results from the fact that vertical competitizas not been accepted by authorities and
has not been properly analysed by a wide ranggpres, as discussed previously.

In this thesis, the term “buyer power” (and thertéseller power”) is used to capture how
strong the competitor is in relation to their veati partner/competitor; thus, at the vertical
level. This reflects the definition of the OECD, ialin defines buyer power as “the ability
of a buyer to influence the terms and conditionswdrich it purchases good&.Such

meaning is based on bargaining power and indeedfigsethe owner of that power. The

®1 Steiner, “The Leegin Factors” 32; W. Bowman, “ResBrice Maintenance — A Monopoly Problem”
(1952) 25J.Bus.141.

%2 Gundlach, Cannon, Manning, “Marketing Researct8-419.

83 Easterbrook, “Vertical Arrangement$59.

% y.S. Choi, K. Fuchikawa, “Comperative Analysis @mpetition Laws on Buyer Power in Korea and
Japan” (2010) 3%Vorld Competition500; Smith, Thanassoulis, “Bargaining” 48; Chen “Defining Buyer
Power” (2008) 53Antitrust Bulletin241; Foer, “Mr. Magoo” 1307.

% Compare with Chen “Defining Buyer Power” 241; R.Soll, “Buyer Power’ and Economic Policy”
(2005) 72Antitrust L.J.589; R.A. Skitol “Concerted Buying Power: Its Pdial for Addressing the Patent
Holdup Problem in Standard Setting” (2005)AtRitrust LJ727.

% OECD, “Buying Power” (1998) p. 18; also see W.8int@s, “Buyer Power” and retail Gatekeeper Power:
Protecting Competition and the Atomistic Seller0(B) 72Antitrust L.J.565.
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reason for the usage of the terms “buyer power” ‘@aller power” is that the terms
“buyer” and “seller” indicate themselves that thmwer reflects interaction on the vertical

and not on the horizontal chain.

3.4.1. Bargaining Power

Bargaining power, consisting of buyer power andesgbower, exists in relation to a
vertical relationship, at any stage of the vertisedcess. Bargaining power is a power
where one party has such a position that it canenaaredible threat or, in other words, it
can effectively threaten other parties on the wgaltichain that, for instance, it will

terminate their contract or pressure them to dalalyswith them®®

Bargaining power can significantly influence sociaélfare, not just manufacturer’s
price®® Bargaining power increases and/or creates enttaaciers, as it is difficult for an
entering company to compete against a competitdih Wie bargaining power to buy

cheaper and sell dearer than the entering comfJany.

Market power is one of the factors that influenbasgaining power. It can be observed
that players with a stronger market power do natessarily have stronger bargaining
power. When considering bargaining power, and atsoket power, aspects other than
market share must be taken into account, for iestédmand reputation. Steiner claims and
Lynch supports this with empirical data and an ecoic model that shows that one of the

best ways to increase bargaining powevigssuccessful advertising and with a reputable

®7 Steiner, “Vertical Competition” 251; Palamountaline Politics of Distribution50.

% J.B. Kirkwood, “Buyer Power and Exclusionary CootduShouldBrooke GroupSet the Standards for
Buyer-Induced Price Discrimination and Predatordddng?” (2005) 72Antitrust L.J.627, 638-644; [For
instance, monopolists who threatened their deafositheast Missouri Hospital and St. Francis Medical
Center C.R. Bard, IncNot Reported in F.Supp.2d, 2008 WL 4372741 (E.®)M2009-1 Trade Cases P
76,461;United States v. Dentsply International, I3®9 F.3d 181 (3d Cir. 2005), cert. denied, 5486.1089
(2006); some form of bargain power plays role im@dt all cases discussed in Chapter 4 “Developmoint
the US Law of Vertical Territorial and Price Regtta”, for example, sedoledo Mack Sales & Service, Inc.
v. Mack Trucks, In¢.530 F.3d 204 (2008Euromodas, Inc. v. Zanella, Ltd368 F.3d 11 (1 Cir. 2004);
Business Electronics Corp. v. Sharp ElectronicspGo485 U.S. 717 (1988))nited States v. Colgate &
Company 250 U.S. 300 (1919); and in Chapter 4 “Developnudrthe US Law of Vertical Territorial and
Price Restraints”, for example, see: C-501/06 $18/06 P, C-515/06 P, C-519/06 B5laxoSmithKline
Services Unlimited v Commission of the RG09] 4 CMLR 2; C-2/01 P and C-3/01Bundesverband der
Arzneimittel-Importeure  EC and Commission v BayeG A42004] ECR 1-00023; C-277/87T-
208/0olkswagen AG v. Commissif#003] ECR II-5141Sandozrodotti faraceuttici SpA v Commission
of the European Communiti¢s990] ECR [-45]; also see Smith, Thanassoulisargining” 57; Dobson,
“Exploiting Buyer Power” 532.

% Dobson, “Exploiting Buyer Power” 532; S.R. WaltdAntitrust, RPM and the Big Brands: Discounting in
Small-Town” (1983) 25Antitrust Law &Econ.Rewi6.

0 Steiner, “Vertical Competition” 253.
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brand name. A manufacturer can also strengthehaitgaining power by increasing its

vertical downstream market share and thus becostager salesmaf.

Smith and Thanassoukgplain that in situations where there is a clgmtieam monopoly
and a competitive buyers’ market, larger buyerd teihd to negotiate higher wholesale
prices than smaller buyers. This conclusion coakhs surprising; however, it is due to the
consequence that the monopolist is able to “dittedaditions and is well aware of the
fact that higher wholesale prices will give therhigher profit if negotiated with buyers
who buy more products than small buyers. They cameclthat there is no direct
relationship between the size of the buyers’ magawer and their bargaining power
towards the monopoliét. Conversely, stronger buyers obtain higher prdfitsn private

labels’ suppliers by using bigger outlets thanitets with a smaller market powét.

Carstensen recognises two main groups with strarygropower. The first group occurs
because of a significant disproportion between uyged sellers; for example, farmers
and a relatively small number of processing comgmndoctors, dentists, hospitals and
insurance companies in the US. The second grouludes branded or specialised
consumer products, as buyers have a significatityals influence the price and other
selling conditions? Carstensen further shows that although buyers rsgmsificant
bargaining power in both cases, their market slaae horizontal market power differ
significantly. The buyers’ market is relatively cpatitive and unconcentrated in the
second scenario.

However, Carstensen does not address one parlyculdinerable group, that of the private
label producers. Large retailers have significamtghining power over the private label
producers as private labels create uncertainty dloeady small producef§. When

compared to Carstensen’s groups, this group coelgdst of the first group with some
differences. For example, it is typical for thesfigroup that a farmer’s vertical market for

selling their raw products such as chickens is ggaigcally very limited; however, once

" Steiner, “Vertical Competition” 258; Lynch, “Steiris Theory” 926-940; R.L. Steiner, “Does Advertigi
Lower Consumer Prices? (1973) 3:Marketing19; for example in the case ©bys “R” Us, Inc. V. FTC
221 F3rd 928 (7 cir. 2000), 20% of market share of the buyer e@aignificant bargain power.

2 Smith, Thanassoulis, “Bargaining” 48-52.

3 |bid., pp. 63-65.

" Carstensen, “Buyer Power” 277; also see Steinartical Competition” 258; Steiner, “Exclusive Diay

+ RPM” 454-455, 464-465; Areeda, Hovenkanfmtitrust Law 47-51, 59-60; Steiner, “How Manufacturers
Deal?” 411.

'S Carstensen, “Buyer Power” 277, 279.

®Smith, Thanassoulis, “Bargaining” 45-70.
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processed, the products can be shipped anywhére.the other hand, not all private label

products have such a feature.

In the case of private label producers, it is obsgidhat short and easily-terminated
contracts with no certainty, including no certairfyan outlet for suppliers, strengthen
buyers’ powers. Homogenous products are partigukryible for such situations and a

strengthening of buyer powét.

Hovenkamp, Areeda and Carstensen explain thatilityalisk (for example, if the first
buyer finds out that the seller is looking for amnleuyer) and cost, including negotiating
the cost of switching and finding a new buyer, &igh, the buyer has significant
bargaining powef® However, the seller has another option in suchasiins: vertical
integration. Although this involves cost, time amither investments, it is an option for a
seller, for instance, in the relationship betweefaraner and a processing company, to
reduce the buyer’s bargaining power. However, ithisot usually efficient, for example, in

a situation where retail stores are essential emtharefore not an option for the seller.

Cartensen and Lande identify other aspects thateinfe bargaining power: transparent
and correct information. Market failures in the noiof defective information, such as
misleading information at any level of the verticdiain, and the lack of transparent
information among buyers and sellers, when thengaments including price between
sellers and buyers are kept secret, create bangapower and thus unfair advantages

which are not based on competitive efficienéfes.

It appears that the SSNIP test is not the righthogktof determining bargaining power.
Carstensen proposes several factors which mushélgsad; one of them is that market
must be defined “in the terms of seller’s optionsbbth geographic and product terms”
which generally consists of narrow local markets dellers* Another factor is the way

products or services are sold to buyers, includnagsparency of information among

" Carstensen, “Buyer Power” 278; the characteristfaSartensen’s first group is also well demonstian
the case ofGeorge’s Inc.where a settlement was reached with the DOJ ire ROl — see http://
ww.justice.gov./atr/public/press_releases/2011/2028m (29/16/2001).

8 Smith, Thanassoulis, “Bargaining” 52-63.

" Carstensen, “Buyer Power” 278-280; Areeda, HovemkaAntitrust Law 59.

8 Carstensen, “Buyer Power” 280-281, 288-289; R.dearftMarket Power Without a Large Market Share:
The Role of Imperfect Information and Other ‘ConsunProtection’ Market Failures”, March 8, 2007, at
http://www.justice.gov/atr/public/hearings/singlenf/docs/222102.htm; also see Grimes, “Dynamic
Analysis” 101-149.

81 Carstensen, “Buyer Power” 289.
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sellers; less transparent information means mongepdor the buyerg Finally, the
number of potential buyers, regardless of whetledlers deal with a monopsonist or
oligopsonists, is importafif. This list is not complet® for instance, advertising can
significantly increase bargaining pow8rAs Steiner observes, successful advertising
strengthens manufacturer's power and intrabrandpetitron, increasing its profit and
decreasing the profits of retailers who competeeniatensively within that brard.

Moreover, the last factor can be misguided in ihnealed “branded market”, the market
that belongs to the second group of Carstensestusiéion, because a seller needs a wide
range of buyers to sell an efficient quantity &f groducts. The buyer who buys large
numbers of the products has potentially better diangg power than the one who buys
only a small numbet. However, this can have also a different effecpeteling on the
reputation of the brand. If the brand has no repurtat all, then Carstensen’s presumption
will apply. However, as explained by Steiner andveed by Lynch, if the seller’'s brand is
well-established, consumers will follow the buyenonsells that brand and thus the buyer
who buys a high quantity of such products fearspshis seller as loyal consumers will

not switch to other substitutes. This in turn ires the seller’s bargaining power.

The market of such products is geographically vegrow and is segmented into several
markets for a seller as they need many outletstisfg productiorf® Such reality is not
reflected in the SSNIP test, which is based onfitited consumer demand in general and

not on producers’ or suppliers’ options and efficies.

To conclude, it is obvious that a buyer (or a sglimes not have to have a monopolistic
market share to exercise significant bargaining groand dictate those conditions on the
vertical chain that influence horizontal marketstla buyer and seller levels. Indeed,
vertical competition which exercises bargaining powas an impact on social welfare,

efficiency and effective competition.

8 Carstensen, “Buyer Power” 289; also see Smithpn@ssoulis, “Bargaining” 45-70.

8 Carstensen, “Buyer Power” 289.

8 See further duiscussion in this Chapter; see &teiWertical Competition” 270.

% Steiner, “The Leegin Factors” 36-39; Steiner, ‘@l Competition” 258; R.L. Steiner, “Does Adveitig
Lower Consumer Prices? (1973) BKMarketing19.

% Steiner, “The Leegin Factors” 36-39.

87 Carstensen, “Buyer Power” 290-294.

8 Steiner, “Vertical Competition” 258; Steiner, “Husive Dealing + RPM” 454-455, 464-465; Steiner,
“How Manufacturers Deal?” 411; Lynch, “Steiner’seldry” 926-940.

8 Carstensen, “Buyer Power” 290-295; also see Haaek “Harvard, Chicago, and Transaction Cost” 626-
627.
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3.4.2. Market Structure

Different market structures occur in different metek Basic and still-applied market
structures on the vertical chain including buyard aellers were discussed by Stackelberg
from Germany in 1934 These structures are illustrated in Tabf& A year before, in
1933, Chamberlin examined the relationship betwwere and the market explaining that
as markets differed so did their price behaviGBain further developed this theotyHe
differentiates the market structures accordingly arffers examples of aspects which

influence the behaviour of undertakings includimigipg strategy:
the number of and the degree of concentration arboggrs; the durability of the good in question;
whether the good is purchased by producers or mgwoers; the adaptability of the good to
variation over time, including the importance oflstelements; the geographical dispersion of the

market and the importance of transport ¢st.

Another aspect of markets and competition is tretiwa costs. Williamson observes that
transaction costs differ in different market strres?® When analysing vertical restraints,
all aspects including transaction costs should diesidered at each stage of the vertical
chain, otherwise the presumption concerning vdrtgstraints cannot be accurate. Indeed,
the structure is more complicated than the onéethbrizontal level, as it does not only
include structures of horizontal monopolies, oligigs and competitive markets but also
the structure of buyers, which involves monopsaigopsony and competitive markets,

as well as the interaction between sellers andrisuye

The complete market, including the whole vertidahia, is even more complicated than
the analysis of sellers and buyers as the chainimelode more than two horizontal
markets® This is illustrated in Table ¥.For instance, the production of furniture includes
the producers of raw materials, such as wood; thsiributors; manufacturers of furniture;
their distributors and finally retailers. Illegabtizontal price cartels at the beginning of the
chain, among the producers of raw materials, cdafltuence prices for the final

consumers of furniture. For example, Carstensefaagsuch an influence on the vertical

% H. von Stackelbergyarktform und Gleichgewicht1934, Julius Springer, Berlin) in Dobson, Watexso
Chu, “Welfare Consequences” 8.

1 SeeAppendix

92 Chamberlin, EThe Theory of Monopolistic CompetitigBambride 1933) Chapters 3 and 4.

% J.S. Bain,Essays on Price Theory and Industrial Organizatigittle, Brown and Company, Boston,
1972) 6-12.

% Bain Essays on Price Theoi

% Williamson, Antitrust Economics]23-160.

% See, for example, Piraino, “A Proposed Antitruppfoach” 1123.

" SeeAppendix
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chain in cheese production and distribution inalgdihe influence of raw mil# This is
also well documented in one of the oldest antitcasies in the world from Ancient Greece,
in 388 BC*®

The question arises as to whether RPM of raw nasear VTR at the beginning of the
chain could influence prices and other aspectoofpetition at the end of the chain. It is
possible to assume that it can and that this cae aa even more restrictive impact than if
RPM implies at the end of the chain. Assume thataitoducer is a monopolist in a certain
market, for instance Lesy Ceska Republika, s.pdycers of wood in the Czech Republic.
If the producer applies RPM or VTR to its distribg, this can influence their price which
will influence prices of the producers of furnitutbeir distributors and their retailers not
only in the Czech Republic, but also in the mankéiere the producer exports raw
materials. However, the import of raw materials ahdurniture into the Czech Republic
must be also considered. Even if the producer msoaopolist of raw materials in the
Czech Republic, it still does not mean that thearhpf furniture is not high in the Czech
Republic. If the percentage of imported furnituraswhigh, then the RPM or VTR would
not have such a strong impact on the final conssmit would if the percentage was low.

However, suppose that RPM and VTR are legal. ltlccdhen be assumed that if
everybody applies such restraints, the interbradpetition of the whole chain could be
seriously restricted and the prices could reachapoly prices at all levels of the vertical
chain in the naturally competitive markets. Obvigugesults of different scenarios further
depend on game theory and the market structures.ig further discussed below and the
complexity of vertical chains based solely on markeuctures and related bargaining

power is illustrated in Table 2.

3.4.2.1. Monopolies and Oligopolies

If manufacturers are oligopolists or monopolistd #me buyer’'s market is competitive, the
manufacturers will most likely have the bargainipgwer. Dobson, Waterson and Chu
claim that in the case of monopoly, perfect contjogtiat the retailer level can decrease a
manufacturer’s profit. Therefore, it is profitalfler the manufacturer to select only some

retailers'® However, this depends on the nature of the prodwuctcerned and the

% Carstensen, “Buyer Power” 287.
% L. Kotsiris, “An Antitrust Case in Ancient Greelav” (1988) 22(2)nternational Lawye#51.
1% pobson, Waterson, Chu, “Welfare Consequences” 21.
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manufacturer's margin, including their productias,the manufacturer could be interested

in covering as many retailers as possible to irsre¢e number of consuméfs.

* Vertical Restraints’ Strategies

Vertical territorial and price restraints have tbetential to lead to monopolistic prices
and/or oligopolistic tendencies. Williamson statest vertical restraints are of a restrictive
nature when considering transaction costs in sttnatwhere a vertical restraint enhances
strategic purposes or oligopolistic interdependéffceHe recognises and highlights
exclusive dealings as having the potential to igstompetition, while arguing that other
vertical restraints can restrict competition omyekceptional circumstancés.

US antitrust policy does not reflect Williamson’'syjaments on exclusive dealing in the
form of absolute territories, which in practice bathe tendency to lead to artificial
oligopolies. In contrast, US policy considers RRiVbe potentially more restrictive than

absolute territorial restraint&*

The network effect, as further discussed in Chaptérheories of Pro-Competitiveness v.
Anti-Competitiveness”, could lead to oligopolistiterdependence. Such situations occur
when, for example, other manufacturers and/or leztaifollow the retail prices of a
“leader” using RPM. It is sufficient if RPM is usedthin one brand and the others follow
the rise of the retail price of this brand. Steinbserves that others tend to follow well-
established brands. He discusses the example ofSteuss jeans in the US, explaining
that the price of jeans dropped significantly armbasumer surplus in men’s jeans grew by

approximately $203 million in the US after Levi &iss stopped using RP¥F.

91 For instance, see Carstensen, “Buyer Power” 2%0-29

192 illiamson, Antitrust Economics130; also see P. Rey, J. Stiglitz, “Vertical Raisits and Producers’
Competition” (1988) 3ZEuropean Economic Reviey61.

193 williamson, Antitrust Economics130-160.

104 See Chapter 4 “Development of the US Law of VaitiBerritorial and Price Restraints” and Chapter 6
“Theories of Pro-Competitiveness v. Anti-Compettiess”.

195 Steiner, “Vertical Competition” 260-261; SteindExclusive Dealing + RPM” 451; also see Steiner,
“How Manufacturers Deal?” 415; Steiner, “The Natwe Vertical Restraints” 178-183; also see W.S.
Comanor, “Antitrust Policy Toward Resale Price Maimance FollowingLeegirf (2010) 55 Antitrust
Bulletin 77; R.D. Blair, J.S. Haynes, “ The Plight of Online &grs in the Aftermath ofeegin an
Economic Analysis” (2010) 5Bntitrust Bulletin262; M. Bennett, A. Fletcher, E. Giovannetti, D. Staliibs,
“Resale Price Maintenance: Explaining the Contrsyeand Small Steps Towards a More Nuanced Policy”
(2010) MPRA Paper No. 21121, posted 4 March 20102, 8athttp://mpra.ub.uni-muenchen.de/2112 .

24 (Ronald N. Lafferty et al. eds., 1984); also €aea-Cola Company, Pepsi Co. Inc. v. Federal Trade
Commission642 F.2d 1387 (1981First Beverages, Inc. of Las Vegas and Will NontorRoyal Crown
Cola Co. and H & M Sales C612 F. 2d 1164 (1980).
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Similarly, the elimination of RPM in the toy indugtin the US in the early 1960s
accompanied by a TV advertisement increased ingusetritput, productivity and

innovation and decreased retail pric¥s.

However, this presumes that the brand using RPM fmeighe leading one or there must
be another reason why others follow the leadem éivéhe leader has a minority market
power. When considering game theory, this couldupdeecause it could be more
profitable for others to increase their prices whieeping the same output but receiving a

higher profit per item.

In general, in situations where a monopoly or @y already exists, RPM and VTR will
have restrictive tendencies. Mathewson and Wintanaysis shows that in an imperfectly
competitive market, where a manufacturer has someopoly power, vertical restraints,
even those minimally sufficient, maximise joint pro On the other hand, in the
competitive price system in a competitive markefitical restraints would probably not

lead to profit maximisatior’’

3.4.2.2. Monopsonies and Oligopsonies

A market structure can be such that at the selleasiufacturers’ level, the market can be
competitive, however, at the buyers’/distributotevel, the market can be based on
monopsonyor oligopsony In such situations, buyers could have the barggipower and

could dictate the conditions of the vertical mark®t

Monopsony can have a negative impact on consumdiar@ein a similar way to
monopoly*®® However, in certain situations, it can also hawsifive effects. If an

upstream market is competitive because there isnoaopoly or oligopoly, however

196 steiner, “Vertical Competition” 261; note thattire case ofoys “R” Us, Inc. V. FTGC221 F3rd 928 (7
Cir. 2000), 20% of market share of the buyer ciatgnificant bargain power.

197 G.F. Mathewson, R.A. Winter, “An Economic TheorfyMertical Restraints” (1984) 1Rand Journal of
Economic27; however, compare with the discussion below.

198 | eegin Creative Leather Products, Inc. v. PSKS, DBA Kay's Kloset...Kays’ ShqeS51 U.S. 877
(2007), at 2733 (Breyer, J., dissenting); Areedavethkamp, Antitrust Law 48-49; R.M. Brunell,
“Overruling Dr. Miles: The Supreme Trade Commission in Action” (2007)ARitrust Bulletin499-500;
Kirkwood, “Buyer Power” 625, 638-44; Piraino, “A ¢posed Antitrust Approach” 1125; OECD, “Buying
Power” (1998) p. 19; Comanor, “Two Economics” 128%277; Blair, Harrison, “Antitrust Policy and
Monopsony” 297, 308; G. Stigler, The Theory of Bri¢" Edition (Prentice Hall College Div, 1987) 216-
218.

199 Dobson, Waterson, Chu, “Welfare Consequences” 36: Blair, Harrison, “Antitrust Policy and
Monopsony” 303; also see Areeda, HovenkaAmgjtrust Law 33-34.
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buyers are oligopsonists or monopsonists and se hargaining power, the buyers have
the potential, if they decide to do so, to lowestupam-market/wholesale prices. This is
typified by the relationship between large retailand their private label producétéBig
retail chains have the power to negotiate low whalke prices and can potentially pass
these low prices on while still making a great grahd offering their own private brands
to consumers as they compete with small local storaus, low prices are key in their
business!* However, this is due to interbrand competitionte case of private labels,

the retailer market can be relatively competitit/e.

Monopsonies and oligopsonies can lead to situatwimsre suppliers are forced to sell
their products to buyers below the competitive @riiecause they lack market power in
comparison to buyers. However, this is not a dimatvhich could exist forever because
buyers need suppliet§® Moreover, a lowering of supply prices by powetulyers is not
necessarily positive for competition. Indeed, itjigestionable whether the final consumers
will benefit from this situation as buyers are @rvby profit maximisation and lower

wholesale prices would be beneficial to retailather than to final consumers.

The courts could presume, and indeed the US CduAppeals has presumed, that
retailers’ pressure to decrease wholesale prices dot decrease consumer welfare. It has
ruled that such conduct is not anti-competititeBlair and Harrison criticise the court’s a
ruling and argue that even the conduct of monopgsemr oligopsonists, which decrease
wholesale prices, cause inefficiencies and areetbier anti-competitivé® Although they
pressure manufacturers to lower wholesale pricesopsonists are interested in a higher
profit for themselves; therefore, retail price does necessarily decrease, but arguably
increases because of the monopsonist's pbtfdtor example, one of the oldest known
antitrust cases in the world shows that wholesalershe maximum to keep as high a
profit as possible for themselves, rather than ipgsen the benefits to their final

consumers?’

10 UK Competition Commission, The Supply of Groceriesthe UK Market Investigation: Provisional

Finding Report, (Stationery Office Books, 2007);itimThanassoulis, “Bargaining” 47-48.

1 piraino, “A Proposed Antitrust Approach” 1121-112437; OECD, “Buying Power” (1998) pp. 25-29;
Dobson, Waterson, Chu, “Welfare Consequences” 1&iy,BHarrison, “Antitrust Policy and Monopsony”

301-306, 310-317; Steiner, “How Manufacturers Dedl™.

112 5mjth, Thanassoulis, “Bargaining” 52-57.

113 OECD, “Buying Power” (1998) p. 20.

114 Balmoral Cinema v. Allied Artists Picture885 F.2d 313 (BCir. 1989) at 316-317; see Blair, Harrison,
“Antitrust Policy and Monopsony” 298-300, 303-306.

15 BJair, Harrison, “Antitrust Policy and Monopsong98-340.

118 bid., p. 306.

17 Kotsiris, “Ancient Greek Law” 451.
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On the other hand, decreasing wholesale pricesepdssnefits to final consumers, as
shown in some cases such as products in Wal-Mpédrswarkets in the US. This can even
have a positive effect on the entire state econdtay.instance, Wal-Mart’s policy helped
reduce the inflation rate in the US.However, as Blair and Harrison demonstrate, such
behaviour also decreases the quantity in companmgtn competitive wholesale prices,
even when the supply curve is inelastic, asdsuch a reduction of the manufacturers’
profit has a negative impact on future suppROr, as Piraino claims, such conduct can
drive out innovation and services on the side qfptiers*?° The question is moot as to
what would be the best balance in such scenamukeed, the ideal situation would be

perfect competition at each stage of the vertibairt

* Vertical Restraints’ Strategies

The likelihood of negotiating some forms of vertiog@straints, such as exclusive
territories, increases when buyers have bargaipower'®* It can be in the interest of a
single retailer or a group of retailers to use RBMWTR to decrease competition and/or
restrict smaller but possibly more efficient conioes. They can have such strong
bargaining power that they are able to “persuadehanufacturer to enforce vertical
restraints on the remaining retailéf§ For instance, it is in the interest of a stronigiter

who charges higher prices than its competitorstodbose customers who are driven by
price. It, therefore, has reason for the applicattbRPM and this results in efficiency loss,

welfare decreases and the restriction of compatitio

18 piraino, “A Proposed Antitrust Approach” 1122.

119 BJair, Harrison, “Antitrust Policy and Monopsong03-306, 315-320, 339.

1207 Piraino, “A Proposed Antitrust Approach” 1121251

121 See, e.g., W.S. Comanor, “Antitrust Policy tow&esale Price Maintenance Followihgegiri (2010)

55 Antitrust Bulletin60-63, 67-69, 75-77; Blair, Haynes, “ The PlighOmline Retailers” 260; K.G. Elzinga,
D.E. Mills, “The Economics of Resale Price Mainteo@’, in Competition Law and Poli¢yCollin W.,
(2008) American Bar AssociatignChapter XX, p. 5; Areeda, Hovenkam@ntitrust Law 20; OECD,
“Buying Power” (1998) p. 40; G. Shaffer, “Slottingllowances and Resale Price Maintenance: A
Comparison of Facilitating Practices” (1991) Rand Journal of Economid20-136; WilliamsonAntitrust
Economics123-160.

122 Toledo Mack Sales & Service, Inc. v. Mack Truahks, 530 F.3d 204 (2008); BabyAge.com, Inc. v. Toys
‘R’ Us, 558 F. Supp. 2d 575 (E.D. Pa. 200Bjromodas, Inc. v. Zanella, LiB68 F.3d 11 (L Cir. 2004);
Business Electronics Corp. v. Sharp ElectronicspGat85 U.S. 717 (1988); Areeda, Hovenkanfmtitrust
Law, 35-41, 59; Comanor, “Two Economics” 1280; ChapteiDevelopment of the US Law of Vertical
Territorial and Price Restraints” and Chapter 5V8lepment of the EU Law of Vertical Territorial aRdice
Restraints”.
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3.4.2.3. Bilateral Monopoly/Oligopoly

The natural competitive market is positive for botimsumer and total welfares. However,
what happens if the market structure is based bitateral monopoly, with monopolistic
buyer and seller powers? In such situations, battigs have a similar bargaining power;
therefore, both parties need to find a way to masenboth of their profits. This will likely

set prices high in a way that will be beneficial éach party but not for consumers.

Another result is that, as Steiner argues, a lbdattrong market power will neutralise
effects on the final consumers as it lowers thailrptice in comparison to situations where
a monopoly power exists at only one end of theisarichain, depending on the pass-
through®?® However, balancing buyer power can mean thatrseliéll try to merge to
obtain better bargaining (market) power, which doasnecessarily lead to efficiency, but
rather inefficiency’?*

An OECD study from 1998 shows that it is impossiolenake exact predictions of results
in each market on the vertical chain if there ibilateral (multilateral) monopoly or
oligopoly. Results depend on negotiation abilitssboth parties seek the best profit for
themselves. Therefore, their relationship will berenbalanced and the profit will be not
concentrated within one party (monopoly, oligopolghopsony/oligopsony). Buyer power
will leave the produce surplus, including buyerpdus, unchanged and high or even
increase it up to its maximum as each player seekmin the highest possible profit for
itself. However, in certain cases producers cambgvated to maximise their outpufs.
Nonetheless, this could lead to monopolistic priaed non-excluding situations where

producers maximise their output in order to obthanhighest possible profits.

Bilateral monopoly, in particular, has a stronggpoial to restrict the efficiencies based on
a phenomenon known as double marginalisdfdrHowever, this can also arise in

situations where only one player (players) on tedical chain has market power but both

123 Steiner, “Vertical Competition” 262; also see Hokemp, “Harvard, Chicago, and Transaction Cost”
635-636, 638-639.

124 OECD, “Buying Power” (1998) pp. 20-21, 58-60; Alsee R. Hancock, M. Hviid, “Buyer Power and
Price Discrimination: The Case of the UK Care Horivkegket” (December 2010) CCP Working Paper 10-
17 (http://www.uea.ac.uk/ccp/publications/CCP10-17)

125 OECD, “Buying Power” (1998) pp. 20-25, 60; alse $ovenkamp, “Harvard, Chicago, and Transaction
Cost” 638-639, 651.

126 Hovenkamp, “Harvard, Chicago, and Transaction 'C836-638; OECD, “Buying Power” (1998) p. 19;
N. Vettas, “Developments in Vertical AgreementsO1R) 55(4)Antitrust Bulletin8855-857.

48



Barbora Jedtkova Chapter 3: Vertical Comgetitand Structure

have bargaining powéf’ Marginalisation can be also triple or any otherufiiple”
depending on the market power of all the playershenvertical chain, which can include
more entities than just a buyer and a seller. Aigho it would seem to be an essential
problem if multiple marginalisation occurs, suchepbmena is limited by consumer
demand. Depending on the elasticity of the demanve¢ consumers would start
decreasing their purchasing if prices were too highother words, each price has its
monopolistic peak; if players go beyond it, thegrsto decrease rather than increase their

profits.

* Vertical Restraints’ Strategies

RPM and potentially VTR can increase manufacturbes’gaining powers in oligopoly-
oligopsony or monopoly-oligopsony vertical markdtscause it prevents downstream
players from pressuring upstream players to deered®lesale priceS® In the case of
VTR, it prevents intrabrand competition and, thdepending on the market structure, it

most notably strengthens the buyer’s power.

3.4.2.4. Bargaining Power in Other Market Strucsure

A single entity does not have necessarily to pasagaure monopoly or monopsony power
or be part of oligopoly or oligopsony to execugehtargaining power. As Kirkwood argues,
a buyer has excessive bargaining power even whemdt a pure monopsonist but when it
possesses a strong, or dominant, position in igioaship with its sellers. As discussed
previously, this depends on several factors asmla market power. It also depends on the
differentiation of products and their reputatiotise positions of both the buyer and the
seller and the number of the seller's buyéfsAs Steiner observes, if a brand does not
have loyal consumers and the market is competittvis, easy for retailers to switch to
different brand$>°

127 OECD, “Buying Power” (1998) p. 19.

128 p W. Dobson and M. Waterson “The Competition Bffesf Industry-Wide Vertical Price Fixing in
Bilateral Oligopoly” (2007) 29nternational Journal of Industrial Organizatio®35-962.

129 Kirkwood, “Buyer Power” 627, 638-644; OECD, “BugiPower” (1998).

130 Steiner, “Exclusive Dealing + RPM” 452, 454; alsee Areeda, Hovenkam@ntitrust Law 49; Lynch,
“Steiner’s Theory” 926-940.
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* Vertical Restraints’ Strategies

In general and regardless of market structure, €sishows (based on several cases) that
manufacturers use RPM to more easily maintain mighlesale prices as they guarantee
retail margins through RPR£* Other reasons for using RPM are that a manufaciuaats

to maintain distributor loyalty. A dominant distator or a dominant group of distributors
is threatened by more efficient but smaller distidos, or the manufacturer is establishing
a reputation for a premium, expensive bratidlhis also occurs in cases where there are

upstream monopoligs?

A manufacturer of a well-established brand doeshawe to use vertical restraints unless it
is forced to do so by a retailer who has strongy&iaing power, as was the case in
Business Electronics$* However, a smaller producer may fear even beimgidered by a
large retailer and/or it needs to lobby for betieelf position. Therefore, introducing RPM
or territorial restraints can give it some benigfithe bargaining proces®>

Thus, even if the retailers’ market does not creat@onopsony or oligopsony and the
manufacturer has a well-established brand, retait@mn possess a certain amount of
bargaining power and pressure the manufacturerctanaa certain way. Hovenkamp
discusses an example of such a scenario. In thedufggist retailers, through their
association, pressured Pepsodent, a well-establlistzand of toothpaste, to return back to
RPM, after it had stopped using it in the 1930seyllsimply stopped displaying its
products on their shelves, however, they had thenstock for loyal consumers of
Pepsodent. That way, the retailers were not injubed Pepsodent was. Such constraint

was successful and Pepsodent returned to BPM.

» Strategie®f Combination of Territorial and Price Restraints

The existence of a combination of vertical restsis not unusual, it seems to be more

common in practice; however, the US courts do rsially examine all restrictions but

131 Grimes, “Dynamic Analysis” 148.

132 |bid., p. 106.

133 Bennett, Fletcher, Giovannetti, Stallibrass, “Res@rice Maintenance”, pp. 22-23; P. Rey, T. Verge,
“Bilateral Control with Vertical Contracts” 3Rand Journal of Economicg28-746; D. O'Brien, G. Shaffer,
“Vertical Control with Bilateral Contracts” (19928 Rand Journal of Economi@&99-308.

134 Business Electronics Corp. v. Sharp ElectronicspGat85 U.S. 717 (1988).

135 Steiner, “How Manufacturers Deal?” 443-444; alee Areeda, Hovenkampntitrust Law 35.

1% Areeda, Hovenkampntitrust Law 49-50.
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only one of them based on legal actions, in cohtwith the EU case¥’’ Logically, if both
vertical restraints are used in combination, treultewould be more restrictive than the
mere existence of one of théi.Steiner claims, and shows in two cases, that sixeu
dealing, which could include exclusive territoriggstraints although it did not, in
combination with RPM results in “substantial anmirtpetitive effects” because exclusive
dealing when applied by producers restricts insrdrcompetition raising each producer’s
margin, and also RPM intrabrand competition thusraasing retailers’ margins. This
would increase consumer prices, result in welfassés and create entry barriers to protect
the producer’s market pow&t Therefore, Steiner states that RPM in combinaiidth
exclusive dealing restricts both intra- and intartst competitiot® A new competitor
would have to be both a producer as well as ailgigor/retailer to penetrate the market
which is costly and technically difficult to do, &v more so if such a combination of

restraints covers an extensive geographic mafket.

The first market that Steiner shows with signifidarrestricted competition when both
vertical restraints were used is the US contadtgarket, a “monopolistically competitive
market” which could be explained as a competitiverkat with a significant number of
retailers'*? The second market, the US light bulb market, diffeom the first. In contrast
to grills, light bulbs are short-lived, low-costopiucts with a rather inelastic demand curve
(the grills market has an elastic demand curve)chvare bought by customers on a daily
basis without the importance of brand loyaftyThree major US producers of light bulbs
established a collusion and used RPM and exclus®ating. This led to the creation of a
monopolistic power with profits on the 45.7% pramst margin, 82% above the average of

all manufacturing market$? Steiner concludes that this combination of vetieatraints

137 US casesToledo Mack Sales & Service, Inc. v. Mack Trucks,, 530 F.3d 204 (2008)Business
Electronics Corp. v. Sharp Electronics Cqrg85 U.S. 717 (1988\lbrecht v. Herald Cq.390 U.S. 145
(1968);United States v. Arnold Schwinn & C888 U.S. 365 (1967 White Motor Co. v. United State372
U.S. 253 (1963);United States v. Bausch & Lomb Optical C821 U.S. 707 (1944); EU cases: T-
208/0olkswagen AG v. Commissif003] ECR 11-5141; appeal C-74/04@®mmission v. Volkswagen
AG [2006] ECR 1-06585; Commission Decision of 30 (eto 2002: COMP / 35.587 PO Video Games,
COMP / 35.706 PO Nintendo Distribution and COMR /321 Omega — Nintendo; 97/123/EC, IV / 35.679 —
Novalliance / Systemform, Official Journal L 47,/08/1997 p.11; 107/82Allgemeine Elektrizitats-
Gesellschaft AEG-Telefunken AG v Commission oEtB§1983] ECR 3151; also see the empirical study:
P.M. Ippolito, “Resale Price Maintenance: Empiri€alidence from Litigation” (1991) 3Zhe Journal of
.Law & Econ 266-267; further see Chapter 4 “Development ef W Law of Vertical Territorial and Price
Restraints”, Chapter 5 “Development of the EU La&Wertical Territorial and Price Restraints”.

138 See Steiner, “Exclusive Dealing + RPM” 447-476.

139 See Ibid., pp. 447, 456-457.

140 Steiner, “Exclusive Dealing + RPM” 447-476.

1L 1bid., p. 457.

12 1bid., pp. 457-466.

143 bid., pp. 468-469.

%4 bid., pp. 469-470.
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led to high retail prices, prices higher than thbased on a monopoly-monopsony chain, a

monopoly or monopsony competitive market chimn.

3.5. Conclusion

This chapter advocates several points. Firstlyjsitthe existence, importance and
complexity of vertical competition, despite the tfdbat not much has been written in
relation to it. Secondly, bargaining power and Imatizontal market power determines the
existence of VTR or RPM. Thirdly, vertical interaxcts and related market structures and
results are highly complicated and it is diffictdtpredict the effects of certain actions on
competition with any real certainty. For examplemanopolist could tend to negotiate
higher wholesale prices with powerful retailersheamtthan with small retailers as small

retailers buy a smaller number of products thamtheerful ones.

The development and changes in distribution systemes based primarily on new
technologies and technical progress rather thaicaerestraints. The prohibition of RPM
and VTR and changes in their approach have notdeahy obvious changes in vertical

integration.

Vertical interactions among buyers and sellersbaised on different market structures. If
RPM or VTR is used in a monopolistic/oligopolissellers-competitive buyers’ structure,
such conducts will restrict competition. Moreovemainly VTR can lead to

oligopolies/monopolies and thus restrict compatitidf the market is based on a
monopolistic/oligopolistic buyers’ market, this wdulead to lower wholesale prices,
which do not necessary result in lower retail jdeowever, the opposite could be true.
Nonetheless, retailers have both the potentialtia@dhterest to use RPM and even VTR.

Although bilateral monopolies/oligopolies can résaolmore balanced bargaining power,
this does not necessarily lead to competitive pribeit rather to monopolistic prices and
other negative impacts. Nonetheless, such situatawa difficult to predict as there are
other aspects that influence bargaining power aradegjies involving vertical restraints.

This means that even two vertically related contipetimarkets can be based on the
bargaining power of one group at one vertical stage thus can restrict competition and

efficiency. Furthermore, when there is some forntafusion, even a smaller retailer can

15 bid., p. 476.
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pressure a well-established manufacturer to inted®RPM and thus restrict competition.
Finally, combination of vertical restraints leads @n even more harmful restriction of

effective competition.

When considering the vertical chain and verticahpetition, it seems to be impossible to
state with any certainty that arrangements sudRRg and VTR have definite effects on
competition as these effects depend on severarfadvioreover, it is also impossible to
state in advance what the effect of a specificoactin the vertical chain will be. Such a
conclusion might be highly frustrating; howeveryeflects the reality. Nevertheless, it is
important to ensure that competition law and polmgintains effective, fair and free
competition, where each player has equal oppostunithe sense that it is free and not
restricted by others based on, for example, ans&bof bargaining power and thus its
profit fairly reflects how efficient, and not howbasive, its business is, based on the ability

to save costs and innovate.

Bargaining power on its own is not a negative latiher a natural factor which can lead to
innovation, improvement of products and healthy petitive tension$?® However,
bargaining power can be abused and this has natreeegnised in the US antitrust policy
and the EU competition policy, as will be discussedhe following chapters. Abusing
bargaining power includes pressuring a second partggree with vertical restrictions,

such as RPM and territorial restrictions.

146 For example, consider the situation of Walkerspsisuccessfully competing with private labelshie t
UK — Herbert, “Private Labels” 17-18.

53



Barbora Jedtkova Chapter 4: Development of the U/ lod Vertical Territorial and Price Restraints

Chapter 4. Development of the US Law of Vertical Territorial and Price Restraints
4.1. Introduction

This chapter analyses US vertical price and teraltoestraints from a broad perspective. It
is based on the assumption that the law is inflegnzy theories, politics and the social
environment. It explains and discusses them (piiynantitrust legislation and antitrust

development) because these aspects influence ‘cdecisions. The most significant cases
are analysed in this chapter. Their doctrines,|ldggories and development are explained,
logically arranged and argued in the context of faws of the cases. Current and future

policies and their application are also discussed.
4.2. The Sherman Act and the Common Law
4.2.1. The Common Law Era

The modern antitrust law as introduced by the Shar#ct has its roots in the common
law,* which stems from English law and was further depetl by American law.Thorelli
relates the English common law to the period extendrom the Middle Ages to the
American Revolution, and it has influenced antitrdaw ever sincé. National
independence brought a different economic appraattre common law.

One of the most important eras in British historgswthe middle of the 8century, the
industrial revolution, which brought about an utmesed freedom of contract as well as a
freedom of trade and competition. British common, lalthough not specifically relating
to competition, developed several terms used hiyrasit law today: the rule of reason, the

doctrine of conspiracy, restraint of trade andgieserule?

Before the Sherman Act was passed, antitrust vooiathad been judged under the

common law. One of the main differences was thatleu the common law, cartels were

! Senator John Sherman’s speech in the United Ssateate, March 21, 1890, Zbngressional Recora:
2457, 2456.

2 H.B. Thorelli, The Federal Antitrust Policy: Origination of an Aritan Tradition(P. A. Norstedt & Séner,
Stockholm, 1954), 9.

® Thorelli, The Federal Antitrust Policy-10.

* H. HovenkampFederal Antitrust Policy, The Law of Competitiondatts Practice3rd Edn. (Thomson
West, St. Paul, 2005), 53; Thorellihe Federal Antitrust Polic\8-35.
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not considered to be illegal if all they did wasrease prices and did not control the
markets by dividing territories to avoid competitid The common law did not create a
complex system of antitrust la&wlt classified forestalling as a crime of fraud aitd

included purchasing any amount of products on theket!

The common law era was typified by small businesslksere a maker did not use the
services of independent distributors and retailbrg, instead sold and distributed their
products themselves. For instance, a shoemaketlyusnade shoes, repaired them and
sold them. This form of production and distributisras concentrated on small local
markets and was highly vertically integrafed.

After the American Civil War, corporations were natlowed to purchase other
corporations’ shares and stocks. Therefore, stockorporations was placed into trusts.
Several trusts, such as Standard Oil Trust, weweegfal in manipulating markets by such
actions as price fixing The classic common law tolerated most verticatjicas based on
the understanding that the market could regulatepatition itself. Later, in the 1870s and
the 1880s, neoclassicism brought an awarenesseofntperfections of a market that
supported anti-competitive practicés.

4.2.2. The Sherman Act Era

Throughout the existence of the Sherman ‘At¢he concepts of antitrust law, antitrust
policy and economic and legal theories have undergearious changée$. Pitofsky,
Handler and Baker compare changes in US antitigtypto “pendulum narrative there
were active eras in the 1960s and 1970s, replagepabsive eras in the 1980s and a

moderate era in the 1990s. Two extreme periodsetetp create the “golden middle

® See, e.gWickens v. Evand48 E.R. 1201, (1829) 3 Y. & J. 318ljtchel v. Reyondg4 E.R. 347, (1711) 1
P. Wms. 181; Hovenkampgderal Antitrust Policy56.

® K.N. Hylton, Antitrust Law: Economic Theory & Common Law Evant{Cambridge University Press,
2003), 31-37.

" Hovenkamp, “Vertical Integration”, 878.

8 H. Hovenkamp, “The Law of Vertical Integration atié Business Firm: 1880-1960” (2010) [@%va Law
Review365-870.

® G.W. Stocking, M.W. WatkinsMonopoly and Free EnterpriséTwentieth Century Fund, New York,
1951), 80.

1% HovenkampFederal Antitrust Policy60.

' The Sherman Antitrust Act (July 2, 1890, ch. 626 Stat. 209, 15 U.S.C. §§ 1-7).

12 E.T. Sullivan, H. Hovenkampntitrust Law, Policy and Procedure: Cases, Matksj@roblemss™ Edn.
(LexisNexis, Newark, 2004), 1.
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way”.® However, as shown in the analysis below and empthiby Kovacic, this
comparison does not reflect the real historicakeflgyment of antitrust policy precisely and

it simplifies some historical and current issties.
4.2.2.1. The Purpose of the Sherman Act

The Sherman Act passed in 1890. Bork explains thistemce of the Sherman Act
according to the theory of allocative efficiencydatihe theory of distributive justice;
however, there are a few historical facts thataath that these theories do not reflect the
reasons for the Act’s existent®Firstly, besides passing the Sherman Act, Congiksss
passed the McKinley Tariff, one of the largest amast anti-consumer tariffs in history of
the United States of America. As Hovenkamp claimest economists were opposed to
the passing of the Sherman Act at the time bectnesebelieved that large firms ensured
lower prices and higher output. The decade befoee Sherman Act was a period of
declining prices, therefore Congress was not comckrabout consumers paying high
prices; however, the declining prices resultedapiad economic growth. Congress could
have used the Sherman Act as a tool for maintaitiirgeconomic growth caused by the
competitive lower prices. It is also important ighiight that the Sherman Act was passed
before the theory of allocative efficiency was deped’’ Therefore, even if Congress had
considered the impact of low prices on consumedseamonomy, the theory of allocative

efficiency was not the reason for passing the SherAct.

The most accurate reason for the existence of beentan Act could be that Congress
wanted to protect small businesses and thus tdedeaken the power of some strong
combinations and monopolists, such as railway amhdcampanies. Those companies
obtained their monopolistic power due to condititm®ughout and after the Civil Wt.

13 R. Pitofsky, “Proposals for Revised United Sta#erger Enforcement in a Global Economy” (1992) 81
Geo.L.J. p. 195-196; M. Handler, “Introduction” (1990) 2&titrust Bulletin13-21; Early changes — before
World War II: See J.B. Baker, “Competition Policg a Political Bargain” (2005-2006) Antitrust L. J
483.

1 W.E. Kovacic, “The Modern Evolution of U.S. Comitien Policy Enforcement Norms” (2003-2004) 71
Antitrust L.J.377-478.

!5 R.H. Bork, The Antitrust Paradox: A Policy at War with Its€lthe Free Press, New York, 1978) 17-22.
®HovenkampFederal Antitrust Policy49; Sullivan, Hovenkamgntitrust Law,1.

" HovenkampFederal Antitrust Policy49-51.

18 E. Gellhorn, W.E. Kovacic, S. Calkindntitrust Law and Economic§ifth Edition (Thomson West, St.
Paul, 2004), 17-22; D.G. Goyder, A.D. Nedlde Antitrust Laws of the United States of Amer&tudy of
Competition Enforced by Lawrhird Edition (Vermont, 1980), 15; Thorelllhe Federal Antitrust Policy,
54-163.
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The Sherman Act, as an antitrust act, discouragetzdntal mergers and shortened
monopolists’ powet? During the discussion of the Sherman Act in Cosgrassociations

of independent and small businesses were amongakeeffective lobbying organisations
as their existence was threatened by large vdsticalegrated competitors. Moreover,
Senator Sherman could have acted on behalf of embmt oil producers, which

competed with the Standard Oil Company. Companiils strong market and political

power brokered fear and their existence went agdims American ideology which

proposes that anybody can enter and compete itUgenarket. Therefore, the market
should be free to create competitfSriinally, the term “antitrust law” itself indicatékat

the reason for the existence of the Sherman Acttavpsotect small businesses.
4.2.2.2. First Application of the Sherman Act

The purpose of the Sherman Act was to “federalmad make the common law more
effective by creating a statute with jurisdictiomeo more than one state, as stated by
Senator Sherman and confirmed in the casAdafyston Pipé! The statute should have
been used as a tool against (anti) trusts; howewetarted as a process of protecting

competition.

The agreements addressed under Section 1 of tren&hmeAct were unenforceable under
the common law. The Sherman Act prohibited thenthsd the aggrieved party could
obtain damages or injunctions. The obvious elenwnnovelty was that collusions
restricting trade and monopolisation were declaredbe public offences under the
Sherman Act. However, the courts were partiallyueiced by the common law when
applying the Sherman Act. They referenced the comiagv in their decisions using
language not used in legislation, such as ‘“flee serule” and “the rule of reason”.
Nevertheless, the Sherman Act changed courts’ judgés and standards of justification.

This is obvious even in the first Sherman Act caseparticular the oldest casesTofins-

19D, Besanko. ... [et al. Economics of Strategfourth edition, (John Wiley & Sons, Hoboken 2007)6-
178.

% HovenkampFederal Antitrust Policy51-52; HyltonAntitrust Law,37-38; Thorelli,The Federal Antitrust
Policy, 164-234; Stocking, Watkingfonopoly and Free Enterpris&0.

%L Senator John Sherman, @@ngressional Recorgear 1889, 1164)nited States v. Addyston Pipe & Steel
Co, 85 Fed. 271, at 278-291"{&ir. 1898), affirmed 175 U.S. 211, 20 S.Ct. 969@B(“Addyston Pip®;
also see Hovenkampederal Antitrust Policy52; Goyder, NealeThe Antitrust Laws17; Thorelli, The
Federal Antitrust Policy9.
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Missourf? and Joint Traffi¢>, where the court rejected the common law standdrd

reasonableness.

4.2.2.3. The Content of the Sherman Act

The Sherman Act make unlawful multilateral as veslunilateral restrictions (including
vertical restrictions). Section 1 prohibits only ltdateral actions, which could have three
different forms: ®€very contract, combination in the form of trust otherwise, or
conspiracy. However, the courts have simplified these formBerms such as
“combination” and “conspiracy” have not been indivally defined by the US courts;
however, all terms commune with each other and biread definition of the term
“agreement” can be used for &llAn agreement is illegal if it restrains trade ommmerce

as stated in the Sherman Act, however, this regtraust be unreasonable to be illegal, as
specified inTrans-Missour?>

Section 2 of the Sherman Act included unilateral vasl as multilateral conducts.
Unilateral conduct must have a form of monopol®ator be an attempt to monopolise
under Section 2. Case law specified that only harmfonopolisation was illegaf.
Section 2 of the Sherman Act also prohibited matkital conduct in the form okVery
person who ... combine or conspire with any othes@eior persons .. this included all
forms of multilateral conduct specified in Sectibf’ Generally, Section 2 prohibited the
process of monopolisation (not a situation) ifghé as is obvious from language in the

Sherman Act (thonopolization or attempt to monopolizand from relevant case lat.

Violating Section 2 by using vertical practicesrase but not impossibfé. A person can
become a monopolist or use its monopolistic powereasonably by restraining

22 United States v. Trans-Missouri Freight Assk66 U.S.290 (1897) Tfans-Missouri”).

23 United States v. Joint Traffic Assi71 U.S. 505 (1898).

24 CompareTrans-Missouri, 166 U.S. 290 (1897 Addyston PipeChicago Board of Trade v. United States,
246 U.S. 231 (1918)American Column & Lumber Co. v. United Statds7 U.S. 377 (1921)Maple
Flooring Mfrs Ass’n v. United State268 U.S. 563 (1925)Jnited States v. Topco Associaté85 U.S. 596
(1972); National Society of Professional Engineers v. Uhitgtates,435 U.S. 679 (1978)Arizona v.
Maricopa County Medical Societ#57 U.S. 332 (1982).

% Trans-Missouri

% Since the case &tandard Oil Co. v. United State221 U.S. 1 (1911) Standard Oil").

2" American Bar AssociatiorAntitrust Law DevelopmenVolume |, Fifth Edition (ABA Book Publishing,
Chicago 2002), 308 — 313.

%8 See, e.g.Standard Oil Co. v. United Statez21 U.S. 1 (1911)Jnited States v. Aluminum Co. of America
148 F.2d 416 (2nd Cir. 1945).

29 H. Hovenkamp,The Antitrust Enterprise: Principle and Executi¢idarvard University Press, London,
2005), 183.
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competition at the vertical level though its distriors. In particular, monopolists can use
vertical collusions to set high or predatory pricesreate boundaries for other competitors
willing to join the market. The distributors haviélé choice but to cooperate with the

monopolist if they wish to stay in the market. Hoe Section 1 also included collusions
between distributors and a manufacturer having agpoly in the market. The question is

whether these examples should be judged under8er Section 1, as an “agreement”,
considering that one party was pressured by andtheeality, both Sections have applied

in these case?’ It depends on private parties and their actiongrivate litigations as to

which Section will apply in a particular case.

4.3. Vertical Territorial and Price Restraints tingbout the Sherman Act Era
4.3.1. Early PeriodDr. Miles Doctrine

4.3.1.1. Background

Throughout the first period of the existence of 8teerman Act, antitrust law started to
hold an important position in US society. The eetmieen passing the Sherman Act and
the end of the World War | was crucial for formitinge first rules and interpretations of the
Sherman Act. The courts referred to common lawarlyecases of the Sherman Att.
However, the Sherman Act began the developmentdifferent legal field, as discussed
previously. Even though the roots of the rule aisen were set in common I&tvthe
existence of the Sherman Act developed and chatigedpplication of the rule of reason

to accommodate new antitrust 13%.

The Supreme Court stated that the Sherman Act comel@ not all restraints but only
unreasonable restraints of traddn the case oAddyston Pipgethe Court explained that
the term “reasonable” did not mean whether theegria the market were reasonable but

whether the practices, such as setting the priceee reasonabf€.In the case o€hicago

%0 CompareAtlantic Richfield Co. v. USA Petroleum €495 U.S. 328 (1990), Section Wnited States v.
Microsoft Corp, 253 F.3d 34 (D.C. Cir.xert. denied534 U.S. 952 (2001), Section 2.

31 E.g.United States v. Addyston Pjgonnally v. General Construction C@69 U.S. 385 (1926line v.

Frink Dairy Co,, 274 U.S. 445 (1927).

%2 Mitchel v. Reynoldsl P.Wms. 181, 24 Eng. Rep. 347 (K.B. 1711): Thas part of contract law.

¥ SeeStandard Oil at. 31 S.Ct. 502, 55 L.Ed. 619 (191tWjited States v. American Tobacco (221 U.S.,
106, 31 S.Ct. 632 (1911).

% Standard Oil at 3-4.

% Addyston Pipe & Steel Co. v. United Stafégs U.S. 211 (1899), at 235-236.
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Board of Trade 3® the Court stated that the restriction concerned tm have an

appreciable effect on the market and had to réstimpetition to be unreasonable.

Antitrust law and its policy were at the centre adfention throughout the presidential
election in 1912 when the major political partiesmised stronger and stricter antitrust
law.*” The majority of politicians disagreed with the @siruling that the Sherman Act
prohibits only unreasonable restraffitand that the Sherman Act did not include tying
arrangements, Indeed, Congress approved two acts in this respest, the Clayton Act
(1914), focusing on unfair competition and prohitgt anti-competitive forms of tying,
exclusive dealing (83) and price restraints (82)pase discrimination and other unfair
methods of competition. These restraints were allegilso at the vertical level. For
example, if a manufacturer discriminated againgtridutors in price without legal
justification, this would be illegal under §2. Thsecond act, the FTC Act (191%),
established the Federal Trade Commission with tilecgity to enforce antitrust law. The

FTC Act protects not only competition, but also mmers, against unfair practices.

The beginning of the 2Dcentury and the year 1911 were important milestdioe the
existence of vertical restraints case law. Firstherging, including vertical integration,
was seen as suspicious and was consequently crethitle be unwanted and illedal.
Section 2 of the Sherman Act was used to attackiceérintegrationd? This trend
continued in later periods and was reflected intiSec7 of the Clayton Act (1914%.
Secondly, the Sherman Act was in existence forhtyug0 years before the first doctrine
and first case dealing with RPM was discussed bySilpreme Court. Although the courts
had already been applying both the rule of reasmhtheper serule, the Supreme Court
decided to apply a stricter approach, e serule, to RPM case¥. This was a logical

outcome considering the antitrust policy of thegim

% Chicago Board of Trade v. United Stat846 U.S. 231 (1918).

3" H. Hovenkamp, H.A. Shelanski, E.T. Sullivahntitrust Law, Policy and Procedure: Cases, Matkja
Problems6th edn. (LexisNexis, 2009), 669.

% Standard Ol

¥ 'Henry v. A.B. Dick Cp224 U.S. 1, 32 S.Ct. 364 (1912).

“9Federal Trade Commission Act (15 U.S.C. §§ 41a58&amended), most notably, Section 5.

“! Hovenkamp, “Vertical Integration”, 879-880.

2 SeeStandard Ol

“3 Clayton Antitrust Act of 1914 (Pub.L. 63-212, 38 730, enacted October 14, 1914, codified at 15
U.S.C. § 12-27, 29 U.S.C. § 52-53); ddwited States v.Paramount Pictuyed34 U.S. 131 (1948))nited
States v. E.l. Du Pont de Nemours and,363 U.S. 586 (1957).

“4 See below the discussion Bm Miles Medical Company v. John D. Park & Sons @amy, 220 U.S. 373
(1911) (‘Dr Miles”).
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4.3.1.2. The First RPM Doctrine

A) Dr. Miles™

The Dr Miles Medical Company sold medicines thatreverotected by trade secret,
distinctive packages and labels and tradem@rkfie company fixied minimum prices for
both wholesale and retail prices, with the set minn prices part of agreements signed
between the Dr Miles Medical Company and over 4@ wholesalers and 25,000 US

retailers?’

According to the Court, the agreements violatechlibe Sherman Act and the common
law*® The Court stated that vertical agreements fiximices and thus restricting
competition were against the public interest, wllegal and were without reasonable
justification®® While it was not directly expressed that this kifdrestriction was illegal

per se this is obvious from the court’s ruling.

Areeda and Hovenkamp criticise the court for notlgsing the intentions of the
manufacturer to fix retail prices as such an anslysuld have led to the reasonableness of
the restrictior™? Peritz claims that the court, when applying therStan Act, based its
hypothesis on common law doctrines by attemptinfiiis a balance between competition
and property rights, favouring free competittdrHowever, it can be argued that the
Miles doctrine is based on several legal theories:

1) IP Rights as Entitlement to Vertical Restraints

The Supreme Court differentiated statutory IP 8glstich as patents and copyrights, from
other rights including trade secrets. It stated thede secrets protected the process of
manufacturing and, therefore, did not entitle tbidér to have the intrabrand monopolist’s

rights over its products and to freely restrict gatition including RPM?

> Dr Miles Medical Company v. John D. Park & Sons @amy, 220 U.S. 373 (1911).

*®Ibid., at 374.

*"Ibid., at 374, 381.

*® bid. at 409.

**bid., at 408.

0 p_E. Areeda, H. Hovenkampntitrust Law: An Analysis of Antitrust Principlesid Their Application
Volume VIII, Second Edition (Aspen Publishers, Feedk, 2004), 215.

1 R.J. Peritz, “A Genealogy of Vertical Restraintsdine” (1988-1989) 4Biastings L. J516-529.

°2Dr Miles, at 400-403.
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Firstly, the Court asked whether there was anyerbfice between the products produced
by a manufacturer with trade secret and withdthe Court stated that the patents were
granted statutorily; it recognised that an ownethaf patent could use the benefit of the
market control that arises from exclusive manufactu with the aim to promote
invention> However, this case was not based on a statutant gnd, therefore, could not

benefit from the same privileges as the case @&npst’

Secondly, the Court stated that the trade sed@wed the owner to sell licenses. It was
also a subject of confidential communication andoesned the process of manufacturing.
However, the minimum prices were fixed for the prad not for the manufacturing
process and the process was not communicated whiblesalers, retailers and consumers.
Therefore, it cannot be concluded that the tradees@ntitled the manufacturer to control
sales through minimum price setting. The purpos¢heftrade secret in this case was to
restrict others from producing the product as tfeegss of production was sectet.

2) The Theory of Ownership and Freedom

The Supreme Court ruled that the manufactureritesbwnership rights when it sold its
products to distributors and to retailers, and t@sefore not entitled to determine resale
prices and other sales conditions; only the ownéthe products were entitled to do so. In
this case, the distributors and retailers were feedo whatever they wanted to with the
products they owned. The owners of the product must be free to detegrits business

and to compet&®

The Supreme Court confirmed that the previous dextestablished by the common law
that had regulated contracts restricting trade tsabstantially modified” by the Sherman
Act. The Supreme Court recognised public interesth@ most important goal, as it is in
the interests of both individuals and the publattevery person is free and not restricted in

their own businesy.

3 Dr Miles, at 400-401; the Court cited a case on patéBgsnent v. National Harrow Company86 U.S.
70,pp. 92, 93.

* Dr Miles, at 401-402.

%5 |bid. at402.

*5 |bid., at 402-403.

" Ibid., at 404-405.

%8 |bid., at 406.

%9 Ibid., at 406.
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Mr Justice Holmes dissenting opinion overturnedttteory of freedom. He argued that it
was the manufacturer who should have been freeetermdine the retail prices of the
products it manufactured as this was part of thaufaturer's busines8.He explained

that the company had tried to set profitable, asrvdcbnsumers affordable, prices, which
were therefore fair prices. If the price was ndo@fable for the consumers, they would

choose different product$ This idea was partially reflected in the laterecaColgate®?

Firstly, it could be argued that free competititrogld determine the retail prices and not
the manufacturer. Secondly, if the theory of owhigrds applied then, in this case, the
owners of the products were the retailers and thelegalers, and so they should have
been free to determine the prices and not the raatwrer. It can be argued that the
distributors and the retailers know their custonard consumers and should hence be free
to make their own business decisions and deterthimdest and fairest prices for them.
The manufacturer already does this when settingwhelesale prices. Under Justice
Holmes’ scope, the agreements concerned wouldlgieatate retailers’ and wholesalers’

business freedom, which includes the freedom ttheat own prices.

One could reasonably argue that the distributord matailers concerned made their
business decisions on prices when agreeing with nfamufacturer's price policy.
Therefore, the case involved collusion, but the emship theory could not apply as
justification for theper serule. It was the agreement itself that restrictextle. The
affiliated problem was the language used by ther&unp Court, which created the
assumption that the manufacturer itself restriatechpetition by fixing minimum retalil
prices. However, Section 1 of the Sherman Act meguimultilateral conduct, which

existed in this case.
3) Intrabrand monopolists

The Supreme Court did not differentiate betweenabrand and interbrand competition
and different forms of competition. It ruled thdtetentire retailer's competition was
completely foreclosed because the manufacturerrated the prices of all sales by

reaching restrictive agreemefifsit cited Park & Sons$* where the Court of Appeals

% |bid., at412.

®1 bid., at 412.

%2 United States v. Colgate & G®50 U.S. 300 (1919).
% Dr Miles, at 394, 399.
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explained that the kind of practice that set mimmprices and did not allow retailers to

sell to other retailers had destroyed all of thailers’ competition®

Areeda and Hovenkamp assume that the Court beli¢hatl dealers pressured the
manufacturer. They further explain that the manuf&e’s intention to fix RPM would

almost always be pro-competiti?®However, wording used by the Court suggests tiet t
Court assumed that the manufacturer had initigtedptice fixing and the Court did not

differentiate between the foreclosure of intrabrand interbrand competition.

Shores argues that the illegality Bf. Miles is based on two values: economic values,
which are the foreclosure of competition; and doargoolitical values, which protect the
freedom of dealers. He also claims that the objectif the Sherman Act is to protect
economic values and not any oth¥rd\lthough the purpose of the Sherman Act is the
protection of economic values, the theory of owhigrsloes not purely reflect political or
social values but rather sets boundaries betweenghts and responsibilities of different
parties at the vertical level and, thus, it asdilses understanding of those who bear the

responsibility for antitrust condut.

B) Park & Son§’

The case oPark & Sonsintroduced the theory of free riding in RPM. Siamito the case

of Dr. Miles, the Court of Appeals examined the common law ¢tem and the

ownership rules in its decision from 1907. AsDn Miles, the manufacturer controlled
sales and resales of medicine through their digioh system. This distribution system
maintained minimum prices for wholesalers and I&tsiand controlled the sales of
proprietary medicines, initially for patented pratiior products protected by copyrights.
This later included all products protected by traderets® The Court described this as an
absolute elimination of competitidh.Similar toDr. Miles, the Court of Appeals did not

consider interbrand competition or other forms agpetition. It also used wording in its

64153 Fed. Rep. 24.

% Dr Miles, at 399;John D. Park & Sons Company v. Samuel B. Hartm&B Fed. Rep. 24 (Sixth Circuit,
1907), at. 42.

% Areeda, Hovenkamgntitrust Law 213-217.

" D.F. Shores, “Vertical Price-Fixing and the Contr&onundrum: Beyond Monsanto” (1985) Bdrd. L.
Rev.386.

% See Chapter 6 “Theories of Pro-Competitivenegsnii-Competitiveness”.

% park & Sons153 Fed. Rep. 24 (Sixth Circuit 1907).

Olbid., at 26, 41-42.

" bid., at 42.
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decision that the manufacturer had restricted caoitigoe and not multilateral conduct of

the manufacturer and its distributors.
1) Common Law

The ruling on the common law of the Court of Apgeial comparable to the ruling of the
Supreme Court delivered ibr. Miles. The Court of Appeals explained that trade secret
owners were not free to create “exclusive monopuli€herefore, they are prohibited from
controlling trade, in the form of fixing prices f@xample, because the existence of the
trade secret is only based on the fact that theesmis secréf. The common law rule
explains that once a product is sold, the buyerds to do with it whatever it wants;
patents and copyrights, however, are exempt framrtie’® The patent statute gives an
advantage only to the patentee in the form of awlisive monopoly”. If the owner of the
secret process cannot bring the process underdbecpon of the patent statute, based on
the complete publication of the invention, it alsannot claim the advantages from this
statute”* Therefore, the trade secret does not have anycingma and cannot be used as a

justification for, restrictions on trade.
2) Restriction and Free Riding Theory

Considering the fact that there was not a decisioiRPM by the Supreme Court in 1907,
the Court of Appealsle factoapplied the rule of reason to analyse whetherrdsgaint
was reasonabl€. The Court quotedddyston Pipend stated that the restriction could be
ancillary to the purpose of protecting the secretess and its business. It further analysed
the necessity of this restraint asking “whether ib&traint was necessary to the retained
business and therefore ancillary to the principappse of the agreemerff'It concluded
that the system of contracts had restrained trade therefore, the complainant had to
prove that this was necessary for the protectioni®business. However, the complainant

failed to justify this restrictiori’

2 |bid., at 29.
3 Ibid., at 39.
" Ibid., at 32.
S |bid., at 43-45.
8 |bid., at 40-41.
" |bid., at 44-45.
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Surprisingly, in 1907, the Court itself, not thengdainant, expressed the possibility of
using such a restraint to avoid price-cutting, theo words to protect the business and
businesses of its retailers against free ridings Jumstification occurred for the first time.
Nevertheless, this was not proved in this ¢dddowever, as the Supreme Court applied
theper serule inDr. Miles, the free riding theory was not used as justifocator RPM for

a century.

Generally, “competition is desirable” and partiaktriction of competition can only be
allowed under reasonable and necessary circumstageeh restriction must only be
ancillary to require protection. However, the rastt is not ancillary if the only purpose of
the contract is the restriction of competition itasas in this cas€ The question is moot
as to whether the Court would have found this iegin ancillary if the complainant had

introduced the free riding justification as menadrby the Court itself.
4.3.2. New Deal Era: Controversial Era
4.3.2.1. Background

In the 1920s and 1930s, antitrust-theory and patiejpates were full of contrast over
whether to believe in the freedom of the marketswicter antitrust enforcement. The
beginning of this period was significant for freanket policy, as illustrated in the new
Colgatedoctrine. However, in later years and until thd efh World War 11, the ideology
that advocated primarily the protection of smalkibesses became state pofi€yThis
stricter approach was reflected in the caseBafisch & Lomi3* where the court was
suspicious of exclusive dealing. It establishediastper serule, as in the case 8tandard
0il.%2 This rule was less strict than tier serule with regards to tying as the courts

believed that tying was more restrictive than esitle dealing”

" Ibid., at 45.

" Ibid., at 45.

8 HovenkampFederal Antitrust Policy51, 57-58; E.Hawley, “Herbert Hoover and the Shermat, 1921-
1933: an Early Phase of a Continuing Issue” (1989pwa L. Rev1067.

81 United States v. Bausch & Lomb Optical (321 U.S. 707 (1944).

8 Standard Oil Co. of California v United Stat887 U.S. 293 (1949).

8 Gellhorn, Kovacic, CalkinsAntitrust Law and Economic894-395; se@imes-Picayune Publishing Co. v.
United States345 U.S. 594 (1953)nternational Salt Co. v. United State332 U.S. 398 (1947).
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The per serule was also applied in cases of buyer powtandeville Island Farms v.
American Crystal Sugétis one of the oldest cases where buyer power glayenajor
role. The refiners, who were buying sugar beetmfgrowers, were shown to have fixed
prices and such a horizontal buyers’ cartel wasidoto be illegalper se although the
directly injured party was the selléfs.

Throughout the New Deal era, the main economiclatgoand antitrust policy focused on
government regulation which began to regulate s¢wedustries, creating various degrees
of antitrust immunity. The economic ideology of tearly New Deal supposed that
antitrust policy existed to avoid the problems nfagulated markets. This was reflected in
the antitrust policy in strict vertical practicemdamergers after 1935. By that time,
economic theories had already chantfeftr instance, Ronald Coase fully developed the
marginalist theory of firm organisation and struetuHe explained the reasoning behind
vertical integration and vertical interactions amorompanies and argued that it was
cheaper for companies to be vertically integréfddowever, marginalism’s boom began

in earnest several decades |&fer.

Antitrust legislation reflecting policy included @ contradictions. In 1936, the Robinson
Patman Act amended Section 2 of the Clayton Aciclvforbade various forms of price
discrimination. The Robinson Patman Act becameranfare complex statute. It was
passed to protect small firms against unfair, préiscriminative competition from
vertically integrated, multi-location chain stomgkich, Congress believed, could dominate

markets through predation and other forms of ecioanivantage?’

On the contrary to the strict approach, the situatind the view on RPM temporarily
changed when the Miller-Tydings Act permitted state authorise resale maintenance
agreements. This was passed only one year aftéRabinson Patman Atin 1937 and

the exception was broadened in the McGuire®Art 1952. The Act allowed states to

create laws which would permit manufacturers tcossd RPM as unilateral conducts or

84334 U.S. 219 (1948).

% Ibid. at 235.

8 HovenkampFederal Antitrust Policy60 — 61; Hovenkamplhe Antitrust Enterprises.

87 Coase, R. H., “The Nature of the Firm” (1937 onomic (N.S.386, 404.

% Hovenkamp, H., “Vertical Integration”, 4.

8 Clark, D.S. (Secretary, Federal Trade Commissidhg Robinson-Patman Act: General Princple,
Commission Proceedings and Selected Issues, R&taihnel Conference for the Computer Industry, San
Jose, June 7, 199Bttp://www.ftc.gov/speeches/other/patman.sht8/12/2007.

%50 Stat. 693.

%166 Stat. 632.
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even in an agreement with dealers. The acts amdamdorisations were withdrawn by the
Consumer Goods Pricing Aéin 1975.

4.3.2.2. TheColgateDoctrine

The approach to RPM of the Supreme Court was andejude eight years after ruling of
Dr. Miles. The Supreme Court started to change its viewrbdfe 1920s and decided to

follow the ideology of the free market.

A) Colgate® The Reversed Theory of Ownership and UnilateraidTiot

Colgate & Company was a US manufacturer producimgpsand toiletries. It sold its
products through distributors and wholesalers aUi$>* The defendant circulated letters,
telegrams and other lists to dealers requiringaunif prices stating that sales would be
cancelled to those who did not follow its policshefmanufacturer put dealers who did not
follow the policy on a suspended list and businveitis them was terminated. Furthermore,
the manufacturer requested assurances and profrosests dealers to follow the price
policy, many of which were given. In cases where firomise was not given, the
manufacturer refused to sell. Sales were unresttritd all dealers who complied with the

new price policy and gave their assurarices.

The Supreme Court based its decision primarily lo@ tontrol and the disposal of
property®® It explained that the retailer was free to do ket it wanted after it had
bought the product. However, it was also aware ttiatmanufacturer could refuse to sell
its products if they did not respect the manufaatarprice policy. Therefore, the Supreme
Court found this conduct unilateral, contrary t@ tr. Miles doctrine, which involved

agreements between the manufacturer and its déalers

It should be noted, however, that the Supreme Gzhahged its view on the freedom to
make business decisions relating to ownership gjglitecause it stated that the

manufacturer could set retail prices before it ehdts retailers and could terminate

2 See Section 11.5a (89 Stat.801).

% United States v. Colgate & Compa®s0 U.S. 300 (1919).
% |bid., at 302.

% |bid., at 302-303.

% bid., at 305.

" bid., at 305-306.
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distribution on this basis. Rretail prices wouldmally be in the scope of retailers under
the Dr. Miles doctrine. Shores claims that the Court completbignged one of the pillars
established irDr. Miles with regards to upholding the manufacturer’s farado trade.
Moreover, the Court did not discuss another imparéspect oDr. Miles. the economic
impact on trade, the key element of the ShermarAct

The Court stated that except for creating and/antaiming a monopoly, the Sherman Act
did not restrict the rights of a person, in thisedahe manufacturer, freely to choose its
business partners, in other words, with whom it Modeal. This also included the
announcement of conditions under which the manufactwill sell. The Court cited the
case ofUnited States v. Trans-Missouri Freight Associaffomhere the Supreme Court

confirmed that traders were free to sell to whoméhey wished®

However, it could be argued that, firstly, the lalould balance the rights of both parties,
the rights of manufacturers and the rights of distors, and not give preference to
anyone, particularly if preference means that cditipe is restricted. Secondly, the
boundary between multilateral and unilateral condsinot clear in this case as the prices
could not have been maintained if the retailersriiagree and/or comply with the price
policy. Dealers had to promise to follow the pricéiserefore, RPM was based on
multilateral conduct not on unilateral actions. District Court found this conduct illegal
under Section 1 of the Sherman Act claiming thatdbfendant together with the dealers
did not conclude an agreement but instead engagaccombination with wholesalers and
retailers to maintain fixed pricé& Additionally, Gellhorn, Kovacic and Calkins argthet

there was collusion between the manufacturer atsctiealer$®?
B) Frey & Sort®®
Two years afteColgate the courts fully applied th€olgatedoctrine on price fixing in the

case ofFrey & Son stating that issuing letters by a manufacturemftime-to-time urging
its distributors to apply its fixed prices constitd unilateral conducf?

% Shores, “Vertical Price-Fixing”, 387-388.

%9166 U.S. 290, at 320.

190 colgate,307.

191 1bid., at 303-304.

192 Gellhorn, Kovacic, CalkinsAntitrust Law and Economic873.

193 Frey & Son, Incorporated v. Cudahy Packing Compa&®p U.S., 208 (1921).
1% bid., at 213.
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C) General Electrid®

In the case ofGeneral Electri¢ the Court, without changing thger serule, found an
agreement for fixing prices at the vertical levegdl because the manufacturer was an
owner of patents and the distributors were genagents which justified the existence of

price restrictions under the theory of ownership.
D) Bausch & LomB»®

Bausch & Lomthad dealings with Soft-Lite’s distribution systeam, exclusive distributor
of pink tinted lense&’ Soft-Lite bought the non-patented lenses fronptioelucer Bausch
& Lomb and sold them on to wholesalers (who solddtailers) under its trade name
“Soft-Lite”. Soft-Lite’s long-running integrated siribution plan contained a provision,
among others, that wholesalers would provide tkeilees with optical glasses as well and

that retailers provided sales promotions to custsri@

Soft-Lite published a list of prices for wholesaland retailers where it indicated the
prices wholesalers should charge retaitetsSoft-Lite dealt only with wholesalers who
were willing to follow Soft-Lite’s distribution paty, including their price policy. They

were free to distribute to competitors of Soft-Libet Soft-Lite lenses could only be
distributed to retailers who were holders of licehdrom Soft-Lite. If a wholesaler had
delivered to a retailer without the licence, SoteLlwould have excluded the wholesaler

from its distribution-*°

In 1940, after the Miller-Tydings Act introduced axception for states to legalise
minimum price fixing between manufacturers and ritistors, Soft-Lite concluded its
price maintaining contracts in those states. Thstridt Court called these contracts “a

patch upon an illegal system of distribution of @fhthey have become an integral patt”.

1% Ynited States v. General Electric Ca72 U.S. 476 (1926).

1% United States v. Bausch & Lomb Optical G321 U.S. 707 (1944).
197 1bid., at 709-710.

198 hid., at 710-711.

199 hid., at 715.

19 bid., at 714.

1 bid., at 716.
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1) The Theory of Complex Restriction

Among other restrictions, the Court discussed RRMhis casé’? The Supreme Court
explained that each illegal practice in this case to be considered in context and as part
of the Soft-Lite distribution systeft® Therefore, different aspects were recognised as

parts of one illegal conduct and not as differeaparate restrictions.

2) Changing th€olgateDoctrine

The Supreme Court also appli€dlgate however, it can be surmised that this case made
the boundaries of th€olgatedoctrine unclear. The appellant based its clainumitateral
refusals to deal and citgdiolgate The Supreme Court replied that although this cihde
not include written agreements, it went beyond @loégate doctrine saying that Soft-Lite

illegally conspired with at least some wholesatéfs.

AnalysingBausch & Lombn comparison with the two previous casefofgateandFrey

& Son,it is difficult to determine when an action is w@téral and when it is multilateral if
there was no written agreement between the manuwécnd its distributors fixing prices.
Moreover, the Supreme Court stated that it was llysilae seller who made others
comply**® The same language was used in the aforementidded cases on RPM. This
language assumes the existence and imposing cktleg’s power and a lack of free will

on the part of the participants.

3) Luxury Products — Justification

For the first time, the Supreme Court simply claintbat choosing its customers was
essential for Soft-Lite due to the luxurious natofés products and its aim to achieve “the
highest standard of service”, however, the Coud dot classify this as sufficient
justification for vertical restriction5=°

112 |pid., at 717.
13 |pid., at 720.
114 pid., at 723.
115 |pid., at 721.
118 pid., at 728.
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One could argue that services were not the bastfhiéoselection, but price was. Moreover,
such policy based on RPM created a luxurious charaartificially. It was not the
customers who would recognise high quality, nor wake customers who would group
this product among luxury products. Is this contpetiat its most effective? Certainly, the
artificially-created luxury products keep pricegihiand outputs low without further
justification.

4.3.3. Strict Era: the 1950s to the beginning ef1870s

4.3.3.1. Background

After World War Il, the importance of efficiency éreconomic theories increased.
There were obvious influences from the Harvard 8thieory, which was based on the
empirical studies of American industrigg, and the Chicago School theory, which
established its own theory as a reaction to thevaddr School. The school introduced a
revolutionary approach to antitrust theory, whicaswtheoretical rather than empirical, in
the 1950s. It determined economic efficiency asamhgrust goal based on a free market.
The Chicago School believed that inefficiency ocedronly randomly in the market,
arguing that monopolists had no interest in faailitg a monopoly or in narrowing access

in vertically related markets and, thus, vertiestraints were usually efficieht’

However, the antitrust policy of that period wasyvdifferent from the Chicago School.
Throughout the era of Earl Warren, Chief JusticthefSupreme Court, the most important
antitrust policy issue was the protection of sniaisinesses and their “right” to compete
with larger companies. This was the main objeativantitrust law of that time. The Court
was also suspicious of innovation and IP law aniereed a high number of petitiofs.

The Celler-Kefauver amendment, which passed in 1880s, confirmed that market

17 See J. Clark, “Toward a Concept of Workable Coitipat (1940) 30 AER243; W. Kovacic, “Failed
Expectations: the Troubled Past and Uncertain Eutdirthe Sherman Act as a Tool for Deconcentration”
(1989) 74lowa L. Rev1105.

118 See e.g. Bain, J.SEssays on Price Theory and Industrial Organizatitittle, Brown and Company,
Boston, 1972); Mason, E.Economic Concentration and the Monopoly Problgtarvard University Press,
1957); Bain, J. SBarriers to New Competitio(Harvard University Press, 1956).

119 Hovenkamp,Federal Antitrust Policy62 — 63; R. Posner, “The Rule of Reason and thendoi
Approach: Reflections on the Sylvania Decision” {Ip 45 U.Chicago.L.Rev1; R. Bork, “The Rule of
Reason and Per Se Concept: Price Fixing and M&ikégion” (1966) Part 2, 7%ale L.J. 373; further see
Chapter 6 “Theories”.

120 Hovenkamp, “Vertical Integration”, 881-882; Hovemhkp, The Antitrust Enterprisel-6; Kovacic, “The
Modern Evolution”, 464; sedJnited States v. Aluminium Co. of Ameritd8 F.2d 416, 429 (2nd Cir. 1945).
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imperfections had become a priority, which increlafiee strictness of antitrust policy

suppressing innovatiotf!

Inevitably, this had an impact on vertical restteirAmerican agencies became stricter
when dealing with RPM and they also started to p#gntion to vertical non-price
restraints and mergers. Vertical integration waogeised as being usually restrictive in
vertical case$” In 1975, the Consumer Goods Pricing Act emulateel Dr. Miles
doctrine and repealed the Miller-Tydings Act aneé tMcGuire Act. In the 1960s and
1970s, the DOJ, the FTC and the courts were aativdeclaring illegal a wide range of
business conduct with an emphasis on verticalibigton practices?

Although, theper serule was winning over the rule of reason in vaiti@straints®* the
Supreme Court stated in the casé\ofold Schwinf?° that exclusive distributorships were
legal as long as the product concerned competddatlier product$?® Further cases from
this era established some boundaries of legalityefaclusive dealerships. Exclusive
distributorships were subject to challenge whenténetory was unreasonably bro¥d if
their duration was unreasonably |ofg,if the distributor concerned also had exclusive
distributorships with other suppliéfé and if either the distributor or the supplier hed

dominant market positiot°
4.3.3.2. Price Fixing: Changes in t@elgateDoctrine
A) Parke, Davis'*! ColgateDoctrine v.Dr. Miles Doctrine

This case dealt with an allegation against the l&gmehe Parke, Davis Company that they
and their retail and wholesale druggists illegalbnspired and violated Section 1 (and

121 HovenkampFederal Antitrust Policy59.

122 SeeUnited States v. Yellow Cab C&32 U.S. 218 (1947)nternational Salt Co. v. United State332
U.S. 392 (1947)United States v. Griffith334 U.S. 100 (1948)tandard Oil Co. of California v. United
States 337 U.S.293 (1949Brown Shoes v. United Stat&50 U.S. 294 (1962).

123 Kovacic, “The Modern Evolution”383-384, 402; see the cases below.

124 Gellhorn, Kovacic, CalkingAntitrust Law and Economic833-334.

125 Ynited States v. Arnold Schwinn & C888 U.S. 365 (1977).

2% |bid. at 376.

127 United States v. Chicago Tribune-N.Y. News Syreli¢at, 309 F. Supp. 1301 (1970), at 1308-1309.
128 Quality Mercury, Inc. v. Ford Motor Cp542 F.2d 466 (1976), at. 471-472.

129 United States v. BlifZl53 U.S. 308 (1894).

%0 Hershey Chocolate Corp. v. FT@C21 F.2d 968 (1941).

31 United States v. Parke, Davis & G862 U.S. 29 (1959).
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Section 3) of the Sherman Act by maintaining pricearound 600 different Parke, Davis

pharmaceutical products marketed nationally thronbblesalers and retailet¥.

Retailers and wholesalers were informed that theulavlose their supply from Parke,
Davis if they did not maintain the suggested mimmuetail prices. Furthermore,
wholesalers were prohibited from selling to retailevho did not follow the suggested
minimum retail price$®® Each wholesaler and retailer was interviewed iiddially by
Parke, Davis and was informed that every other edaler and retailer had been told the
same. Some retailers refused to assure the companythey would comply with the
suggested resale prices and continued selling b#lese prices. These retailers lost their

supply from Parke, Davis and wholesalers refusesipply to them alst*

Following this, Parke, Davis again interviewed ileta individually. One of the retailers
announced that it was willing to stop advertising tvould not necessarily keep selling
under the suggested minimum prices. Other retdibdimved suit saying they would cease
advertising; their supplies were not cancelled.eAfa month, one retailer started to

advertise again and others followe&d.

The District Court followed thé&olgate doctrine stating that the Sherman Act was not

violated because the actions concerned appeatse uailaterat>®

However, the Supreme
Court argued that the basic difference betweenctse ofColgate and the case dbr.
Miles is that Dr. Miles was based on written contracts between distrisutord the
manufacturer, wherea€olgate did not involve an agreement, it merely protected

manufacturer’s right to deal with whomever they s#ig’

The Supreme Court pointed out that the caseBanfsch & Lomband Beech-Nut® had
narrowed and clarified th@olgatedoctrine. Both cases explained that @wgatedoctrine
included a simple refusal to sell to the distribatavho did not resell at the prices
suggested by the manufacturer. The Sherman Aatdesl not only agreements but also
any other combination, such as when a manufactioes beyond the refusal to séfl The

132 bid., at 30-32.

133 bid., at 33.

13 bid., at 33-34.

13 bid., at 35-36.

136 |bid., at 36.

37 bid., at 38-39.

138 Federal Trade Commission v. Beech-Nut Packing 287 U.S. 441, at 455.
139parke, Davisat 43.
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most important aspect is the actions of the paaiesnot the language, phrases and words

used**°

The Supreme Court explained thRarke, Davisexceeded theColgate doctrine and
fulfilled conditions set in the cases Bhusch & LommandBeech-Nutas Parke, Davis had
not only announced retail prices and stopped supply retailers who were not willing to
follow the price policy, but it had cooperated withiolesalers to avoid the possibility that
retailers would buy from them directly and selldvelthe price“** Moreover, it was willing

to make exceptions for larger retailéts.Parke, Davis not only announced a refusal to
deal, it also discussed the subject with Dart Dand other retailers. Parke, Davis required
and offered assurances of compliance, and withusf it would not have been able to

change its policy®

Mr. Justice Harlan, Mr. Justice Frankfurter and Nuistice Whittaker, jointly dissenting,
argued that the Supreme Codet factooverruledColgate*** Additionally, in Colgate,the
distributors were made to promise the manufactinarthey would follow its price policy.
This case, and the casesBdusch & Lomband Beech-Nut narrowed the boundaries in
that anything more than a pure announcement ot aicy and its observation went
beyond theColgatedoctrine.

B) Simpson v. Union Qff*®

Dr. Miles’s Theory of Ownership

The Union Oil Company sold gasoline. It signed gear agreements with retailers
requiring lessees of retail outlets and that theexship of gasoline remained with Union
Oil until it was sold to consumers. Retailers wergponsible for all personal and property
insurance. An agreement fixed the price of gasphogever Simpson, one of the retailers,
sold gasoline below the fixed price. Union Oil thesfused to renew their lease with
Simpsom-*°

In this case, the Supreme Court confirnizdMiles’ theory of ownership. It found the

agreements illegal, claiming that independent adeahould have been free to make their

140hid., at 44.

141 bid., at 45-46.

142 1pid., at 45.

143 bid., at 46.

144 bid., at 49-57.

145 Simpson v. Union Oil Co. of Californi&77 U.S. 13 (1964).
148 pid., at 14-15.
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own decisions on pricéd’ This means that the Supreme Court shifted itsfdoam the
manufacturer's freedom to make business decisiestablished in th€olgate doctrine,

back to the dealers’ freedom.

4.3.3.3. Maximum Price Fixing

Before vertical maximum price fixing was challengedthe Supreme Court, the case of
Kiefer-Stewart*® discussed horizontal maximum price fixing. Althbughe Court of
Appeals found this kind of conduct legal and bemeafifor competition applying the rule
of reasor”® the Supreme Court ruled that horizontal maximuneepfixing restricted
competition and was illegal because agreementsxtmméximum prices “cripple[d] the
freedom of traders and thereby restrain[ed] theilitg to sell in accordance with their own
judgment”**° Sixteen years after the horizontal case, the Supi@ourt discussed vertical
maximum price fixing in the case @flbrecht! stating that maximum price fixing was

illegal per se

A) Albrecht

The respondent in this case was a publisher ofntibening newspaper, th&lobe-
Democraf distributed by independent carriers. Each cahaat its own exclusive territory
under the condition that the carrier would not extéhe suggested price. The respondent

printed the suggested maximum retail price in #wspapers>?

The petitioner increased the price above the maxirtayel in 1961. The respondent then
sent a letter to the petitioner stating that it idadeliver the newspaper for customers who
did not want to pay the overcharged price. It al@rned the petitioner that it would

terminate their contract if they did not stop sgjlfor the overcharged pri¢e®

The respondent offered the lower price and diretivery to customers over the phone
through a company, Milne Circulation Sales, Incugdy 300 out of the 1200 petitioner’'s

7 bid., at 16, 20.

148 Kiefer-Stewart Co. v. Joseph E. Seagram & Sons, 346 U.S. 211 (1951).
191pid., at 212.

%0 pid., at 213.

131 Albrecht v. Herald C.390 U.S. 145 (1968).

152 1pid., at 147.

%3 |bid., at 147.
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customers switched to the direct delivery from theblisher. Following this, the

respondent granted its 300 customers to anotheecaBeorge Kronet*

1) TheDr Miles Doctrine v. theColgateDoctrine

The District Court applied ther. Miles doctrine, in which it found a violation of Secti@n

of the Sherman Act based on a combination to &aleeprices between the respondent and
the plaintiff's customers and/or Milne Circulati®uales, Inc. and/or George Kroner and
stated that this conduct wper seillegal *>> On the contrary, the Court of Appeals applied
the Colgatedoctrine and ruled that there was no violatiorthef Sherman Act as, firstly,
this was unilateral conduct and, secondly, maximpmce fixing did not establish a
restraint of trade. Moreover, the Court of Appealiserved, rightly, that the maximum

prices were established in exclusive territoff8s.

However, the Supreme Court disagreed with the Gufulfppeals. It argued that there was
a combination because the respondent had gone dhelien‘mere announcement of his
policy and the simple refusal to deal...” as quotadParke, Davis & Cd>’ as the
petitioner was pressured by the respondent andilmeMnd Kroner>®

Mr. Justice Harlan dissenting disagreed with thisterce of a combination with Milne
and Kroner as they had had no special intereshenréspondent’s reason for setting a
maximum price>® He said that there had to be some power geneirateé combination,
simply hiring companies such as advertisers byptelae or delivery companies is not a
combination under the Sherman Act. These are jodsthe respondent could do its&ff.
One could argue that distribution could also beedby the manufacturer; however, the
main difference is that advertising is the advarjompanies’ only business and they do

not, therefore, compete with the distributor andehao interest to drive the distributor out.

154 bid., at 147.

15 bid., at 148.

158 pid., at 149.

157 Albrecht, 149; United States v. Parke, Davis & C862 U.S. 29 (1960) at 44.
158 Albrecht, 149-150.

159pid., at 160.

160 hid., at 161.
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2) Complex Restriction - Exclusive Territories

Unfortunately, exclusive territories were not paftthe petition and hence they were not
discussed before the jury at the lower cdffrtThe Supreme Court expressed that if
exclusive territories had been part of the petitama these exclusive territories had had a
negative impact on the public, then the Court opégds would have had to find the entire
scheme, including both the exclusive territoriesl @dime maximum prices, illegal under

Section 1 of the Sherman A% The Supreme Court obviously followed the theory of

complex restriction discussedBausch & Lomb

3) Intrabrand Monopoly

Mr. Justice Stewart dissented. He partly appliegl ttaditional ideology of intrabrand
monopolies obvious in the oldest cases sucbradMiles. He stated that the respondent
had only protected consumers from being chargedopaistic prices and the exclusive
territories were granted only if the maximum preas not exceeded and this was agreed
by the distributor$®® However, the respondent was not a monopolist els. ftven though

it was the only daily morning newspaper in that mgpality, it is likely that it was
competing with other newspapers and thus did nait Wwarisk a decrease in output and a

subsequent profit loss.

Mr. Justice Stewart argued that both cakesfer-Stewart CoandParke, Davis could not

apply here because they did not include monopadglyets distributed through exclusive
territories. Due to the fact that the reseller wawonopolist in its territory, the protection
of the retailer's free judgement as an objectivé dot apply heré®® The respondent
cannot be liable under antitrust law for not allogiits distributor to hold a complete
monopoly. Therefore, Mr. Justice Stewart concludéthe Court today stands the

Sherman Act on its head®

181 bid., at 153.
182 bid., at 154.
183 |bid., at 168-169.
164 |bid., at 169.
185 bid., at 170.
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4) Restriction — Effect on Competition

The Supreme Court ruled that maximum price fixiagtricted competition. Even though
maximum and minimum price fixing can have differenpacts on trade, maximum price
fixing restricts competition for several reasongektricts the ability of buyers to compete
and, if the price is set too low, the dealer doasshave the ability to furnish services for
customers or to compete at 2ff. There was no other explanation for the illegabfy

maximum price fixing.

One could argue that, firstly, if there are no desalable to compete, the manufacturer
would have to increase the maximum price. If ordgne are not able to compete, this can
simply mean that the others are not as effectivaleders who are able to compete.
Secondly, it is a paradox that by applying fer serule in RPM, the Supreme Court
refused the service-theory justification and bylgpg the per serule in maximum price
fixing, the Court agreed with this theory. Moreqvédre manufacturers can always pay

extra for services while setting maximum prices.

Mr. Justice Harlan dissenting highlighted some @aolal economic considerations. He
claimed that minimum and maximum price fixings eiffd*®’ He said that RPM had its
effect in “higher prices, less efficient use ofaeces and an easier life for resellef®It
lessens intrabrand competition without any impargaof its form, whether distributors
horizontally agree among themselves on this practic it is vertically dictated by a
manufacturet®® He continued his argument explaining that thes®ms including RPM
presented as vertical unilateral policy created lwoations because they were in the
interest of distributors and not that of manufaetsr Theper serule is the correct
approach as there is no acceptance of the proffestification as price floors are fixed in

such case¥?’

However, this is economically different to vertigaimposed price ceilings’* Minimum
price fixing is in the interest of distributors #eey “may treat the product better if they

188 Ipid., at 152-153.
%7 Ibid., at 156.
188 pid., at 157.
%9 |pid., at 157.
170 pid., at 157.
1 |bid., at 157.
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have a secure high margin of profits”; however, thaximum price setting is in the

manufacturer’s interest in avoiding anti-competitactions of their distributorg?

The mere statement of the Court that both practic@sple the freedom of traders” to sell
under their own judgment does not justify the aggilon of theper serule. Even if one of
the objectives of the Sherman Act is to protecedmem and multiplicity of traders, this
itself does not justify the application of thper serule!’® The price ceilings have a
justification in the prevention of distributors c¢bgag monopoly prices and receiving
monopoly profits in situations where the manufaetusssumes that there is insufficient
competition. Therefore, this practice sets prideser to prices which would arise from
intense competition and does not lessen competitidess both parties miscalculate the

maximum price-’*

4.3.3.4. Territorial Restrictions

In 1963, territorial restraints were addressed Hyy $Supreme Court for the first time in
White Motor'’® The strict approach is not necessarily obviougrsttsight here. However,
in this case, the Supreme Court protected a sroaipany that was in compliance with the
antitrust policy of that era. It stated that it aidt have a good knowledge of this kind of
restraint from previous cases, therefore, it didl ceclare itper seillegal but it did not
confirm that the rule of reason should apply to Vdither.® A few years later, territorial
restraints were declared to lper seillegal in Schwinn'’’ however, conducts were

unilateral and legal if territorial restraints werart of franchising systeni&®
A) White Motot"®
In this case, the appellant, White Motor Co., wasamufacturer of trucks and spare parts

for trucks. It sold its products to distributorseatkers and directly to large users.

Distributors then sold the products to users aradetie selected by the appellafit.

12 1pid., at 158.

3 bid., at 158.

1 bid., at 159.

7S \White Motor Co. v. United State372 U.S. 253 (1963).

78 bid., at 263.

7 United States v. Arnold, Schwinn and G&8 U.S. 365 (1967).
178 See below.

179\White Motor Co. v. United State372 U.S. 253 (1963).

180 pid., at 255.
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The appellant instituted agreements with its dstiors and dealers limiting exclusive
territories and persons or classes of persons dch alistributor and dealet¥ The
consumer clause restrained distributors and dedlerm selling to public entities.
Therefore, the only company who could sell truckd ®hite Motor’s spare parts directly
to the public entities was the manufactudféiMoreover, distributors agreed to charge the
same price to dealers as the appellant charged sdikmg its products directly to dealers.
This type of agreement constituted 5% of White Md@o. sales®?

1) Complex Restriction - Price Fixing without angkpciable Effect on Sales

As the percentage of price fixing was low, the Sape Court refused to apply the case of
Bausch & LomB® The Supreme Court stated that price fixing an@mothstraints did not
create “an integral part of the whole distributgystem” as found in the caseBdusch &
Lomh'®® However, it confirmed that theer serule applied in this case of price fixihg.
One could argue that this contradicts the rulinBausch & LombEven if this on its own
involved only a small percentage of sales of thaufecturer’'s products, it was a restraint
and should thus be considered. Indeed, the issgeihé¢he unwillingness of the Supreme
Court to set a precedent on exclusive territogatnaints and to protect a small producer.

2) Effect and Interest

Although the Supreme Court refused to state whetieerule of reason or thger serule
should apply to territorial restraints, it said tth&a vertical arrangement by one
manufacturer [was] restricting the territory of hiistributors or dealers®’ The point is
moot as to just how illegal this conduct was urfSection 1 of the Sherman Act when the
Court expressly stated that the manufacturer jteelfin conduct with others, had arranged

this territorial restriction.

Mr Justice Brennan agreed with the Court that theas not enough knowledge about this

issue; however, he added his opinion because ofidkielty of this cas&® He observed

181 1hid., at 255-256.
182 pid., at 256.
183 bid., at 260.
184 1bid., at 260-261.
185 pid., at 260.
188 |hid., at 264.
187 |bid., at 261.
188 |hid., at 264.
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that, unlike in a franchising system, the agreemeas a disadvantage for distributors and

dealers and therefore the agreements served thafacturer’s interests exclusivel§’

He compared territorial restraints to RPM statihgttthe intrabrand effect could be the
same in territorial restrictions. However, this wast necessarily true of the interbrand
effect as RPM restricts interbrand and intrabraochpetition™®° He did not explain why

he believed so; he only highlighted the appellagé&seral claim that its restriction fostered

interbrand competition’*

3) The Protection of Small and/or New Entities
The appellant argued that the restrictions in qoesvere “fair, reasonable and necessary”
to compete against large competitors; its distrdsusystem was the only method they had
to effectively competé®® The Supreme Court did not deny that such a peatias a

practicable means of a small company to compete aggressive competitot¥’

Mr Justice Brennan also argued that such a rastrictould allow the manufacturer to
penetrate a market if the manufacturer was a stoatipany, or if it started with a “risky”
product, or in order to ensure that its productseweromoted and/or servicédf. He
claimed that these justifications distinguished ifétn horizontal territorial restraints and
from RPMX®° However, as discussed in Chapter 6 “Theories ofGampetitiveness V.
Anti-Competitiveness”, RPM can have the same benefi

4) The Principle of Proportionality

Mr Justice Brennan further stated that a merefjoastion of conduct was not enough, it
had to be proved that the restriction concerned neggssary or proportionate. Therefore,
a comparison must be made between the restrictitrtee@mpetitive effects, including any
possible disadvantages, which distributors must laea the benefits arising from the
restriction. Moreover, the Court must also considkether there are no other means (e.g.

189 hid., at 267.
190 hid., at 268.
191 bid., at 268.
192 1hid., at 256-257.
193 bid., at 263.
194 1bid., at 269.
19 pid., at 270.
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franchising systems) that are less anti-competeivé would introduce the same benefits

as the restriction®®
B) Schwinr®’

The complaint was based on three restrictions afpagition which were held to violate
Section 1 of the Sherman Act:

1. Conspiracy involving price fixing;

2. Conspiracy involving allocation of exclusive teories; and

3. Confinement of merchandise to franchised dedférs.
The government’s appeal concerned only the lasticesn, the distribution limitations

(not price fixing), which included territorial reatnts in a franchising systeft’

In contrast with White Motor, Schwinn was not a eewmer but a well-established

manufacturef®°

Schwinn produced bicycles and spare parts for diesy Schwinn
introduced the aforementioned restrictive conductd952. In 1951, it was the largest
manufacturer of bicycles in the US with a markearshof 22.5%. Its market share
decreased to 12.8% in 1961 and the largest bicgolapany became Murray Ohio
Manufacturing Company, which increased its marketres from 11.6% in 1951 to 22.8%
in 1961. However, Schwinn’s production increaseoulghout these ten years, despite its

reduced market shaf&

One of Schwinn’s methods of sale included salesetailers under the “Schwinn Plan”.
The Plan covered more than half of Schwinn’s distibn, around 75% in 1962. It was
based on a form of franchising which did not prévitie franchisees from selling other
brands but required the promotion of Schwinn présluend purchasing only from a
distributor authorised to sell in that exclusiveritery. The distributors with exclusive

territories were authorised to sell only to thenfraisees and not to other deaféfs.

19 hid., at 270-272.

97 United States v. Arnold Schwinn & C888 U.S. 365 (1967).
198 bid., at 367.

199 pid., at 368.

2001hid., at 374.

201 1hid., at 368-369.

202 )hid., at 370-371.
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1) Complex Restriction

In contrast toWhite Motor the Supreme Court considered territorial andepréstrictions
as part of one illegal conduct following the theestablished ilBausch & Lomblt stated
that there was no need to examine the reasonablemesthe competitive effect in this
case when VTR was “ancillary to the price-fixiA§”or if it was “an integral part of the

whole distribution system” with price-fixing?
2) Theory of Ownership and Franchising Systems

The government argued that once distributors pgeshayoods from the manufacturer,
they could not be territorially restricted in theiales because the distributors owned the
goods?® The Supreme Court agreed with the government'sraegt. The Court stated

that the distributors should have been free tod#eaiho they would deal witf°

However, the Supreme Court further explained thet tase included unilateral conduct
on the part of the manufacturer, based on the Hfiiaing and allocation of territorié8’

The Court claimed that under Section 1 of the Sherct, the outcome was different
regarding whether the manufacturer completely methiownership and the risk of loss or

n 0t.208

The District Court ruled that territorial restrimtis wereper seillegal if used once the
products were sold to distributors. This also a&wplio the restrictions of outlets. Both
situations are unreasonable under the Shermaf’Athe Supreme Court confirmed this,
however it also argued that ther serule did not apply in territorial vertical restii@ns in
franchising systems in cases where the manufacttegerained the owner of the
products?®

Mr. Justice Stewart and Mr. Justice Harlan dissentr. Justice Stewart argued that the
Court did not follow the rule of reason when judgidistribution through sales to

2031bid., at 375-376.

24 gchwinnat 375-376; Baush & Lomb321 U.S. at 720).
205 5chwinnat 377.

208 1hid., at 378.

27 bid., at 378.

208 hid., at 378-379.

209)hid., at 379.

219 1hid., at 379-380; 382.
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wholesalers. The Court found thper seillegal, even though the government asked the
Court to judge this under the rule of readthnThus, it overruled the 4-year old case of
White Motorwithout providing any new data supporting this ref*? However, theper
serule applied only to some territorial restrairtuations and did not apply to franchising

systems, as later confirmed by lower codatfs.

Changing the ownership approach based on franchased non-franchised products,
particularly when the term “franchising” may noteevbe completely correct as the dealers
also distributed other products, is rather demageagd in contrary to the objective of the
law of vertical restraints as discussed in ChagtéObjective of the Law of Vertical
Territorial and Price Restraints”, and the theofyownership itself. In fact, this was a

selective system rather than a franchising one.
3) Effective Distribution

Mr. Justice Stewart claimed that, according to issidSchwinn’s previous distribution
system had been ineffective and had restrictegptbmotion of Schwinn’s products. For
that reason, Schwinn created a new qualitativetiveacand stable” distribution system
which included maintaining services and promotiofisSchwinn chose its distributors
based on qualitative requirements, hence, distdbuvas provided by small companies.
By choosing small companies, Swchinn was able topste with giant chain distributors
and even though profits decreased, sales incréasbtt. Justice Stewart believed that a
franchising system was a way for smaller compattdeompete effectively and efficiently

with larger, integrated compani&$.

Williamson argues that Schwinn’s system was effectn the sense that it assisted the

manufacturer firstly to target its consumers, pdevthem with information and services

L Ipid., at 388.

212 |pjd., at 389.

213T7aj Corp. v. Kalso Systemei68 F.2d 145 (10Cir. 1977);America Oil Co. v. McMullin508 F.2d 1345
(10" Cir.1975);Eastex Aviation v. Sperry and Hutchinson ,G22 F.2d 1299, 1305-1306"(Eir. 1975);
Redd v. Shell Oil Cp524 F.2d 1054, 1057-1058 {1Qir. 1975), cert. denied, 425 U.S. 912 (19B¥pthers
v. Monsanto Cg 525 F.2d 486 (8Cir. 1975), cert. denied, 423 U.S. 1055 (19Hwin K. Williams & Co.
v. Edwin K. Williams & Co.-Eas642 F.2d 1053 {9Cir. 1976), cert. denied, 433 U.S. 908 (197@nel
Sales Corp. v. Lanvin Parfum396 F.2d 398, 406 (2d Cir.), cert. denied, 393.1938 (1968); see Areeda,
HovenkampAntitrust Law 387-388.

2 schwinnat 383.

*1% |pid., at 384.

?1% |pid., at 386-387.
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and simplify the way consumers located Schwinntydles. Secondly, it resulted in a

saving on transaction co<ts.

However, it could be argued that it is not obviedsch system this situation is compared
with when claiming that transaction costs were daué is not obvious why price

restrictions were necessary and whether territogstriction had to be absolute to achieve
such aims, as described by Williamson. It is algmable whether small retail shops made
the search for Schwinn’s bicycles easy, becausemass still had to locate the shops that
sold Schwinn’s bicycles and locating small retdibgs can be more complicated than
locating larger, specialised stores. Moreover, aghWinn aimed its policy at customers
interested in quality bicycles, as explained byllfhson, it is questionable whether small
retail shops were the best option for such custerasrthey have a restricted choice with
which to compare Schwinn’s bicycles. Finally, iugdbe assumed from the dramatic drop
in Schwinn’s market share after introducing its neelicy, that its system was not the
most efficient one or the one with the lowest teanti®n costs. It cannot be claimed that
such a decrease in market share was caused bytila@ee of foreign low-cost bicycles

into the market given that Murray Ohio Manufactgri@ompany was a US company.
Nonetheless, the last part of Williamson's arguregenthich conclude that interbrand

competition was not restrictétf is presumably correct.

4.3.4. Free Era: the 1970s and the 1980s

4.3.4.1. Background

Throughout the period of the 1970s and 1980s, aranlyn throughout Reagan’s
administration, antitrust policy began to focus enaon the economic aspects of

competition and became inspired by the Chicago &dheory, which argued that vertical

restraints enhanced competition and consumer veeffarHovenkamp recognises this

27 0. Williamson,Antitrust Economics: Mergers, Contracting, and Stgic Behaviour(Basil Blackwell,
New York, 1987), 143-148.

218 williamson, Antitrust Economics148-153.

219 Buttigieg, E. Conmpetition Law: Safeguarding the Consumerréste A Comparative Analysis of US
Antitrust Law and EC Competition LagKluwer Law International, 2009) p. 17; Hovenkankederal
Antitrust Policy, 69 — 70; B.G. Macedo “Economics and Law: Inte@ttbetween Equals” (2009, London,
UK) The Handbook of Competition Economics, Globain@petition Review, p.15; Baker, “Competition
Policy”, 522; A. Jones, B. Sufrin, EU Competitioaw: Text, Cases, and Materials, Fourth Edition (@okf
University Press, 2011) 23-30; Gellhorn, Kovacialkihs, Antitrust Law and Economicd; J.W. Burns,
“Vertical Restraints, Efficiency, and the Real Wi5r[1993) 62Ford. L. Rev597, p. 607; W.S. Comanor,
“The Two Economics of Vertical Restraints” (1992)2w.U.L. Rev1265-1266.

86



Barbora Jedtkova Chapter 4: Development of the U/ lod Vertical Territorial and Price Restraints

period as “the antitrust counterrevolution”, cortcating on consumer welfare and
economic understanding of competition as a protessshould maintain low prices, high
output and innovatiof® However, this was still insufficient. Fox arguésit even in this
time the importance of economic efficiency and gropconomic studies were still missing
in antitrust case$:

By the late 1970s, the courts started to narrowntigie range of illegal business conducts.
This continued into the 1980s when antitrust caselsding VTR and RPM decreasé&d.
The DOJ and the FTC did not deal with RPM casefén1980$% From being strict and
very active, the antitrust policy reached a poiritere the competition system was in
danger because antitrust policy had become passit® enforcement. The area of illegal
vertical restraints was also narrow&dlin 1982, the FTC started to take a more tolerant
approach to exclusive dealif@. This freedom and the tolerant approach were new in
antitrust policy compared to previous periods drartconcentration on small firms.

The free approach is also obvious in the casBadforal Cinem&2® which deals with
buyer power, where the buyers agreed not to engagempetitive bidding for films. The
Court applied the rule of reason and ruled thaebsiyrad not decreased consumer welfare
and, thus, trade had not been restricted. Blair Hadison disagree with the Court and
argue that consumer welfare was redu@édlevertheless, in comparison wimerican
Crystal Sugarfrom 1948, where the Supreme Court applied gke serule on fixing
wholesale prices by buyers, the Court obvioushliegm rather more relaxed approach to

the conduct caused by buyers’ power when it didfindtany violation of antitrust law.

In general, the approach to vertical restraints stdisunsettled. In 1985, the DOJ issued
Vertical Restraints Guidelines (“Guidelines 19859, which were withdrawn by the

220 HovenkampThe Antitrust Enterprise?.

221 See e.g. E.M. Fox, “The Modernization of AntitrustNew Equilibrium” (1980-1981) 6€&ornell Law
Review1140-1192.

222 Gellhorn, Kovacic, CalkinsAntitrust Law and Economic#]; Kovacic, “The Modern Evolution”, 383-
384, 463.

223 Except for the last DOJ case issued in 198fited States v. Cuisinarts IndNo. H80-49 (D. Conn. 1980)
— paradoxically, this is the only RPM criminal case

224 Kovacic, “The Modern Evolution’386, 397; E.M. Fox, R. Pitofsky, “The Antitrust Athative” (1987)
62N.Y.U. Law RewW31.

% SeeBeltone Elecs. Corp1,00 F.T.C. 68 (1982).

226 Balmoral Cinema v. Allied Artists Picture885 F.2d 313 (BCir. 1989).

22 R.D. Blair, J.L. “Harrison, Antitrust Policy anddvopsony” (1990-1991) 76ornell L. Re\299-201.

%8 The Guidelines, issued on January 23, 1985 antished at 50 Fed. Reg. 6,263 (Feb. 14,1985) and 4
TRADE REG. REP. (CCH) P 13,105 (1988) (‘the Guideti 1985").
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Assistant Attorney General Anne Bingaman in 1893Guidelines 1985 distinguished
between non-price anper seillegal price vertical restraints. They pointed dhbat any
vertical restraint could have an impact on pricethat was not a reason for the application
of theper serule®? Initially, its existence only minimally influencettivate cases as there
were only two opinions that cited the Guideline83.%hroughout the first 2 years of its
existenceé! In 1985, Congress stated that the Guidelines $888ld not be treated as an
“accurate expression of the Federal antitrust laxvsf congressional intent with regard to
the application of such laws to resale price maiatee and other vertical restraints of
trade”?*> Moreover, Assistant Attorney General William Baxteelieved in the free

market and, thus, favoured overruling e Miles' per serule?3

The approach in private litigation differed. Siylvaniain 1977%** territorial restraints were
declared to be judged under the rule of reasomanhdnder theer serule. Several cases
followed Sylvania in the 1980s in which the Supreme Court confirnted rule of
reasor-> The Supreme Court's view on RPM at the verticalelealso changed.
Distribution was considered an important tool faamafacturers, and for the RPM aspect
of strategies, to enhance interbrand competitiomth€érmore, although the cases on RPM
were ruled under thpeer serule, there were obvious tendencies to limit #depe in cases

in the 1980%%° Business Electronicstressed interbrand competition as the aim of

t3” andCaymeri®® explained that theer serule

competition at the vertical leveChevrole
of RPM applied only to retail prices and not tocps at different vertical levels, such as
wholesale prices. The courts stated that mere stiggeof retail prices without an

obligation to maintain them did not create RPM agrents and were legaf These

22 gee The Guidelines, issued on March 27, 1995jntepr in 4 TRADE REG. REP. (CCH) P 13,400;
Section 605 of Public Law No. 99-180,99 Stat. 1(B6c. 13 1985).

230 see the Guidelines 1985, P 2.3.

231 gSee A.A. Fisher, F.I. Johnson, R.H. Lande, “Do ®J Vertical Restraints Guidelines Provide
Guidance?” (1987) 32ntitrust Bulletin609.

232 gection 605 of Public Law No. 99-180,99 Stat. 1(B&c. 13 1985).

23\, Baxter, “Vertical Practices - Half Slave, Halfee” (1983) 52Antitrust L.J.743, p. 750.

234 Continental T.V. v. GTE-Sylvani433 U.S. 36 (1977).

2% geeCoca-Cola Company, PepsiCo. Inc. v. Federal Traden@ission 642 F.2d 1387 (1981)irst
Beverages, Inc. of Las Vegas and Will Norton v.aR&@own Cola Co. and H & M Sales C&12 F. 2d
1164 (1980).

3¢ SeeMonsanto Co. v. Spray-Rite Service Cogi5 U.S. 752 (1984Business Electronics Corp. v. Sharp
Electronics Corp.485 U.S. 717 (1988).

237 Chevrolet v. General Motors Cor@03 F.2d 1463 {9Cir. 1986), cert. denied, 480 U. S. 947 (1987).

238 Cayman Exploration Corp. v. United Gas Pipe Li#@3 F.2d 1357 (10Cir. 1989).

239 Mesirow v. Pepperidge Farnv03 F.2d 339 (8 Cir.), cert. denied, 464 U.S. 820 (1983)kntsch v.
Texac 630 F.2d 46, 53 (2d Cir. 198Wtorrison v. Nissan Motor Cp601 F.2d 139 (A Cir. 1979);Hanson

v. Schell Oil Cq.541 F.2d 1352, 1357 n.4"(Tir. 1976), cert. denied, 429 U.S. 1074 (19Thphres v.
Shell Oil. Co, 512 F.2d 420, 422 {5Cir.), cert. denied, 423 U.S. 929 (197®)hisholm Bros. Farm
Equipment Co. v. International Harvester C498 F.2d 1137, 1141-1142"(Tir.), cert. denied, 419 U.S.
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changes in the approach to vertical restraints Wwased mainly on the Chicago School’s
doctrine?®® Nevertheless, the inconsistency and overly forstialidecisions without
reasons to differentiate price and non-price retsbns in vertical restraints case law were

criticised by Liebler and Perit?*
4.3.4.2. RPM — Further Limitation of tier SeRule
A) Monsantc®® Existence of an Agreement

The Supreme Court specified that in the case of RR®&respondent had to provide direct
or circumstantial evidence which would exclude plossibility of independent acting by
the manufacturer and non-terminated distributdtsThe evidence presented must show
activities towards collusion on both partf8$The Court argued that even the disclosure of
an intention to set retail prices and marketingtetyy did not prove the existence of
collusion, and that exchanging this kind of infotiba was legitimaté®® Therefore, an
assumption based on indirect evidence was not éntmugrove the existence of collusion.
An exchange of information, including information prices, arises in the normal course
of business and this includes the coordinationctiVies between a manufacturer and its

distributors with the aim to be efficiefft

In Monsantg the Court found sufficient direct evidence of #hastence of an agreement
between Monsanto and its distributors based on:
1. Monsanto’s threats against Spray-Rite to terminlagecontract if it did not raise
prices;
2. Threatening actions against other price cuttersrtishaafter the plaintiff's
termination, followed by maintaining prices by distitors;

3. Evidence of discussions between Monsanto and Spitayen maintaining prices;

1023 (1974)Gray v. Schell Oil C9.469 F.2d 742, 747-748 & n.3"(Tir. 1972), cert. denied, 412 U.S. 943
(1973);Susser v. Carvel Corp332 F.2d 505 (2d Cir. 1964), cert. dismissed, 383 125.

%40 See also, Wegener, R.J., “Dancing with Dinosauising Legal Analysis to Determine the Role of
Vertical Non-Price Restraints in Competition Stggfe(March 6, 1997) American Law Institute, ALI-ABA
Course of Study (Westlaw, 12/2007); Liebeler, W:Resale Price Maintenance and Consumer Welfare:
Business Electronics Corp. v. Sharp ElectronicpCqd988-1989) 36JCLA Law R.889-913.

241 See W.J. Liebler, “Resale Price Maintenance anus@mer Welfare: Business Electronics Corp v. Sharp
Electronics Corp.” (1988-1989) 38CLA Law Rev889, pp. 889-913; Peritz, “A Genealogy”, pp. 57765

42 \Monsanto Co. v. Spray-Rite Svc. Corb5 U.S. 752 (1984).

>3 bid., at 757, 764, 768.

> Ipid., at 764.

2% |pid., at 762.

248 |pid., at 764.
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4. A newsletter for distributors published prior t@ ttermination of Spray-Rite urging

distributors to follow Monsanto’s policy/’

The Court also confirmed that there was evidenad the termination was part of

collusion?*®

B) Business Electronic¥® RPM or Non-Price Restraint?

The Supreme Court went furtherBusiness Electronithan inMonsante mainly because

it stated that any collusion between a distribldod a manufacturer to terminate an
agreement with a price cutter was mar seillegal unless there was an agreement on
RPMZ*°

The respondent, the Sharp Electronics Corporatizamufactured electronic calculators.
The petitioner, Business Electronics, became tldusive retailer of Sharp Electronics
calculators in the Houston Area in Texas in 196Be Tespondent appointed another
retailer, Gilbert Hartwell, in the same territory1972%°*

The respondent published a list of suggested netiaiés but there was no evidence that the
retailers were obliged to follow these prices. Pe¢itioner’s prices were often below the
suggested prices and, generally, its prices wexerlahan Hartwell’s prices, which were
only seldom below the suggested minimum pricestw#dr complained to the respondent
about the petitioner’s prices several times gitimg respondent an ultimatum in June 1973
claiming that they would terminate the contractegslthe respondent finished dealing with
the petitioner within 30 days. The respondent teatad the contract with the petitioner in
July 1973. Although the Court raised a questiotoaghether the respondent had been free

riding on Hartwell's educational and promotionahvsees, it did not examine it furthét?

> |pid., at 765-768.

%8 |pid., at 767.

249 Bysiness Electronics Corp. v. Sharp ElectronicspGat85 U.S. 717 (1988).
0 |pjd., at 726-727.

L |pid., at721.

%2 |pid., at 721.
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1) Limits of Application of thé>er SeRule

The Supreme Court set the boundaries for the agiit of theper serule. It argued that
certain categories of agreements were illggal sebecause they were “manifestly anti-
competitive” and tended to “always or almost alwagstrict competition and decrease
output”??® The restriction concerned must have an obviousnotstrable economic

impact on trade to apply thper serule?®*

Interestingly, the Court highlighted that tiper serule was not justified in this case
because the simple cancellation of distributiora tgprice cutter” based on an agreement
between the manufacturer and its second distritwittiout the existence of an agreement
on price or minimum price setting did not demortstra restriction of competition or a
reduction of output>® One could argue that the conduct in question seifve purpose of
maintaining the prices and therefore it cannotthted that this was a non-price restriction.
Moreover, the Court confirmed the existence of greeament between the manufacturer
and its distributor who agreed to terminate itslidga with the price cutter. Indeed, the
only reason for the termination was that the pda#er did not maintain the suggested

prices.

Justices Stevens and White disagreed with the Myjon the Supreme Court that this
practice was a non-price vertical restraint. Rathieey claimed that it should have been
considered as a non-price horizontal restraint,revlo@e or more distributors boycotted a
manufacturef>® Such situations are also described by Steiner, alhons that it is
common practice and that such situations resutt facsignificant bargaining power on the
part of the retailer®’ He also argues that the market data indicates Business
Electronics Corp. had lower prices not becausead free riding but because it was more
efficient than Hartwell. However, Hartwell possassgnificant bargaining power and,
therefore, Sharp decided to comply with Hartwetlamand to keep a higher profit from
the Hartwell purchas®? It can be concluded that the Court agreed wittedimsing

2% |bid., at723.

% |bid., at 723 - 724.

> |bid., at 726-727.

> |bid., at 736.

%7 R.L. Steiner, “How Manufacturers Deal with the deriCutting Retailer: When Are Vertical Restraints
Efficient?” (1997) 65Antitrust LJ414-416; also see W.S. Comanor, “Antitrust Potioyard Resale Price
Maintenance Followingieegirf (2010) 55Antitrust Bulletin67-69.

28 Steiner, “Price-Cutting Retailer” 418-419.
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competition for the more efficient competitor, wiies contrary to the objective of

effective competition.
2) Vertical Price v. Vertical Non-Price Restrigi®

The Supreme Court believed that there was “a sagmf distinction” between non-price
and price vertical restrictions in that the priestrictions tended to reduce interbrand price
competition because they “facilitate[d] cartelizirfg” With regards to non-price vertical
restraints, the Supreme Court, citi@3 E SylvaniseandMonsanto took the approach that a
presumption in favour of a rule-of-reason standavehys existed*® Therefore, the Court
required a demonstration of the existence of “ecanceffect, such as the facilitation of

cartelizing.#*

Unfortunately, the Court did not base its claim amstinction on any economic or market
study. Thus, it is difficult to agree that vertigaice restraints usually facilitate cartels and
that non-price restraints normally do not and, edjehat this statement should constitute a
distinction between non-price and price verticadtnants for the application of two
different rules: theper serule and the rule of reason. Finally, it is difficto agree that this

practice was not a vertical price restriction.

Justice Stevens recognised that the agreementop dgalings with the petitioner
eliminated price competitiof?? This supports the petitioner's theory that theeagrent
had the same effect as a price-fixing agreerffénindeed, the manufacturer and the
second distributor boycotted the first distributergh the purpose of eliminating price-
cutting. When entities multilaterally maintain apdrsue set prices and stop dealing with
entities that do not follow the set prices thignsfact, the core aspect of RPM.

3) Justification: Providing Services and Free Rdi

The Supreme Court assumed that the manufacturedsons for termination were to

ensure the provision of adequate servi€&slon-price vertical restraints can lead to higher

29pid., at 725-726.
260 |hid., at726.
21 |pid., at 726.
22 |pid., at 744-745.
263 |pid., at751.
24 pid., at 727-728.
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prices but have the aim of ensuring services aoppstg free riders. This can be seen as
the true motivation for its applicatiGh> However, based on the existence of exclusive
territories, this motivation can be difficult togqwe because it is possible the manufacturer

simply dislikes cutting price®?

Justice Stevens said that eliminating price cortipatidid not absolutely assure the
increase of service competition and, thereforepétter marketplace for consumef&’”
However, there was the certainty of the eliminatdrprice competition. This was just a
theoretical possibility of not even providing inased services. Thus, Justice Stevens did
not see the service justification as effectiveifizstion.?*® Simply, this practice had its
sole object in the restriction of trade, thus itswet a pro-competitive vertical non-price
restrain?®® The purpose of this practice was to “eliminate@rompetition at Hartwell's
level” and, thus, it was naked restrdifft.Moreover, the Court of Appeal clarified this
conduct when Hartwell followed the suggested priaed pressured the manufacturer to
terminate the contract with the second distribub@sause the cutting of prices was seen as

evidence of the existence of an agreemént.

The lower courts had been following the SupremerCauings and applied the limits set
in MonsantoandBusiness Electroni¢svhich narrowed theer serule for decade$? The

approach was changed in the caskesfginin 2007, discussed below.

2% |bid., at 728; 731.

2% |hid., at 728.

*°7 |bid., at 756.

288 |bid.

29 |pjd., at 757.

2% |pjd., at 757-758.

21780 F. 2d 1212, at 1219 (CA5 1986).

272 Business Electronicapproach andlonsantoapproach£uromodas, Inc. v. Zanella, Ltd368 F. 3d 11
(2004);Ezz0’s Investments, Inc. v. Royal Beauty Suppty, 243 F.3d 980 (2001Beach v. Viking Sewing
Machine Co,. 784 F.2d 746 (1986)ink v. Mercedes Benz of North Amerig88 F.2d 918 (1986National
Marine Elec. Distribs., Inc. v. Raytheon C878 F.2d 190 (1985).

Business ElectronicapproachMiles Distribs., Inc. v. Speciality Constructionadds, Inc. 476 F.3d 442
(2007); Rossi v. Standard Roofing, Ind.56 F.3d 452 (1998)the Jeanery, Inc. v. James Jeans,,|B849
F.2d 1148 (1988)t.omar Wholesale Grocery, Inc. v. Dieler's GourmeioHs, Inc. 824 F.2d 582 (1987);
Richards v. Neilson Freight Line810 F.2d 898 (1987farmet District, Inc. v. Belk Stores Services, ,Inc.
799 F2.d 905 (1986McCabe’s Furniture, Inc. v. La-Z-Boy Chair C@.98 F.2d 323 (1986Morrison v.
Murray Biscuit Co, 797 F.2d 1430 (1986YVestman Commission Co. v. Hobart International,|l@e6 F.2d
1216.

MonsantoapproachCountry of Tuolumne v. Sonora Community HospRab F.3d 1148 (2001pmerican
Distributing Corp. v. ACS Communications, |n290 F.2d 223 (1993);ovett v. General Motors Corpo98
F.2d 575 (1993)International Logistics Group, Ltd. v. Chrysler @ar884 F.2d 904 (1989H.L. Hayden
Co. v. Siemens Medical Systems, ,I€79 F.2d 1005 (1989)Parkway Gallery Furniture Inc. v.
Kittinger/Pennsylvania House Group, In878 F.2d 801 (1989}.J. Inc. v. Int'l Telephone and Telegraph
Corp, 867 F.2d 1531 (1989)inn v. Edna Hibel Corp.858 F.2d 1517 (1988Ryko Mfg. Co. v. Eden
Services823 F.2d 1215 (1987¢ulberson Inc. v. Interstate Elec. C821 F.2d 1092 (1987D.S.C. Corp. v.
Apple Vommuter, Inc792 F.2d 1464 (1986Rumps & Power Co. v. Southern States Indt87 F.2d 1252
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4.3.4.3. Territorial Restraints
A) Sylvanig™

The respondent, GTE Sylvania Inc., a manufactufetelevision sets, adopted a new
franchise plan in 1962 selling directly to its skeafranchised retailers and granting each
retailer one non-exclusive territory. Sylvania hopleat this new distribution system would
increase its market shaté.The new franchise plan was a success with Sylisnarket

share increasing approximately 5% between 19621868. At the time, the company was

the eighth largest manufacturer of colour televisiets in the US"

In 1965, Sylvania decided to franchise Young Brothan established television retailer in
San Francisco, as an additional retailer becaus@idg was not satisfied with the existing
retailers’ sales in that geographical market. Tiggpsed location for Young Brothers was
approximately one mile from a retail outlet opedaby the petitioner, Continental T.V.,
Inc., which was a successful Sylvania franchiseenti@ental did not agree with the
location for the new retailer claiming that it wagainst Sylvania’s marketing policy, to
which Sylvania disagreed. Continental then replazdarge order of Sylvania’s products
with televisions from Phillipd’® At the same time, Continental was negotiating with
Sylvania for the opening of a new store in SacramenCalifornia. Sylvania refused and
terminated Continental’s franchis&s.

Among other complaints, Continental claimed thaw&yia had violated Section 1 of the

Sherman Act by entering into franchise agreemémtyding territorial restraints’®

(1986); Burlington Coat Factory Warehouse Corp. v. Espet@orp, 769 F.2d 919 (1985)erry’s Floor
Fashions Inc. v. Burlington Indus., In@.63 F.2d 604 (1985)\Vorld of Sleep Inc. v. La-Z-Boy Chair Co.
756 F.2d 1467 (1985);andmark Development Corp. v. Chambers Corp2 F.2d 369 (1985).

Cases finding sufficient evidence of collusio#dvord-Polk, Inc. v. F. Schumacher & C&7 F.3d 996
(1994);Big Apple BMW, Inc. v. BMW of North America, |74 F.2d 1358 (1992pelLong Equipment Co.
v. Washington Mills Abrasive G887 F.2d 1499 (1989)saksen v. Vermont Castings, In825 F.2d 1158
(1987); Tunis Bros., Inc. v. Ford Motor Co823 F.2d 49 (1987)Helicopter Support Sys. v. Husghes
Helicopter, 818 F.2d 1530 (1987Rimidovich v. Bell & Howell803 F.2d 1473 (1986McCabe’s Furniture
Inc. v. La-Z-Boy Chair C9.798 F.2d 323 (1986Arnold Pontiac-GMC, Inc. v. General Motors Car@86
F.2d 564 (1986)Victorian House, Inc. v. Fisher Camuto Cqrg69 F.2d 466 (1985)ragale & Sons
Beverage Co. v. Dill760 F.2d 469 (1985).

213 Continental T.V., Inc. v. GTE Sylvania 433 U.S. 36 (1977).

2" |bid., at 38.

*’ |bid., at 38-39.

27 |bid., at 39.

*"7 |bid., at 39-40.

?"% |bid., at 40.
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1) Ownership

In contrast withSchwinn where the Supreme Court stated that Schwinn h&gswner of
its products, in this case the Court ruled thatv&yla had passed the ownership of its
products to Continental? Thus, undetSchwinn the Court should apply theer serule
unless this case fell outside tBehwinndoctrine?®® Furthermore, the Court’s language
brought some confusion as it used the term “frasiobi in this case and it was the
franchising system that was exempt from plee serule underSchwinn Indeed, the Court
did not clarify the meaning of the term “a franchgs system” in both cases and it is

arguable whether Sylvania’s system was a genuareffrising system.
2) Intrabrand v. Interbrand Competition

The Court observed that the restraint in questmuriccreduce intrabrand competition and
simultaneously stimulate interbrand competitiéhThe Court recognised that intrabrand
competition had been reduced because the numbsellefrs had been limited by and
within VTR.?®2 This observation of the difference between intabr and interbrand

competition was not discussedSehwinr?® In contrast t&Schwinn Sylvania held a small

market share and its products were competing witihuber of substitutive TV sets.
Therefore, at the interbrand level, consumers \abte to switch to other products easily.
Moreover, the practice potentially promoted intartt competition because of the small

market share and the existence of other competitdte competitive markét?

Steiner disagrees with the Court’s arguments aptaas that the restriction of intrabrand
competition did not increase interbrand competitiothis case but competition in general
was restricted®® Furthermore, it is questionable whether being #ighth biggest

manufacturer of colour TV sets in the US in the G9@reates “a small market share”.
Nonetheless, this must be determined from the matkares of other competitors in the

relevant market.

2 Ipid., at 45.

280 gylvania,at 45-46:Schwinn at 378.

8L gylvania,at 51-52.

?82 |bid., at 54.

*%3 |bid., at 52.

*%4 |bid., at 65.

2 R.L. Steiner, “Sylvania Economics — A Critique’d9@1) 60Antitrust L.J 41-59; further see
Chapter 3 “Vertical Competition and Structure”.
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3) Justification: Providing Services, Penetratimng Market

The Supreme Court listed several benefits of VTiRstly, the manufacturer who wishes to
penetrate the market can use VTR to motivate egfatio sell its products and to cover
investments. Secondly, established manufacturemsusa VTR to facilitate promotion

and/or services which influence the competitivenessts products and eliminate free

riders?8®

The Court therefore reasoned that there was ndigasion for the distinction between
“sale and non-sale transactions” as introduceBcimvini?®’ The Court overrule@chwinn
explaining that theper serule was not justified as VTR also had pro-contpetieffects,

thus returning to the rule of reastfi.

Marvel, Baxter, Peritz, Gellhorn, Kovacic and Cakibelieve that the effect on
competition of both RPM and VTR is similar with awen higher probability of anti-
competitiveness than RPM and, thus, they argueahieatistinction highlighted iBylvania

is unreasonabl&® Moreover, the Court did not explain specificallpat is and what is not
a price and/or a non-price restraint. Such diffeagion was essential for making the right
choice of the rule that the courts should haveiagpfor instance, exclusive territories will
probably affect price§ Therefore, is this a price or a non-price restaifhis distinction
is confusing for US courts even today, as will Eedssed beloi?*

Finally, Sylvaniadid not clarify how the rule of reason should gpl VTR. In the 1980s,
after Sylvania the courts confirmed the application of the rofeeason in cases dealing
with territorial restraint$®? Judge Posner argued that use of the rule of reasoertical

8 gylvania, at 55; see als®ylvania,at 56: Bork, “The Rule of Reason”; W.S. Commanor, “Vertica
Territorial and Customer Restrictions: White Motord Its Aftermath”, (1968) 8Harv. L. Rev 1419; A.
Phillips, “Schwinn Rules and the ‘New EconomicsM#rtical Relation”, (1975) 4Antitrust L.J, 573.

87 Sylvaniaat 57.

?%8 |pid., at 57-59.

289 14 P. Marvel, “Resale Price Maintenance and ReBdles: Paying to Support Competition in the Market
for Heavy Trucks” (2010) 55Antitrust Bulletin 84; Gellhorn, Kovacic, CalkinsAntitrust Law and
Economics334, 366-367, Peritz, “A Genealogy”, p. 511; Baxi&tF., “The Viability of Vertical Restraints
Doctrine”, (1987) 7%Calif.L.Rev.,933.

2% 5ee Gellhorn, Kovacic, Calkin&ntitrust Law and Economic866-367.

»91 seeToledo Mack Sales & Service, Inc. v. Mack Truaks, 630 F.3d 204 (2008).

292 SeeDarrell Murphy v. Business Cards Tomorrow, n@54 F.2d 1202 (1988)ssam Drug Co. v. Miller
Brewing Co, 798 F.2d 1430 (1986@Beach v. Viking Sewing Mach. C&84 F.2d 746 (1986)Dart
Industries, Inc. v. Plunkett Goz04 F.2d 496 (1983NMesirow v. Pepperidge Farm, In@03 F.2d 339, cert.
denied, 464 U.S. 820 (1983)BL Enters., Inc. v. Jhirmack Enters., In698 F.2d loll, 1016, cert. denied,
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restraints was wrong and unfeasibléreality confirms this. Since that period, terriabr
restraints have all but disappeared, not just iolipuut also in private litigations. There
are two reasons for this. Firstly, the test of rile of reason is set in VTR in the way that
it presumes that these restraints increase effigiand should thus be leddf. Secondly,
the rule of reason litigation, including burdenpobof, is too expensive and complicated
for private parties, mainly small companies, to and win the case.

B) First Beverages”®

The appellants, First Beverages and Will Nortorainsed that Royal Crown Cola, a
producer of soft drinks, had violated Section thaf Sherman Act because it had vertically
imposed exclusive territorié&® Exclusive territories became typical practice ddrmajor

soft drinks producers after the application ofthie of reason iBylvania®®’

In this case, the Supreme Court confirmed the absalpplication of the rule of reason in
VTR.?®® The appellants had taken their claim to the Dist@ourt before the Supreme
Court overruled thger serule in Sylvania, therefore it is difficult to dmine what kind

of claim and supporting evidence they would havweoduced if they had known that the
case would have been judged under the rule of nedsdhe appeal, they tried to persuade
the Supreme Court that their case should be viewme@r theper serule and not under the
rule of reason; if decided under the rule of reaslo@ appellant required a new trial. Both
claims were refused by the Supreme CoUtt.

464 U.S. 829 (1983Mendelovitz v. Adolph Coors C&93 F.2d 570 (1982pavis-Watkins Co. v. Service
Merchandise C0.686 F.2d 1190 (1982), cert. denied, 466 U.S.(@384); Muenster Butane, Inc. v. Stewart
Co, 651 F.2d 292 (1981ponald B. Rice Tire Co. v. Michelin Tire Coyr38 F.2d 15, cert. denied, 454
U.S. 822 (1981)Cowley v. Braden Indus., Inc613 F.2d 751, cert. denied, 446 U.S. 965 (1980%t
Beverages, Inc. v. Royal Crown Cola C612 F.2d 1164, cert. denied, 447 U.S. 924 (19B@); Rio
Distribution Inc. v. Adolph Coors Cdb89, F.2d 176, cert. denied, 444 U.S. 840 (1979).

2% posner, R.A., “The Next Step in the Antitrust Treent of Restricted DistributiorPer SeLegality”,
(1981) 48U.Chicago L.Rey 6.

““Burns, “Vertical Restraints”, 615-616; D.H. Ginsbuf'Vertical Restraints: De Facto Legality undee th
Rule of Reason”, (1991) 68ntitrust L.J, 67.

2% First Beverages, Inc. of Las Vegas and Will NonoRoyal Crown Cola Co. and H & M Sales (0812

F. 2d 1164 (1980).

2% |bid., at 1166.

29 First Beveragesat 1166; See In r€oca Cola Cq.No. 8855 (F.T.C. April 25, 1978), Trade Reg.Rep.
(CCH) Supp. No. 330; In reepsiCo, Inc.No. 8856 (F.T.C. April, 1978).

*% |bid., at 1170.

29 |pid., at 1170-1171.
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C) Business Cards Tomorrdt

1) Test for Exclusive Territories

The Court of Appeals set the test for the detertiunaof a violation of Section 1 of the
Sherman Act based on vertical exclusive territoridss test consisted of three elements,
which includes the importance of intention as vaslithe actual restriction:

1. The existence of an agreement;

2. Intention to harm or restrict competition;

3. Actual restriction or injury of competition thatdhan impact upon competition in a

relevant market®?

The plaintiff argued that the exclusive territoriesd caused some prices to be artificially
high3°? The Court did not find this allegation sufficiettt prove that this franchising
system affected the competitiveness of the entinelesale thermography market. The
court was of the opinion that it only showed the franchising system was in Business-
Cards-Tomorrow and his franchisees’ economic istsrelherefore, the plaintiffs did not
prove the cause of an anti-competitive eff@ttlt could be deemed necessary that,
generally, this practice increased prices and pneeuld be lower without such practice,
and for this reason the practice violated antitdast. Moreover, it should not be a
legitimate argument if, for instance, a monopatistms that it is in its interest to charge

monopolistic prices.

2) Importance of Interbrand Competition

Analysing the restrictive effect, the Court of Apje stated that the effect on intrabrand
competition was irrelevant. The plaintiffs themssvagreed that interbrand competition
was intense and faced substantial competition Vath barriers to entry in the local
wholesale thermography market. Thus, there was mmifisant restriction on
competition®®* However, as argued above, it is difficult to prowmt the conduct in
question influenced competitors’ prices, particiylan private litigation, because it can be

complicated, costly and maybe even impossible to fas information from other

%0 Darrell Murphy v. Business Cards Tomorrow, |r@54 F. 2d 1202 (1988).
%L |pid., at 1205.
%02 pid., at 1205.
%93 |pid., at 1205.
%% Ibid., at 1205.
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competitors who are not part of the litigation sot@ compare and evaluate the necessary

and relevant data.
4.3.5. The Rule of Reason Era: the 1990s and Ndlerviium
4.3.5.1. Background

Throughout the Clinton and most notably Bush pmasiiks, antitrust policy and its
possible changes were not considered top priordied presidential elections did not
highlight antitrust policy on their list of discisa points®® Baker explains that this
decline in political interest in antitrust policyaw caused by creating a balance between
consumers’ and producers’ interests throughout dbeelopment of antitrust laf®
Clinton’s newly appointed officials were inspireg Post-Chicago” economic concepts
and began to increase their investigation and ingrtheir antitrust enforcement by

adopting the leniency policy, for exampf&.

The recent situation of antitrust law and policyldobe considered more soundly-based.
Nevertheless, the law of vertical restraints hamaieed unsettled and the rules have
continued to chang®® The 1980s were the last decade when VTR reacte&upreme
Court and the Court of Appeals. Rather, both thel@6d the FTC have been dealing with
“more serious” restraints than VTR. Furthermorethia case o€onsulting®*® the Court of
Appeals stated that exclusive distributorships wipresumptively legal”; however, the

presumption of legality of VTR is based on a lalstodies in this mattet

The FTC and the DOJ began to be more active in RB8¢s. In 1991, the FTC and the
DOJ brought their first RPM cases after a decatién 1995, the DOJ issued new

Guidelines explaining the meaning of resale priGntenance as any vertical collusion

%05 Baker, “Competition Policy”, 483; Kovacic, “The Mern Evolution”, 377.

3% Baker, “Competition Policy”, 483-530.

397 Gellhorn, Kovacic, CalkinsAntitrust Law and Economic$i].-VIIl; DOJ, “Corporate Leniency Policy”
(08/10/1993); DOJ, “Individual Leniency Policy” (®/1994).

%% see below.

39 E&L Consulting, Ltd. v. Domain Indus., Lid427 F.3d 23 (2d Cir. 2006gert. denieg 128 S.Ct. 97
(2007).

10 5ee Chapter 1 “Introduction”.

$ILETC caseskreepy Krauly, U.S.A., IncDkt. C-3490, 5 TRADE REG. REP. (CCH) P 23,46391)9- it
finished as consent ordedintendo of America, IncFTC File No. 901-0028 (April 10, 1991) — proposed
consent order;

DOJ casesUnited States v. Playmobile U.S.A., Int995-1 Trade Cas. (CCH) 71000 (D.D.C.19%9%)ijted
States v. California SunCare, 1n4994-2 Trade Cas. (CCH) 70,843 (C.D. Cal. 1994)7.
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when independent entities “agree to fix, raise,dgwnaintain or stabilize the price at

which goods or services will be resoft®.

In 1997, theper seapproach to RPM was changed when the Supreme Guwertuled

313

Albrechtin the case oKhan>"” stating that the rule of reason applied when theimmam

price was maintained. Horizontal agreements amoagufacturers imposing maximum

prices on their dealers remained within the appibiceof theper serule3**

During a short period before judgment was givehergin®'® the FTC and the DOJ were
very active in dealing with RPM cas®&S.However, the case dfeeginin 2007 changed
the approach to vertical restraints dramaticallye Bupreme Court overruled tbe Miles
per serule with five justices agreeing and four dissegtistating that vertical price
restraints are to be judged under the rule of reégcause RPM, including minimum price
setting, stimulates interbrand competition. Thes rof reason won completely against the
per serule in both VTR and RPM.

When analysing vertical chains, buyer power becangeof the most important aspects to
observe. For instance, buyer power was a signifielment in the case @bys ‘R’ Us**’

In this case, the FTC challenged the purchasingtipes of Toys ‘R’ Us as preventing
price competition and its comparison. The allegatias based, among others, on direct
evidence of vertical collusion between the retadlied at least 10 toy manufacturers. Toys
‘R’ Us, the largest toy retailer in the US, wasefte dictate which toys were not allowed to

be sold to chain discounters and club stores, dnidnweould not even be sold at #ff.The

312 The Guidelines, issued on March 27, 1995, repdiine4 TRADE REG. REP. (CCH) P 13,400; Section
605 of Public Law No. 99-180,99 Stat. 1169 (Dec1985), at 2.1.

313 State Oil Company v. KhaB22 U.S. 3 (1997).

314 See, Arizona v. Maricopa County Medical Socie®57 U.S. 332 (1982)Kiefer-Stewart Areeda,
HovenkampAntitrust Law 361.

%15 Leegin Creative Leather Products, Inc. v. PSKS, DBA Kay's Kloset...Kays’' Shqes51 U.S. 877
(2007).

18 DOJ cases:United States v. Brush Fibres, In¢997-2 Trade Cas. (CCH) 71,915 (E.D.Pa.1988)ted
States v. Anchorshade, Ind996-2 Trade Cas. (CCH) 71,640 (S.D.Fla. 1998)ited States v. Playmobil
USA, Inc, 1995-1 Trade Cas. (CCH) 71000 (D.D.C.199®)ited States v. California SunCare, Int994-2
Trade Cas. (CCH) 70,843 (C.D. Cal. 1994)ited States v. Canstar Sports USA, 1d®93-2 Trade Cas.,
(CCH) 70,372 (D. Vt. 1993); FTC cases: InSeny Music Entertainment, Indzile No. 971 0070, Docket
No. C-3971 (F.T.C. 2000); In rdine West Group, IncFile No. 981 0386, Docket No. C-3937 (F.T.C.
2008); In reAmerican Cyanamid Cpl123 F.T.C. 1257 (1997); In idew Balance Athletic Shoe, Ind22
F.T.C 137 (1996); In rReebok International, Ltd120 FTC 20 (1995); In rine Keds Corp.117 F.T.C. 389
(1994); In reKreepy Krauly USA, Inc114 F.T.C. 777 (1991); In mdintendo of America Inc114 F.T.C.
702 (1991).

$17Toyes “R” Us 5 TRADE REG. REP. (CCH) P 24, 516 (FTC 1998)yes “R” Us, Inc. v. FTC221 F.3d
928 (2000).

$8Toyes “R” Us 5 TRADE REG. REP. (CCH) P 24, 516 (FTC 199804t383-85.
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FTC applied the rule of reason to vertical collnsemd found that these practices restricted
price competition between Toys ‘R’ Us’s holding ketrpower and its competitors — the
discounters?® It could be assumed that the manufacturers coadewere driven by the
threat that the retailer would stop purchasing frim based on significant bargaining
power.

SinceMicrosoft%°

the courts have begun to regularly apply Sectiah the Sherman Act

in cases of vertical restrictions. The courts hbeen dealing with several cases where
exclusionary contracting at the vertical level t@®en ruled under Sectiorf?2and also
with cases where vertically imposed power playedbla?? In 2006, in the case of
Dentsply the Court stated that vertical exclusive conirgcarrangements violated Section
2 of the Sherman AZE2 In this case, the manufacturer with a monopoly @owished to
deal with dealers exclusively. This meant that elsalvere not allowed to distribute its
rivals’ products. The dealers agreed with the mactutrer. Surprisingly, the Court did not
consider it an agreement but “a series of indepandales” because of the economic
pressure used by the monopolist against its deatetsfollowing theColgatedoctrine, its

interpretation of the term “agreement” was not dasynderstand.

4.3.5.2. Maximum Price Setting

A) State Oil v. Khar** The Rule of Reason and the Protection of Intedb@ompetition

The Supreme Court overrulédbrechtconcluding that there was not sufficient economic

justification for the application of thper serule in vertical maximum price fixinif> It

explained that the rule of reason applies to mttrast claims because only unreasonable

91d. at 24, 411.

320 Ynited States v. Microsoft Cor253 F.3d 34 (D.C. Cir.gert. denied534 U.S. 952 (2001).

%21 goutheast Missouri Hospital and St. Francis Medi@gnter v. C.R. Bard, IncNot Reported in
F.Supp.2d, 2008 WL 4372741 (E.D.Mo.), 2009-1 Tr&hses P 76,461\atchitoches Parish Hospital
Service District and J.M. Smith Corp. d/b/a Smittug@ Co. v. Tyco International, Ltd., Tyco Interroatal
(U.S.), Inc., Tyco Healthcare Group, L.P., and Rendall Healthcare Products Compar47 F.R.D. 253,
2008-1 Trade Cases P 76,049, 69 Fed.R.Serv.3d U4fited States v. Dentsply International, L899 F.3d
181 (3d Cir. 2005), cert.denied, 546 U.S. 1089 @PQepage’s Incorporated, LePage's Management
Company, L.L.C. v. 3M (Minnesota Mining and Mantifiaag Company), Kroll Associates, Inc. Minnesota
Mining and Manufacturing Compan®24 F.3d 141, 2003-1 Trade Cases P 73,989, 61HR:efvid. Serv.
60.

322 For example, sedPacific Bell Telephone CO. dba AT&T California \inkline Communications, Inc
129 S. Ct. 1109 (2009Y)nited States v. Microsoft Cor253 F.3d 34 (D.C.Cir.2001¢ert. denied534 U.S.

952 (2001).

23 United States v. Dentsply International, In899 F.3d 181 (3d Cir. 2005), cert. denied, 546.11.089
(2006).

% State Oil Co. v. Kharb22 U.S. 2 (1997).

%2 |bid., at 18.
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restraints are illegal; only some types of restsaimwhich have predictable uncompetitive
effects are analysed under ther serule3?° The Court further explained that there was no
obvious reason to believe that vertically imposeakimum prices could “harm consumers
or competition”?’ This statement does not seem to be exact as hpmoimsumers can
also mean harming competition. Nevertheless, th@redme Court considered the

protection of interbrand competition as the primaipjective®*®

The Supreme Court acknowledged the criticismAtiirecht®*® For instance, Lopatka
argued that the Court’s claim Albrechtif maximum prices are set too low it could regtric
essential services. He said that it was not inntla@ufacturer’s interest to set prices too
low as it could lose its distributors. Howeverthe price is low in a way that limits only
some distributors, then the consequence of limitnafficient distributors does not harm
competition or consumers. Additionally, if theresaa negative impact on competition in
the particular case, there is no reason why it lshoat be recognised under the rule of
reason. These impacts can also include the Cocotern inAlbrecht that maximum

price fixing cande factobe minimum price fixing>°

One could argue that if the set maximum price eshigh, then normal competition exists,
unless there is something else that could indicatedination and a secret price fixing or a
minimum price fixing. If it is too low, distributsrwill not be able to conduct business.
These are the extremes of maximum price fixing.r&he nothing else which would harm
competition if it is only maximum price fixing. Pitsky believes that the ruling ikhan

was also correct because maximum price fixing cadli facilitate a cartef®* Finally, as

Hovenkamp highlights, setting maximum prices caimielate the negative effects of

double marginalisation in double-monopoly situasidif

If the theory of ownership applies, then it is aimg that the dealer’s freedom to determine

his retail prices was restricted by the settingnaiximum prices. However, if the aim of

%2% |bid., at 10.

%27 |bid., at 15.

%28 |bid., at 15.

%29 |bid., at 16-17.

330 state Oil v. Khapat 17; Lopatka, Stephen Breyer and Moredn ArgtirtA Snug Fit” (1996) 4@ntitrust
Bulletin 1, 60;Albrecht at 390.

$1R. Pitofsky, “Are Retailers Who Offer Discountsdfg ‘Knaves'?: The Coming Change to tbe. Miles
Rule” (Spring 2007Antitrust63.

%32 H. Hovenkamp, “Harvard, Chicago, and Transacti@stGEconomics in Antitrust Analysis” (2010) 55
Antitrust Bulletin639-640.
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antitrust law is to protect effective competitiaihen setting maximum prices did not

restrict trade.
4.3.5.3. Minimum Price and Price Setting
A) Euromodad™®

The plaintiff, Eoromodas, Inc., and defendant, Giah, Inc., were both retailers of men’s
clothing competing in San Juan, Puerto Rico. Themntefendant, Zanella, Ltd., was an
Italian manufacturer of fine men’s clothing who d&giroducts to both Euromodas and
Clubman until 19973

Euromodas accused Clubman, who operated severassio Puerto Rico and had a
significant market power there, that it had presduranella to apply minimum resale
prices®*® According to Euromodas, Clubman conspired to naainartificially high prices

for trousers and managed to persuade Zanella possiting to Euromodas, who had been

cutting the minimum price¥?® This violated Section 1 of the Sherman Att.
1) Business ElectronidSoctrine

Citing Business Electroni¢cshe Court of Appeals held that the terminatiom @irice-cutter
and its subsequent replacement with another deasmotper sea violation of Section 1

of the Sherman Act® The Court did not recognise any of the evidenasemted as a
direct confirmation of an agreemetit. The Court summarised that showing that Clubman
pressured the manufacturer to deal with the undging retailer was not proof enough
that there was illegal multilateral conduct. Thisuld be nothing more than Zanella’s

unilateral decision not to supply the plainfiff.

33 Euromodas, Inc. v. Zanella, Li®68 F.3d 11 ¢LCir. 2004).
34 bid., at 13.

335 |bid., at 13-14.

33 bid., at 18.

%7 Ibid., at 14.

338 Business Electronicat 726-727.

39 Eyromodasat 19.

340 |pid., at19.
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The Court made no comment on the fact that nofication was introduced, stating
simply that it was not necessafy. Moreover, the Court considered the fact that the
manufacturer took sides between the two distrilsussr a legitimate business decisith.
However, the Court did not acknowledge the fact thaanella had not been pressured, it
would most likely have maintained its relationshiph both retailers.

Interestingly, although the Court applied Sectioof the Sherman Act which requires the
existence of multilateral conduct, it said that gee seillegality would be proved only if
there was an agreement on price. With no such agnete the case must be analysed under
the rule of reasor{> However, firstly, if the potential restriction imsed only on unilateral
conduct, Section 1 does not apply at all. Secontlly,form of multilateral conduct is not,
and should not be, the reason for the applicatiandifferent rule, as it does not lessen the

potential effects.
B) Leegirt**

The Supreme Court overruled thRr. Miles doctrine, which set thg@er serule for
minimum price vertical collusions, because vertigalce restraints can have pro-
competitive effects according to “[rflespected eaniwanalysts”3*® The Court went even
further by announcing the application of the rufereason to all vertical price restraints

including vertical price fixing*®

Leegin, a manufacturer, designer and distributoleather goods and accessories, started
to sell women'’s belts and other products undebthed name “Brighton” across the US in
1991, selling to independent small boutiques aretigpised stores. Leegin’s policy was
based on promoting better and more personal tredtfmere services and a satisfactory
experience for consumers. Leegin believed thatlemiatailers were more suitable for its

policy rather than large stores such as Wal-Nfdrt.

! 1bid., at 20.

2 |bid., at20.

2 |bid., at 21.

%4 Leegin Creative Leather Products, Inc. v. PSKS, DBA Kay's Kloset...Kays’' Shqes51 U.S. 877
(2007).

5| eegin,at 881.

%4 |bid.

*7Ibid., at 882.

104



Barbora Jedtkova Chapter 4: Development of the U/ lod Vertical Territorial and Price Restraints

In 1997, Leegin wrote letters to its retailers ammong a new policy, which included
minimum price fixing, refusing to sell to retailesach as PSKS who would sell below the
prices. In December 2002, Leegin found out that 8S¥as selling its products at 20%
below the minimum prices. PSKS explained to Leabat other nearby retailers were
doing the same, therefore, it had dropped theaegrin order to compef&® PSKS refused
to increase its prices of Brighton products and theegin terminated the contrdét.

Losing its sale, PSKS sued Leegin for a violatibrthe Sherman Act. Leegin claimed at
the District Court that it had acted unilaterallyder theColgate doctrine; however, the
jury found the existence of an illegal agreemeeedin appealed and rather than basing its
claim on Colgatés unilateral conduct, it contended that the rufereason should be
applied to this agreement. The District Court dmel Court of Appeals applied tiper se

rule in accordance witBr Miles.3*°
1) OverrulingDr. Miles

The Supreme Court explained that the Court hadiegpphe common law rule iDr.

Miles, !

therefore its justification was based on a “fonstad” legal doctrine rather than
the real economic analysis Br. Miles.*** The Court confirmed that the old common law

was irrelevant to vertical restraints,

The Court further claimed that it recogniseddin Miles that the restraint in question was
the horizontal interest of competing distributb¥sHowever, when analysinBr. Miles,
one could argue that the Court was actually disngsthe ownership of dealers in that
cited part of theDr. Miles decision®® It is not clear from the case bfr. Miles who had

the interest in facilitating RPM.

Simultaneously, and in contradiction with its owioramentioned criticism, the Supreme

Court criticisedDr. Miles for not analysing the possible motivations for gsiertical price

%8 |bid., at 882-883.

%49 bid., at884.

%0 |bid., at 884.

%1| eegin,887, Or. Miles, at 404-405).

%2| eegin,at 887 citingSylvania at 58-59.

53| eegin,at 888; also confirmed iBylvania at 53.
%4\ eegin,at 887, 888 citindr. Miles, at 407-408.
%5Dr. Miles, at 407-408.
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restraints>° One could argue that Section 1 of the Shermandbdes not require the
analysis of the intentions of persons and it isstbnderstandable that the Court did not

analyse intentions 100 years ago.

The Court based the overruling Bf. Miles on two reasons. Firstly, thper serule means
that minimum resale price agreements always, oosfiralways, restrict competition and
decrease output, however this is contradicted yettonomic pro-competitive theories and
justifications regarding RPM and by the limited amb of empirical evidence that
suggests the efficient use of minimum resale pagesements is not hypothetical. The
second reason was the Court’s stare decisis agalysi

2) Justifications based on Effects and Theories

The Court recognised three pro-competitive jusdtimns for overruling theer serule:
1. The “free riding” theory;
2. Providing services; and

3. Increasing interbrand competition including “nevirant” justification.

The Court confirmed the importance of an econonmalyse of the effects of vertical
minimum price restrictions, as previously recogdiseBusiness Electronics’ The Court

stated that economic literature offers pro-competijustificationsfor RPM based on the
promotion of interbrand competition and consumelfave-enhancing efficiency. The

practice is unlikely to have any anti-competititeet 3

a) Empirical Studies and Providing Services

The Court mentioned two, in its words “recent”, engal studies from 1983, which
should prove the competitive effects of RPM: Owvesestts study and Ippolito’s study?
Ippolito concluded that the majority of RPM casealld be explained by the services
theory, stating that between 42% and 50% concerfoednplex products” which,

according to the author, are products where quaitg information are important

36| eegin,at 888.

%7\ eegin,at 889 Business Electronicsit 726).

%8 | eegin,at 889; the Court cites among others Hovenkahtye Antitrust Enterprise]184-191; Bork, R.,
The Antitrust Paradgx288-291.

%9 Leegin,890, 894; P.M. Ippolito, “Resale Price MaintenarEmpirical Evidence from Litigation” (1991)
34 J.Law & Econ 292-293; Ippolito, Report, FTC (1983); T.R. Ousmrst, “Resale Price Maintenance:
Economic Theories and Empirical Evidence”, (1988jd&u of Economics Staff Report, FTC, p. 170.
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attributes. However, it can be surmised that betw&%6 and 50% is not a majority and
simply using RPM for quality products where somedkof explanation is necessary is not
enough to conclude that RPM was used in these tasesrease services or drive out free

riders3®° As Brunell said:

This can hardly be described as “evidence” that fiding was involved in any of these cases; at

most it suggests that free riding could not bedraat®®*

Overstreet assumed in his study that 80% of thé/seh cases did not involve distributor
collusions due to the high number of distributorshiose cases. Moreover, he claimed that
it is not likely that the cases included anti-comitpee intentions where the market was
structurally competitive with small rivaf§? However, there does not have to be a high
concentration and/or manufacturers do not haveate la high market share for a cartel to
exist or for anti-competitive intentions to occas recognised by Overstreet himself in
1985°% Nonetheless, these arguments do not exclude tAM R these cases simply
restricted competition without any pro-competitaféect, as the existence of a cartel is not

the only explanation for the anti-competitive effeERPM3%*

More recent studies show that RPM increases piféés.2000, the FTC estimated that the
restriction of the resale prices of CDs had browghextra $480 million in 3 years for 85%
of US music companie$® The Supreme Court did not include this study sndécision.
Furthermore, Justice Breyer dissenting pointed abdiéw more facts from Overstreet’s
study. He stated that empirical studies also supgperassumption that vertical minimum
price fixing increases prices. By the time Congreg®ealed the Miller-Tydings Fair Trade
Act®®*” and the McGuire Act®® 36 states had permitted minimum resale price reaarice
and 14 states had n Throughout that time, prices raised from 19% t627° The FTC

%0 For further explanation see Chapter 6 “TheorieBrof Competitiveness v. Anti-Competitiveness”.

%1 R.M. Brunell, “OverrulingDr. Miles: The Supreme Trade Commission in Action” (2007)A5itrust
Bulletin475, p. 509-510.

%2 Overstreet, at 73, 78-80.

%3 AA. Fisher, T.R. Overstreet, “Resale Price Manatece and Distributional Efficiency: Some Lessons
from the Past”, (1985) Bontemp. Policy Issuek3, pp. 49-50; also see Brunell, “Overruling”, p0-511.

%4 See Chapter 6 “Theories of Pro-Competitivenegsi-Competitiveness”.

355 Also see Chapter 3 “Vertical Competition and Stnte’.

3¢ press Release, FTC, Record Companies Settle FEBy&h of Restraining Competition in CD Music
Market (May 10, 2000)http://www.ftc.gov/opa/2000/05/cdpres.shtilV.S. Grimes, “A Dynamic Analysis
of Resale Price Maintenance: Inefficient Brand Retam, Higher Margins, Distorted Choices, and Rexar
Retailer Innovation” (2010) 5%ntitrust Bulletin134-137; also see Chapter 3 “Vertical Competitzord
Structure” and Chapter 6 “Theories of Pro-Compeditess v. Anti-Competitiveness”.

%750 Stat.693.

%866 Stat. 631 in 1975.

%9 eegin at 913 [See Hearings on S. 408 before the Subdi@enon Antitrust and Monopoly of the Senate
Committee on the Judiciary, 9€ong., £ Sess., 173 (1975)].
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study from 1983 concluded that resale price maariea led to higher prices in most

cases’*
b) Promotion of Interbrand Competition

The Court claimed that RPM may increase interbranpetition by decreasing

intrabrand competition’?

A single manufacturer's use of vertical price rastts tends to eliminate intrabrand price
competition; this in turn encourages retailers twebt in tangible or intangible services or

promotional efforts that aid manufacturer’s positas against rival manufacturéfs.

On the other hand, the Court stated that

Resale price maintenance also has the potentigiveo consumers more options so that they can
choose among low-price, low-service brands; higbephigh-service brands; and brands that fall in

betweer?’*

This contradicts the first statement of the Supré&uvart. Indeed, RPM can increase non-
price intrabrand competition but this does not lagaffering more options for consumers

because it does not give the option of lower prares, thus, competition is restricted.
c) Prevention of Free-Riding

The Court believed that the prevention of freengdiwas also an example of a pro-
competitive effect of RPM’> However, one should note that a manufacturer ebetsits
distributors without using RPM. If such selectiomn lbased on distributors providing
services, they should also be free to decide tloe piney wish to sell the product for and
whether they want to discount or sell to discowsTtét

370 eegin at 913 (See Hearings on H.R. 2384 before the @ulnittee on Monopolies and Commerial Law
of the House Committee on the Judiciary"98ong., ' Sess., 122 (1975) — Statement of Keith I.
Clearwaters, Deputy Assistant Attorney General jtArgt Division).

371 | eegin at 913-914 (Overstreet, T.R., “Resale Price Maianhce: Economic Theories and Empirical
Evidence (1983) FTC Bureau of Economics Staff Remorl60).

32| eegin,at 890.

73 |pid., at 890.

¥ Ibid., at890.

%7 |pid., at 890-892.

378 See Chapter 6 “Theories of Pro-Competitivenegsi-Competitiveness”.

108



Barbora Jedtkova Chapter 4: Development of the U/ lod Vertical Territorial and Price Restraints

d) Penetrating the Market

Another of the Court’s examples of a pro-competiteffect of RPM is that RPM can assist
new companies in entering the market and thus asereinterbrand competition, as
previously expressed fBylvania®’’ It can also be said that it can attract new corigsaio
penetrate the market if intrabrand RPM increasasegrin interbrand competition.
Depending on the market structure and vertical adipn, this is possible if other
manufacturers and their distributors decide toofelthe manufacturer and its distributors
to maintain and/or increase their prices. For msta in First Beverages exclusive
territories became common practice after plee serule had been changed to the rule of

reason for VTR, in short, other manufacturers fotid the first one’’®

3) Anti-competitive Effects

On the other hand, the Court acknowledged some sfampotential anti-competitive
effects of RPM. The primary reason for the existené RPM is to obtain monopoly
profits, because, for instance, particular pricénfy facilitates and assists a manufacturer
cartel or a retailer/distributor cart&F

However, the Court argued that the increase ofepritan be justified by the increase of
other pro-competitive effects or even a decreag®ioés within interbrand competitiSH’
Peeperkorn disagreed with this part of the judgemtting that any form of competition

that is of benefit to consumers, including intratst@ompetition, should be protect&d.

One could argue that the decreasing of prices terbnand competition is highly
speculative and illogical. Firstly, if one or mozempetitors increase prices using RPM,
others, who maintain the same prices, will liketyraect more consumers and sell more
products. Decreasing their own prices can resuliegs profit per product without an
increase in output. A more profitable scenario ddaé to increase prices while keeping the
same output and without increasing production. Timeans, generally, that RPM

maintained by one manufacturer and his distributars increase prices within interbrand

37| eegin,at 891;Sylvaniaat 55.

378 First Beveragesat 1166.

379 eegin,at 892-893 quotin@usiness Electronicsit 725-726.

30| eegin,at 895-896.

%L |. Peeperkorn, “Resale Price Maintenance and liggéd Efficiencies” (2008) Juné&uropean
Competition JournaP06-207.
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competition. However, even if the market structigreuch that there is any likelihood that
competitors would decrease prices if the manufactanaintaining RPM increased its

prices, it would be illogical to maintain RPM astttould cause the manufacturer and its
distributors a dramatic decrease of output and deammdoss. The market structure is
essential in predicting the possible results wizeiifating RPM.

The Court stated that:

A retailer cartel is unlikely when only a single mudacturer in a competitive market uses resale
price maintenance. Interbrand competition wouldedivvonsumers to lower priced substitutes and

eliminate any gains to retailers from their pricérg agreement over a single brafid.

This statement contradicts the statement that R&Mrncrease pro-competitive effects and
confirms what was said previously because it mélamsRPM can never work as it would
be always loss-making. However, in practice, thaasion is different as it shows that

RPM has been used to advantage.

The Court also argued that there are other practitat increase the price of products or
services, such as advertising and increasing guailitt they are not illegal under antitrust
law 383 This is true, however the main difference is thase practices are in the interest of
effective competition and consumers, and theitt fwsd main purpose is not to increase
prices. On the other hand, RPM’s primary aim iseb prices without any guarantee of a
positive impact on effective competition.

The Court further stated that the administrativeaathiges of th@er serule, costs and
minimising of burdens on litigants and the judiggktem, do not in themselves justify the

application of theper serule3*

Pitofsky argued that pro-competitive justificatiomse only theoretical but the anti-
competitive results of minimum price fixing are rwally certain” and, therefore, thper
serule should remaif®® Justice Breyer dissenting stated that the ultingatestion is not
whether distributors free ride on services not & guestion of the quality or reputation of

another distributor, but how often free riding occand how often the possible benefits

%82 |pid., at 897.
383 |pid., at 897.
384 pid., at 895.
%% pitofsky, “Are Retailers”, 64.
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outweigh the potential harms. This is difficult determine®®® He based his analysis on
three groups of arguments: “(1) potential anticotitipe effects, (2) potential benefits, and
(3) administration®®’ He argued that the Sherman Act's objective waéntaintain a
marketplace free of anticompetitive practices ...ip~ahwill tend to bring about the lower
prices, better products, and more efficient prodacprocess that consumers typically
desire”®® In circumstances where a particular practice i®ssly anti-competitive with
only a few possible justifications, the courts gpible per serule instead of applying the

rule of reasoric®

The anti-competitive danger of RPM has two mainm®r the restriction of intrabrand
competition and also the restriction of interbrandmpetition if more than one
manufacturer facilitates RPM. Manufacturers can dieven by collusion among
themselves in concentrated industries where theyeeaily observe their prices and RPM
can be a useful tool in such a matter. The antipmiitive effect of RPM itself is based on
high prices, for instance, preventing dealers fresponding to price-demand changes thus

restricting more efficient dealers.

In this case, PSKS and others were able to decq@ases and thus compete on price,
while still promoting Leegin’s products. The Supee@ourt did not analyse the needs of
consumers. Mr. James Donehau, who managed to Bisg@unted Leegin product prior to

the final decision, argued that, in the caséexgin there was no benefit for consumers in
facilitating RPM because retailers did not repaioffer any other important services. The
applied RPM only had a negative impact, which wesprice increase of Leegin products

and the restriction of intrabrand competitih.
4) Power and Motivation
The Court highlighted that the market power of anafacturer or retailer is important in

RPM because both parties can abuse their poweressyre others to facilitate RPVE.
The Court stated that the interest of retailerglifferent from that of consumers and

36| eegin at 917.

*¥7|bid., at 911.

%% |bid., at 910.

%89 |bid., at 910.

%90 The American Bar Association, Section of Antitristw, “The Antitrust Fall Forum” (November 13,
2009) Washington D.C. (Mr. James Donahau — ChigfubeAttorney General of the Antitrust Section).

%91 | eegin,at 885, 893-894.
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manufacturers. Consumers generally desire loweegii? while the manufacturer wants
to minimise distribution costs and not overcompansatailers, who are the ones that gain

from higher retailer price¥$?

In partial contradiction to the Court’'s aforemengd argument, the Court held that using
the manufacturer’s or retailer’'s power to introdi®eM need not concern the courts, as
there are still other competing retailers and macitufers, unless the power is seriously
monopolistic®®* The Court did not discuss this issue further. Asater 3 “Vertical
Competition and Structure” explains, however, powerimportant and should be
considered, in terms of bargaining power and nbt barizontal market power.

The Court also discussed the importance of théatois of RPM. If the initiator is a
powerful retailer (or retailers), it can constituidggidence of the abuse of a dominant
position or the facilitation of a retailer cart@thich is anti-competitive conduct. On the

other hand, a manufacturer would most likely us&IR®increase serviceég®

The existence of a retailer cartel is not as imguras the potential retailers’ interest for
using RPM, which is to increase their profits. TlEsot primarily in the interest of the
manufacturer, however, this does not mean thatntla@ufacturer has no reason for
introducing RPM. For example, if fixed prices mehat there are more retailers interested
in selling its products, even if this does not dilg increase its profits by an increased
price, it can increase output, which would therefioicrease profits.

Another example of this is when a manufacturerdacsituation where it could lose one of
its important but less efficient retailers. Althdygn the end, this can lead to bigger sales
from its remaining retailers once the market isleset the first effect of losing a big retailer
can and probably will lead to a decrease in manufingy output. At least until the
manufacturer finds a new retailer and/or its corssnuse the new retailer, provided they

do not switch to competing products.

%92 |bid., at 896.
393 |bid., at 896.
394 bid., at 898.
3% |pid., at 898.
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Justice Breyer observed that it is difficult to agnise who, the manufacturer or dealer,
initiated RPM in this particular cas® As he rightly highlighted, even if a retailer is a
strong company with a large market share at the&oatal level, a small producer can

initiate RPM to motivate the retailer to obtain thest space on its shelv&s.

Moreover, in context with the facts of the casdptunnately the petitioner did not address
the fact that Leegin was a dual distributor ofatsn products and was thus horizontally
competing with the petitionéf® This indicates the existence of intrabrand hotiabn
conduct, not just a vertical one. However, althotlgb could provide Leegin with a reason
for fixing retail prices, increasing the wholesglace could be a more efficient and
profitable way, as discussed in Chapter 3 “Verti@ampetition and Structuré®® In dual
distribution, it is more probable that the manufiaet will use RPM for reasons that follow

from its vertical relationships rather than thesrikontal ones.
5) Vertical v. Horizontal Effects

The Supreme Court refused analogous treatment betweertical and horizontal
combinations because vertical restraints are mefendible than horizontal restraifit§.
The Court confirmed that price fixing among mantiaers or among retailers (at the
horizontal level) isper seillegal; however, if parties collude vertically fox prices, the

case must be ruled under the rule of red%bn.

The Court did not differentiate between an intrabdrhorizontal agreement among retailers
with just the one brand and retailers’ horizontallusion covering more than one brand.
Although this distinction between horizontal agreems among dealers and vertical
agreements was obvious in previous cd%eene could argue that intrabrand horizontal
agreements can have the same effect on compettidrnthe same purpose as a vertical

agreement. For instance, Mr. Justice Harlan, disggin Albrecht said that the form is

% |pid., at, 917.

397 Ibid., at 918; further see Chapter 3 “Vertical Gmtition and Structure”.

%8 pgKS, Inc. v. Leegin Creative Leather Products, 616G F.3d 412 (2010,"5Circuit) at 416; Pitofsky,
“Are Retailers “, 64.

39 Areeda, HovenkampAntitrust Law 68-81; compare with D. Gilo, “Private Labels, Dimistribution,
and Vertical Restraints — An Analysis of the Contpat Effects” in Private Labels, Brands, and
Competition Policy2009, Oxford University Press), 141-152.

00| eegin,at 888 citingVlaricopa Countyat 348.

01| eegin,at 893.

402 SeeBusiness Electronicsit 736;United States v. General Motors Cqr84 U.S. 127 (1966), at 140,
146.
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not important when determining the effect of thedact on competitiof’® Areeda and
Hovenkamp also recognise that vertical or horizZiomtaabrand agreements can have the

same intentions and the same effects but theyeatet differently in case latt’
6) Litigation

Justice Breyer pointed out that the law differsnfrdhe economy. Litigation is an
administrative system applying rules and precedents as such, must be balanced to be
workable for partie§® Proving market share is highly costly, highly teidal and time-
consuming in litigation. This is true even morefeo RPM over a major monopoly or

merger case because such cases can include gplmttiet’*®

The Supreme Court did not give much guidance fayaliion for subsequent RPM cases. It
stated generally that the scope of operation amedettistence of the agreement were
important elements. However, it noted that futuracpce would provide more specific

rules for how to use the rule of reason in RPM ga¥e

Justice Breyer disagreeing with overruliy. Miles summarised the decision in the

following, and arguably correct, way:

The only safe predictions to make about today’'ssi@t are that it will likely raise the price of
goods at retail and that it will create considegdllgal turbulence as lower courts seek to develop

workable principle$®

Areeda and Hovenkamp recognise three difficultieagplying the rule of reason in RPM:
1. Little guidance from the Supreme Court;
2. Complexity of economic understanding of RPM; and
3. Dr. Milesdoctrine’s baggage.

They believe that the courts should determine wdretire restriction caused by RPM led to
“higher prices resulting from lower outpuf® There is a pro-competitive reason for using

“93 Albrecht,at 157.

404 Areeda, Hovenkampntitrust Law 7, 31.

03| eegin at 916

% Ipid., at 918.

*7 bid. at 899.

% |pid. at 931.

409 p E. Areeda, H. Hovenkamp009 Supplement to Antitrust Law: An Analysis ditArst Principles and
Their Application (Aspen Publishers, Frederick, 2009), 238-239, 243 see Comanor, “Antitrust Policy”
59; F. H. Easterbrook, “Vertical Arrangements #melRule of Reason”, 53 (198Atitrust L.J.163.
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RPM in situations when RPM causes prices increasdutput does not decrease or even
increases as well. This means that RPM resulteah imcrease of services or in the quality

of products’*®

However, if the output did not decrease or did eetrease adequately, it
can also mean that the brand was so popular oosundnt that the increase in price did
not have an obvious impact on customer choicehatr RPM of one brand had an impact
on the whole of interbrand competition and the cetitgrs or some of them also increased
their prices. As discussed in Chapter 3 “Vertican{etition and Structure”, there is a
wide range of factors which should be analysed &kemthe correct conclusion in each

case.
4.3.6. Post-eeginDevelopment - Obama Presidency
4.3.6.1. Background

The recent economic crises have raised the queasoto whether some areas of US
antitrust policy and its law have been soundly Basgenerally, Obama’s presidency has
increased interest in antitrust enforcement andamtitrust issue$'! The Department of
Justice’s Antitrust Division has started to focus economic freedom, fairness,
transparency and legal certainty within antitrast land policy**? The FTC attempted to
introduce a structural approach to RPM, includingden shifting between two parti&s.
The DOJ seems to be of the same opinion as theiRTAInking that it is necessary to
create alternatives to the traditional rule of cee$*

Indeed, the case dfeeginaroused significant controversy in the US sparkirignsive

discussions on the application of fher serule**> Even though there are no exact figures,

“%Areeda, Hovenkamp2009 Supplementp. 239; also see K.G. Elzinga , D.E. Mills “Leegand
Procompetitive Resale Price Maintenance” (2010) As8itrust Bulletin 349-379; Comanor, “Antitrust
Policy” 75-78.

“1 The American Bar Association, Section of Antitrusiw, “The Antitrust Fall Forum” (November 12-13,
2009) Washington D.C.

412 http://www.justice.gov/atr/public/speeches/272586.6DOJ WebPages: Ch.A. Varney, “Vigorously
Enforcing the Antitrust Laws: Developments at thgiflon,” Washington, DC, 24/6/2001, pp. 1, 15,.18)

“13 Gavil, “RPM in the PoskeeginWorld” 4-5; The American Bar Association, SectiohAntitrust Law,
“The Antitrust Fall Forum” (November 12-13, 2009)aghington D.C.

414 Ch.A. Varney (Assistant Attorney General, AntitrBevision, DOJ) “Antitrust Federalism: Enhancing
Federal/State Cooperation” Speech from October 7, 0092 available at
http://www.justice.gov/atr/public/speeches/250685.pGavil, “RPM in the Posk-eeginWorld” 5-6.

4“5 Al. Gavil, “Resale Price Maintenance in the Plosegin World: A Comparative Look at Recent
Developments in the United States and EuropeanriJr(@010) 1 The CPI Antitrust JournaP-3; W.T.
Miller, K.N. Shaw, “Pricing Practices: A Comparaiwerspective” (2009The Antitrust Review of the
Americas 14; A. Jones, “Competition of the Revolution imtArust Doctrine on Restricted Distribution:
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it appears that RPM has increased in the US simeeadélivery of the Supreme Court’s

decision or_eegin**®

Federal cases on RPM would clarify the rule of oeas respect to RPM; however, to date
these have proved elusive. Additionally, the cobese the tendency to follow the rule of
reason under state ldW. The Court of Appeals delivered its decisiorLgegin 2*'° which

not only further explained the application of tlerof reason, but also confirmed the jury
award of $3,975,000 to PSKS. This increased theathof establishing the rule of reason

de factolegality in RPM cases.

Nevertheless, as the future may reveal, therallissine hope left thdteegincommenced
the process of establishing a new approach touleeof reason within RPM® However,
there also remains the possibility that the US wmeiestablish theer serule in relation to
RPM. Several states have overturned or lessenedintpact of Leegin by statutes
reintroducingper-seillegality, primarily because retailers had beemplaining that it was
impossible to win a case if the rule of reason agglied??° Since this change, the Federal
Government has tried to overturn the rule of reandhe US Congress; however, thus far,
it has not succeedéd The FTC has continued investigating and prohigitRPM in

industries, albeit with a more benevolent appraadRPM respecting ruling iheegin®??

On a positive note, although bargaining power aadical competition have not been
properly reflected in US antitrust law and its pis as yet, there are some signs that such

an approach could be changed in future. As disdugsaviously, the courts have recently

Leeginand Its Implications for EC Competition Law” (2008B3(4) Antitrust Bulletin 903-965; Brunell,
“Overruling”, 475-529.

4% R.D. Blair, J.S Haynes, “The Plight of Online Rietes in the Aftermath ofLeegin An Economic
Analysis” (2010) 55Antitrust Bulletin256 (“...BabyAge.com, for example, reported thatrlye@00 of its
456 suppliers now have RPM programs.”); G.T. Guctdld@Overview and Contents of the Special Issue:
Antitrust Analysis of Resale Price Maintenanceraftegin” (2010) 55Antitrust Bulletin10-14.

“17 For example, see Tennessee jurisdict®phar v. Leegin Creative Leather Products, ,If¢o. 07-CV-
187, 2008 WL 3914461 (E.D. Tenn. Aug. 20, 20G8)peal dismisse@6” Cir. Nov. 20, 2008) (No. 08-
6165); Kansas jurisdictior®D’Brien v. Leegin Creative Leather Products, |Indo. 04-CV-1668 (Sedgwick
Cty. Kan. July 9, 2008Yirect appeal to Kansas Supreme Court grantéte No. 101,000 (Oct. 6, 2008).
“8pgKS, Inc. v. Leegin Creative Leather Products, 616 F.3d 412 (2010 ™Circuit).

“1% See above the discussionlaeegin Gundlach, “Overview” 3-4.

420 The American Bar Association, Section of Antitrusiw, “The Antitrust Fall Forum” (November 12-13,
2009) Washington D.C.; Gavil, “RPM in the PasteginWorld” 6-7; this is reflected in relevant sate &ss
for instanceCalifornia v. DermaQuesiNo. RG10497526 (Sup. Ct. Cal. Feb. 5, 20N York v. Tempur-
Pedic InternationgINo. 400837/10 (Sup. Ct. Cal. Jan. 14, 2011).

21 The most recent Bill proposal has been introdue&¥5, the Discount Pricing Consumer Protection Act
2011; the previous one - S148, the Discount Pri€@bgsumer Protection Act, 2009 - never became #s;
see Gavil, “RPM in the PosteeginWorld” 3; Miller, Shaw, “Pricing Practices”.

422 For example, In re National Association of Musi@mehants, Inc., No. C-4255, 2009, FTC File No.
0010203; In re Nine West Group, Inc., File No. 9886, Docket No. C-3937 (F.T.C. 2008).

116



Barbora Jedtkova Chapter 4: Development of the U/ lod Vertical Territorial and Price Restraints

been discussing buyer powéf.Generally, this issue has been receiving moretitte in
the US™

4.3.6.2. Price Fixing and Territorial Restrictioack Truck$”

In this case, the Court of Appeals dealt with a boation of RPM and territorial
restrictions; however, it did not discuss terribmestraints as vertical non-price restraints

but applied_eegin

The company Mack Trucks had “significant powertime market of heavy trucks in the
US. Its distribution system was based on a netwbikuthorised dealers, with each dealer
being assigned its own territof§? In this case, a potential customer called onehef t
dealers giving it specifications and requirementsaf product. The dealer submitted a list
of these specifications to Mack Trucks who inforntieel dealer of the price, which usually
included a discount called “sales assistance”. Sdiles assistance was calculated based on
different factors, such as the amount of orderedks or potential competition in the
t?'27

market.“" If the dealer did not agree with the amount oésassistance, it could ask a

Regional Vice President for further sales assigamzl then ask the controller for a further
tz.128

discount:*® The sales assistance was offered only if the mtoclncerned was sold within

its own territories?® Toledo had aggressively focused on a low pricdcpolor its
customers since 1982 and had, therefore, beenatorgpon price against other Mack

Trucks dealer§®
1) Violation and Evidence
Toledo claimed that Mack Trucks and its other dsaléolated Section 1 of the Sherman

Act because they illegally conspired which resultedrtificially high prices. Firstly, in the

middle of the 1980s, individual Mack Trucks dealeosicluded a horizontal “gentleman’s

423 Also seeWeyerhaeuser v. Ross-Simmons Hardwood Lumber Cymipan 549 U.S. 312 (2007Pickett
v. Tyson Fresh Meats, In@20 F.3d 1272 (f1Cir. 2005),cert.denied 126 S.Ct. 1619 (2006).

424p J. Harbour, “An Enforcement Perspective on tleeR\of Robert L. Steiner: Why Retailing and Vertica
Relationships Matter” (2004) Winténtitrust Bulletin985; Antitrust Bulletin Vol. 53, No. 2/Summer 2008;
see Chapter 3 “Vertical Competition and Structure”.

“%Toledo Mack Sales & Service, Inc. v. Mack Truaks, 630 F.3d 204 (2008).

%% pid., at 209.

27 Ipid., at 209.

28 bid., at 209-210.

“2bid., at 213.

“bid., at 210.
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agreement” not to compete with each other on pBeeondly, in 1989, Mack Trucks and
its dealers vertically agreed that Mack Trucks wlodélay or deny sales to dealers who
wished to sell outside their territories to protéealers selling in their own territories. This
de factoarrangement created exclusive territoffésBoth arguments were supported by
several pieces of evidence, such as witness tesi@sioMack Trucks bulletins and various
telephone conversatio%:

It appears that in this case the producer wasypprédssured by the other dealers and that
the restrictions in question were in the interektdealers. A telephone conversation

between Mack Trucks and Toledo illustrates thisipoi

“...there are certain dealers that are sending gkiterin other people’s backyards and we are ggttials

on it.” 4%

Examples of further telephone conversations follow:

If there is ever a manufacturer that protectedr ttiistributor organisation... It's the Mack Trucks@pany,

to a fault®*

Dealers ‘constantly want Mack to get involved iegh territorial disputes... and to protect them fiame

another“®

The presented bulletin included this statement:
The express purpose of the policy [to protect W derritory] was to create ‘increased profit masgifor

Mack distributors as well as the Compafiy'.

The last quotation suggests that the applied iastravere in the interests of both the

manufacturer and his dealers.

2) Horizontal Agreement among Dealers

The Supreme Court qualified the first restrictianaahorizontal agreement among dealers
controlling price, which is illeggber se**” As discussed previously, one could argue that it
is not important whether the conduct concerned ifran of vertical agreement or

horizontal intrabrand agreement because the effectompetition is the same in both

1 bid., at 210.

432\bid., at 211-215; 220-221.
433 bid., at 214.

4 bid..

435 |bid.

438 bid., at 212.

7 bid., at 221.
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cases. However, when tper serule is applied, the effect is not analysed amdpgaradox
of applying two different rules for the same contdigt in different forms occurs. If the
rule of reason had been applied here it is possiae the Court would have found this

restriction legal.
3) Leeginand Territorial Restraints

The Supreme Court analysed the second conducttabliskiing territories as a vertical
restriction, stating that Mack Trucks supportedielsiillegal conspiracy to control prices
which caused de factoban on out-of-territory sales and price compeiifi§ This was a
vertical agreement and, therefore, the Supremet@gppiied the rule of reason. However,
instead of analysing any VTR cases, the court ditedcase of.eegin a vertical price

restraint casé®®

Areeda and Hovenkamp explain that both verticalpce and price restraints can affect
price and be used for the same purpose, for instdagrevent free ridin{® Shores adds
that exclusive territories, in particular, elimieaintrabrand competition but can also
influence interbrand competition. In contrast toMRRerritorial restraints have an indirect
impact on price&* Thus, the application of RPM case law on territoréstraints because
of its impact on prices is incorrect. Territoriaktraints are not exactly the same as RPM.
One of the possible restraints on competition oRy&and probably the most common, is
price restriction. However, VTR can restrict coni@t in other ways: it can have an

impact on both quality and innovation.

The Supreme Court highlighted two extra factoreesal for the consideration of vertical
price restraints undereegin®*? Firstly, evidence such as the interest of deatens,lead to
the assumption of the existence of a retailer teather than that of a vertical restraffit.
One could argue that the form is not important astailer-intrabrand cartel and a vertical
restraint have the same impact on competition. I8#gpa vertical restraint concerns the
Court if there is market power of conspired ensiffd Unfortunately, this statement does

* Ipid., at 221.

*pid., at 221, 225.

40 Areeda, Hovenkampntitrust Law 247.
441 Shores, “Vertical Price-Fixidg 383.

442 Mack Trucksat 225.

443 Mack Trucksat 225, citing_eegin at 2719.
444 Mack Trucksat 225, citing_eegin at 2720.
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not explain the minimum of market power, the bouregaand when the Court should be

concerned with market power and when it should not.

The Court explained that there are several waypréwe anti-competitive effects. For
instance, it can be demonstrated that “the restraifacially anticompetitive or that its
enforcement reduced output, raised prices or rebgoality”**> In Gordon**® the Court
recognised that it could be very difficult to prothese effects; therefore, it stated that,
alternatively, it could be proved that defendarasd bufficient market powéf! As noted
previously, aside from not explaining further wieds meant by the statement that the
participants of a cartel must hold market powerddates not clarify the meaning of

“sufficient market power”.
4.3.6.3. Maximum Price Settingeegin 2*®

PSKS’s second complaint against Leegin allegedliBagin, as a producer and a retailer,
colluded horizontally and vertically with some t retailers to set minimum retail prices.
The horizontal conspiracy was a new complaint wes not included in the first allegation
in Leegin In this context, PSKS claimed that Leegin wasl#igest single retailer of its
products. The petitioner highlighted the existen€éorizontal intrabrand collusion and

the importance of Leegin’s intrabrand competitionconsumeré?*
1) The Relevant Market

PSKS identified two relevant markets: the intraldranarket for Brighton’s women’s
accessories and the interbrand wholesale brand-mammen’s accessories to independent
retailers. The Court of Appeals refused the petdits determination of the relevant
product and geographic markets and thus grantedtmmto dismiss without any further
detailed analysis of other aspects of the &&5€he Court disagreed with PSKS’s belief
that the aforementioned market constituted a sibgd@d market and that the Brighton
brand constituted a submarket within broader marketwever no clear explanation as to

445 Mack Trucksat 226.

4® Gordon v. Lewistown Hospitad23 F.3d 184 (3d Cir. 2005), at 210.

447 Mack Trucksat 226.

#8pgKS, Inc. v. Leegin Creative Leather Products, 16 F.3d 412 (2010 "Circuit).
*9pid., at 416.

*%pid., at 416
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why was offered™ Therefore, it could be argued that the Court thtie apply Steiner’s

analysis, as discussed in Chapter 3 “Vertical Cditipe and Structure”.

In relation to the second relevant market as ddfimg the petitioner, the Court rejected
such a definition, as well as legal insufficiencoasised by a lack of product focus. It did
not clarify this further. On one hand it refutec ttact that a relevant market could focus
solely on wholesale and on the other hand it camedthe product market of “women’s
accessories” as being too brdafl Arguably, there is no sufficient reason as to why
wholesale on its own could not establish a mar&et forms one whole part of the vertical
chain and is thus one horizontal market. Althouglorhen’s accessories” may appear to

be quite a vague product market, the relevant egilen was missing in the case.
2) Market Power and Anti-competitive Harm

The issue of proving sufficient market power wigtation to the rule of reason applicable
to RPM was opened but not explained in the caskeefjin The Supreme Court only
expressed its concerns in the case that marketrpeag seriously monopolistié® The
Court of Appeals had previously mentioned the sidfit market power in the case of
Mack Trucks In this case, it stated that rather than proang anti-competitive effects,
which could be complicated and even impossiblettierplaintiff, the plaintiff could only
prove that the defendant(s) had sufficient marketgr*>* However, the case akegin 2
does not appear to be consistent viithck Trucks although both cases were decided by
the Court of Appeals. In this case, the Court iatd that the plaintiff must always prove
that the defendant possesses sufficient market mpaweallege a vertical claim

successfully’>®

The Court noted that the plaintiff did not consideterbrand competition, which
overcompensates for any possible anti-competitasgnhas it assures competition in both
services and pric&? Firstly, minimum price setting within the Brightdsrand did not
enhance but, rather, restricted price competitiossiply even at the interbrand level.

Secondly, the nature of Brighton’s products beingmen’s accessories presumes zero

“1bid., at 418; Submarkets were recognised andaégd in the case &rown Shoe Co. v. United States
370 U.S. 294, 325, 82 S.Ct. 1502, 8 L.Ed.2d 5162)9

52| eegin 2 at 418.

53|_eegin at 896, 898

454Mack Trucksat 226.

455 eegin 2 at 419.

“%bid., at 419
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demand for genuine consumer services. Therefaerbirand competition and competition
in services had not increas®d.Steiner argued that retailers selling Brightonteduicts
did not face vigorous competition because theyigpeed in the Brighton brand. The lack
of interbrand competition and the importance ofabtand competition were also obvious
from the fact that the petitioner went out of besis after Leegin stopped its supplies and
Leegin’s confirmation that Brighton consumers woslditch retailers to find Brighton
products rather than switch produ¢ts Furthermore, Steiner highlighted that Leegin did
not argue that PSKS were free riding nor did trefyge to furnish presale servié3This

argument was introduced by the Court itself but n@tssupported by the facts or reality.

The Court refused the allegation of the existerica borizontal cartel as this argument
was not introduced in the case lafegin*®® Furthermore, it explained that any potential
anti-competitive effects were illogical; Leegin, tee strongest retailer of the Brighton
brand and simultaneously a dual distributor, cobéve achieved a higher profit by
increasing wholesale prices and not by using RENThis presumption would be correct
only if Leegin did not face the risk of losing itstailers if it had increased its wholesale
prices. Moreover, this ruling was in contradictarth the recent Court of Appeals case,
Mack Truckswhere the Court found it sufficient for the pl#iinto prove the existence of

horizontal conspiracy through the application a pler serule, and found such conduct to

be anti-competitive and in violation of Sectionfltlee Sherman Act®?
3) The Rule of Reason

The Court of Appeals avoided resolving the questiba potential modification of the rule
of reason with respect to RPM because PSKS fadedufficiently define the relevant
market. However, it simultaneously quoted oldelesashich supported the traditional and

strict rule of reasof®

To summarise, in contrast to another recent Cduffppeals caseMack TrucksLeegin 2
followed the Sylvania rule of reason rather than establishing a new aggbr and

47 See the discussion on the caséedgin further see Chapter 3 “Vertical Competition anri&ure” and
Chapter 6 “Theories of Pro-Competitiveness v. ATwimpetitiveness”.

4S8R L. Steiner, “The Leegin Factors — a Mixed Bagpiing 2010) 53 ntitrust Bulletin47-49.

“9bid., p. 48.

80| eegin 2 at 420; citingSylvania at 1051-1052.

51| eegin 2 at 420-421.

462 Mack Trucksat 221.

3 bid., at 417.
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explaining some aspects that were not clarifiethoth LeeginandLeegin 2 such as the
definition of “sufficient market powerleegin 2increased the risk of establishidg facto
legality for RPM based on the traditional rule edson. Moreover, it increased the legal
uncertainty as the same court, the Court of Appdweld recently delivered two cases on
RPM, Leegin 2andMack Trucks with different approaches. Nevertheless, the Supr

Court may rule differently in the future.
4.4. Procedural Rules

Throughout the existence of the Sherman Act, thertsohave introduced two main
approaches: thger serule and the rule of reason. The approach andcagioin of the rule

of reason or theer serule differ depending on the particular restraintjuestiori*®* The

per serule is used for naked restrictions. When applymgtraditional rule of reason both
parties must include all information about themss)wthe market and their businesses. The
test was set bZhicago Boarcf® which named several factors that must be congidere

each case:

[TIhe court must ordinarily apply: its condition foee and after the restraint was imposed, the
nature of the restraint and its effect, actual mbgble. The history of the restraint, the evilidetd

to exist, the reason for adopting the particulanedy, the purpose or end sought to be attained ...
[T]he rule of reason does not support a defensedbaa the assumption that competition itself is

unreasonabl&®

Therefore, everything is relevant and for that oeasome cases are monstrous and cost

millions of dollars, as was the caseMitsushita*®’

4.4.1. Current Rule of Reason Analysis in Vertitairitorial and RPM Cases

Leegin introduced the rule of reason for all forms of RRM2007. The plaintiff can
improve its position if it proves the existenceadhorizontal distributors’ agreement rather
than a vertical restraint. In this case, the cowtild apply theper serule*®® One of the

important aspects for the differentiation betweenizontal and vertical arrangements is

64 H. Hovenkamp, Antitrust-Law Classes, University lofva (October 18, 2009); discussion with W.
Kovacic, FTC, Washington D.C. (November™1.2009).

4% Chicago Board of Trade v. United Stat@46 U.S. 231 (1918).

**® Ipid., at 238.

67 Matsushita Elec. Industrial Co. v. Zenith Radio f.pA75 U.S. 574 (1986).

%8| eegin,at 893.
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the interest of both the distributors and the mactufrer?®®

If competition was restricted
vertically through the use of RPM, then, firstlgetmanufacturer and their distributor must
be separate entiti@€’ the distributor cannot be the manufacturer's ag€nSecondly,
multilateral conduct must be proved. A simple amumment of price policy and its
enforcement by the manufacturer without any catlnsis unilateral conduct and is,
according toColgate,legal?’® The plaintiff must provide direct or circumstah&aidence
which would exclude the possibility that one or tbgarties, the manufacturer or the
distributor, were simultaneously acting indepentjetf Evidence must show activities
towards collusion on the part of both partlésFinally, cancelling distribution with a price
cutter based on an agreement between the manwaetd its second distributor without
the existence of an agreement on price or minimtoe is a non-price vertical restriction

and would probably not demonstrate a restrictionomhpetition’’

After the plaintiff proves the existence of multédeal collusion to maintain retail prices, it
must show the anti-competitive effect of the actimmcerned’® It can demonstrate that
the price setting caused the reduction of outpuhjsang of prices or a reduction of quality
in a relevant product and geographic mafkéfThe impact on interbrand competition is
more important than on intrabrand competitfGhhowever, this can be very difficult to
prove. Therefore, the anti-competitive effect carrdflected by the existence of significant
market power. The question is whether this is ehdog establishing an anti-competitive
effect, as stated iMack Trucksand inGordon?’® or whether it is an important aspect of
restriction only if the power is seriously monoptii, as expressed iheegin*®°
Moreover, after the ruling of the Court of Appegld.eegin 2 it is possible that the courts

will apply the traditional rule of reason and wouktjuire evidence of both a sufficient

9Mack Truck at 225.

47 SeeCopperweld Corp. v. Independence Tube Catp7, U.S. 752 (198455uzowski v. Hartmarg69 F.2d
211, 214 (6 Cir. 1992), cert. denied, 506 U.S. 1053 (1993)ntury Oil Tool Inc. v. Production Specialities,
Inc., 737 F.2d 1316 {5Cir.1984);Bell Atl. Bus. Sys. Servs. V. Hitachi Data Sys.C#g9 F. Supp. 702
(N.D. Cal. 1994)Fibreglass Insulators, Inc. v. Dupug56 F.2d 652 (4 Cir. 1988);Rio Vista Oil, Ltd. v.
Southland Corp.667 F. Supp. 757, 761 (D. Utah 1987).

471 SeeSimpson v. Union Oil Co377 U.S. 13 (1964)nited States v. General Electric C&72 U.S. 476
(1926);0zark Heartland Electronics Inc. v. Radio Sha2k8 F.3d 759 (8Cir. 2002);Hardwick v. Nu-Way
Oil Co., 589 F.2d 806, 808 {5Cir. 1979);Call Carl, Inc. v. BP Oil Corp.554 F.2d 623,627-28 {4Cir.
1977).

472 Colgate at 305-307; further explained Bausch & LombParke, DavisandAlbrecht

“"*Monsanto at 757, 764, 768.

*"1bid., at 764.

475 Business Electronicst 726-727.

78| eegin,at 889;Business Electronicsit 726;Euromodasat 19, 21.

4" Mack Trucksat 226.

78| eegin,at 889, 895-896.

“® Gordon v. Lewistown Hospitad23 F.3d 184 (3d Cir. 2005), at 2Mack Trucksat 226.

80| eegin at 898.
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market power and an anti-competitive efff¢tOn the other hand, if the product that is
subject to the restriction does not create a soant market share, the courts are unlikely
to find the restraint unreasonable and ill€§alThe final stage should consider any
possible justifications by balancing proven antingetitive effects against an increase of
possible pro-competitive effects caused by the RBM.

The rule of reason approach to VTR is strict angliislar to that of RPM, as applied in the
case ofLeegin 2 Firstly, in VTR, it is only interbrand competitiowhich should be
examined'® Secondly, aside from the restrictive effect, thgtriction must be based on an
anti-competitive intentiof®® a requirement that is not included in the appromcRPM.
Furthermore, the plaintiff must always prove a gigant market power, which is an
indication of the potential of an anti-competit@Hect and can be proved if the defendant
possesses a significant market power and the camapeess of the market is lessened
based on an examination of the market shares opetitors?®® In McDaniel*®’ 43% of
the market share was deemed insufficient marketepdwecause the market was highly
competitive. The approach appears to be so dhattthe point of whether the plaintiff has
any real chance to prove illegality of verticalriterial restraint is moot. Moreover, the
guestion remains open as to whether the approavfi Bfwould change if a case dealing
with this kind of restriction reached the Suprenmu@ Unfortunately, this kind of issue
has not been discussed at the Supreme Court Sileania Finally, approaches to both
RPM and VTR do not respect the existence of vdrmoanpetition and the nature of
vertical restraints, which involve bargaining powather than horizontal market power, as

discussed in Chapter 3 “Vertical Competition andi8tre”.

4.4.2. New Rules

After the case ofeegin the intensity of the scholarly debate on thetrgtproach to RPM

has dramatically increased. Most notably, suggestiowvolve different forms of a

81| eegin 2 at 419.
“82\White Motors at 260-261.
83| eegin,at 895-896.
j:: Darrell Murphy v. Business Cards Tomorroat,1205.
Ibid.
488 Jayco Systems v. Savin Business Mach. Ca#¥ F.2d 306, 320 {5Cir. 1985), cert. denied, 479 U.S.
816 (1986); Valley Liquors v. Renfield Importers78 F.2d 742, 745 {7 Cir. 1982); See Areeda,
HovenkampAntitrust Law 402-406; Gellhorn, Kovacic, Calkin&ntitrust Law and Economic868-369.
87 McDaniel v. Greensboro News G679 F.2d 883 (4Cir. 1983).
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structured rule of reasdf® Kovacic states that thper serule was and still is popular
because the traditional rule of reason is unmaridgeH the rule of reason means that the
courts must examine everything, then the plaiaiifiost automatically loses because such
a task can be impossible in practice. Howeverheire¢ are alternatives, the case is better
balanced®’

Scholarly discussions have begun to be reflectedument cases. Although the recent
cases of.eegin 2and of Twombly*® placed heavy burdens on the plaintiffother cases
indicate that some changes have already appeatbd asurts have moved away from the
rigid application of the rule of reason. The fiedtempts to change the rule of reason are
obvious inCalifornia Dental Associatiofi’” decided by the Supreme Court, who still used
an “open-ended” approach. In this case, the Coynfaged that the plaintiff had to prove
that the practice concerned significantly restdatempetition. This included the definition
of the relevant market and proving the significardrket power of the defendant. If the
defendant could argue that the practice was erddiarea legitimate business purpose, the
plaintiff must show that the practice failed to \&erthis purpose or there existed less
restrictive alternatives which were not more cosithn the practice used, while the benefit
of the conduct concerned was smaller than its@otipetitive effect§®

Both the DOJ and the FTC recognised the need torchiange of the rule of reason and

9

began to modify it, lobbying for a structured rofereasorf®* The FTC approach was used

by the Court of Appeals in the case Rdlygram*®® which was based on a horizontal

88 For instance, a compromise between plee serule and the rule of reason (applying one or agoth
depending on the market power): Areeda, Hovenka2®®9 Supplement 242; Areeda, Hovenkamp,
Antitrust Law 330-339; different forms of a structured ruler@dson: S.M. Colinoyertical Agreements and
Competition Law: A Comparative Study of the EU &l Regimeg¢Hart Publishing, Oxford, 2010), 153-
181; M. Lao, “Resale Price Maintenance: The IntedrABenomenon and Free Rider Issues” (2010) 55
Antitrust Bulletin 511; J.B. Kirkwood, “Rethinking Antitrust Policyoward RPM” (2010) 55Antitrust
Bulletin 423-472; Steiner, “TheeeginFactors” 56-58; T.A. Lambert, “A Decision-Thedcetule of Reason
for Minimum Resale Price Maintenance” (2010) ABtitrust Bulletin 214-224; Ch.A. Varney, “A Post-
LeeginApproach to Resale Price Maintenance Using a &ired Rule of Reason” (2010) Zhtitrust 22;
Rey, P., Stiglitz, J., “The Role of Exclusive Téries in Producers’ Competition” (1995) ®&and Journal
of Economicgl46.

89 Discussion with W. Kovacic, FTC, Washington D.Sogember 13, 2009).

490Be|| Atl. Corp. v. Twombly550 U.S. 544 (2007).

*1pid., at 1965-1966, 1974.

92 California Dental Association v. FT,G26 U.S. 756 (1999).

493 Areeda, Hovenkampntitrust Law 329-330.

49 Discussion with W. Kovacic, FTC, Washington D.Glogember 18, 2009); Ch.A. Varney, Assistant
Attorney General, Antitrust Division, U.S. Departmeof Justice, “Antitrust Federalism Enhancing
Federal/State Cooperation”, Remarks Prepared for\thational Association of Attorneys General (Oct. 7
2009), pp. 8-9, at http://www.justice.gov/atr/paldpeeches/250635.htm.

49 polygram Holfing, Inc., v. Federal Trade Commissidi6 F.3d 29 (D.C. Cir. 2005); (also see In re
Matter of Realcomp Il Ltd File No. 061-0088, (F.T.C. 2009)Docket No. 9320)
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agreement: a joint venture. The Court also receghtie “quick look” approach used in
the case oNCAA v. Board of Regernt® However, the Court of Appeals refused officially
to confirm the existence of a new, structured afleeason. Instead, it claimed that it is
still the same rule of reasd#,which thus made it possible for the same Cousply the
traditional rule of reason to RPM Lreegin 2in 2010.

Current casesPolygram and Leegin 2 indicate that the rule of reason used within
horizontal arrangements not only differs from RPM#e of reason but also that this
difference will remain in the future. Neverthele8s question of the courts’ approach to
RPM remains open and only future cases will unaghopefully, more modern approach
to RPM and potentially to VTR in the US. The chanf¢he rule inLeeginhas re-opened
highly intensive discussion among scholars on whkathe right approach to vertical
restraints in the US, most notably RPM, which hasfiemed the lack of knowledge and
research in this matter and the complexity of #na of competition lai?®

4.5. Conclusion

The approaches to RPM and VTR have been constemdigging and evolving since the
first Supreme Court casBy. Miles, in 1911. The development and cases of both tgpes
restrictions are full of paradoxes. Firstly, the R Bpproach is based on a distinct lack of
knowledge of its effects. The cases include maimdpretical arguments and are not based
on proper studies for the simple reason that thaesks of studies did not and do not exist.
This led to the final and settled conclusion Siylvaniathat VTR were not usually
sufficiently anti-competitive. This conclusion whased primarily on the assumption that
VTR could increase interbrand competition and, thins application of thper serule was
wrong. The application of the existing rule of masneangle factothe legalisation of
VTR, as is obvious fronFirst Beverage$® The FTC and the DOJ have not been
investigating actions that just include VTR becatisey are not seen as restrictive or

seriously restrictive.

496468 U.S. 85, 100, 104 S.Ct. 2948, 82 L.Ed.2d B34).

497 polygram,at 35.

9% There have been numerous articles published diszu®PM in the US in last 4 years, most notably in
2010, for exampleAntitrust Bulletin Vol. 55 No. 2/Summer, No. 1/Spring — both issue dedicated to
RPM.

49 First Beveragesat 1166.
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The theory of ownership iBr. Miles explained that the manufacturer should be fresoto
whatever it pleases with the products it owns. Hmveonce it sells these products to
distributors, it is subsequently the distributorsonare free to deal with the products, as
they now own them and not the manufacturer. Thig@gch appears to be correct from a
jurisprudential and ethical perspective. HoweveeGolgatedoctrine shifted th®r. Miles
arguments as it allowed manufacturers to determetal prices as part of their policies.
This doctrine, therefore, restricts distributoregddom to determine their own business.
Further developments in th€olgate doctrine led to the paradox that legalised
arrangements between a distributor and a manu@dmterminate a contract with a price-
cutting distributor, as ruled iBusiness ElectronicandEuromodasIndeed, is this nade-

facto price-maintaining multilateral conduct?

The case ofeeginchanged the approach to RPM significantly by idir@ng the rule of
reason to all forms of RPM. The analysis of thertewarguments for changing the rule
reveals some contradictions and finds most of tb@re hypothetical or even illogical.
The paradox of the results of the latest developroeRPM and VTR was concluded in
Mack Trucks which does not clearly differentiate between ¢heéso forms of vertical
restraints but appliedeegin to territorial restraints and, moreover, finds ihontal
intrabrand agreements among retailers illggal se Furthermore, the Court of Appeals
contradicted some aspects of its rulings figiack Trucksin Leegin 2and thus increased

legal uncertainty in the matter of RPM.

The application of the rule of reason in maximuneg@fixing, as set ilKhan, seems to be

correct considering that maximum prices can prilpdead to lower prices and, thus, only
efficient distributors can benefit from this. Oretbther hand, price fixing and minimum
price fixing lead to situations from which less i@f#nt competitors can benefit as

efficiency is suppressed.

Recently, discussion on the importance of marketgopincluding buyer power, and its
interest has occurred. However, only the casdsundbmodasandMack Trucksshow that

the interests of distributors influenced the exisee of vertical restraints. One of the
explanations could be that, in contrast to the pdstre manufacturers used vertical

restraints, recent retail market developments lséwféed the bargaining power to retailers
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who have begun to impose vertical restraints, gaeat in study of Office of Fair Trade
from 1997 in the UK

Logic dictates that RPM based on setting pricesetting minimum prices and even VTR
can be against the manufacturer’s interests bedagkeretail prices will likely decrease
output and the manufacturer’s profit. However, facts of the presented cases show that,
for the most part, manufacturers applied them a$ pf their distribution systems.
However, their reasons for applying such restraiiffered. They used them to persuade
powerful distributors to distribute for them andrwintain and/or increase their market

share, as i®ylvania

Another reason is that manufacturers want to sucoger other competitors in interbrand
competition, as was claimed by the manufactureAbnechtandWhite Motor.Simply, if
retail prices are set, it can be easier for a nautufer to predict the situation on the
market and to adjust its future business strategiekiding a correct assumption of future
output, the most profitable retail prices in redatito the output and the conditions in the
market. For instance, idr. Miles, Park & SonsColgate Parke, Davisthe manufacturers
simply claimed that they had the right to mainteatail prices without any further and
possible pro-competitive justifications. Most ndyalm Park & Sons,jt was obvious that
the distributors did not generally agree with RPMnally, the manufacturers can be
motivated to use vertical restraints to create putaion for luxury products and to
improve services, as manufacturers ditleéegin SchwinnrandBausch & Lomb.

It was always the manufacturers who were foundyoil violation of the Sherman Act in
the presented cases, although Section 1 prohibutsilaeral conducts. This is logical
because, in private litigation on damages, theypadually sues only one and not
everybody for a violation of antitrust law: the ombo caused the direct damages. This
must have an impact on the courts’ ruling as isals/in the wording used in older cases.
One could argue that the arguments of the partigdgeabeginning of the application of the
Sherman Act are the most truthful as they had eenbinfluenced by any theories and
doctrines developed later. However, as such, theéyndt reveal that RPM and/or VTR
would be used to increase customer welfare thrabhghimprovements of services, for

example.

% Office of Fair Trading, Competition in Retailinesearch Paper No. 13 (1997, London Economics,
London, UK).
%1 see Gellhorn, Kovacic, Calkinantitrust Law and Economic842, 344.
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Chapter 5: Development of the EU Law of Vertical Teritorial and Price Restraints
5.1. Introduction

This chapter analyses the EU law of vertical teriai and price restraints from a broad
perspective. It puts EU competition law and poBcie context with EU developments,
including politics, the economy and the social emwinent. It explains and discusses the
interaction and the influence of these aspectsallyinthe most significant cases are
analysed. Their doctrines and legal theories, wekelopments are explained, logically
arranged and argued in the context of the factshefcases, while some aspects are
compared with US case law and the US approachchibpter ends with a survey of the

current EU procedural legal system on verticalt@ial and price restraints.

5.2. EU Competition Law within the Process of Markeegration

5.2.1. The Origin of EU Competition Law

The current existence of European Union competiimw and the existence of the
European Union itself (originally, the European B@mmic Community) were arguably two
significant consequences of World War Il. The idéasprevent wars and conflicts in
Europe and to create an economically strong aniiedricurope were not being discussed

for the first time but they appeared more signiiicafter the end of the World Warlil.

The beginning of EU competition law was influendsdthe US and US antitrust law, as
well as by different European competition law syseand theories. In the 1950s,
following World War 11, there was a strong need gmvernments to control and regulate
their economies with an increased social and geti@fluence. The War also increased
the influence from the US. At the time, the US stesl European countries by providing
loans? and US antitrust law was one of the most domicantpetition laws in the world.

Additionally, the EU market included some similest with the US market. The influence

! The EEC Treaty of Romé&reamble “preserving and strengthening peace and libef®yG. Goyder, J.
Goyder, A. Albors-Llorenssoyder’s EC Competition LawFifth Edition (Oxford University Press, 2009),
24-25; D. Chalmers, et &8luropean Union Law: Text and MaterialBecond Edition (Cambridge University
Press, 2010), 7-9; N. Green, T.C. Hartley, J.A.&d3te Legal Foundations of the Single European Market
(Oxford University Press, 1991), 199, 334, 343.

% Primarily, the Marshall Plan, 1948; Goyder, Goyd&bors-LlorensGoyder's EG 24-25; D. Gerbetaw
and Competition in Twentieth Century Europe: PraétecPrometheu¢Clarendon Press, 1998), 166-168.
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of the US was arguably at its strongest at theebatsthe EU system, when the originators
needed to establish a new European competitiorsistem and were thus influenced by
the US antitrust experience.

The origin of EU competition law was also affectey other European states and their
competition theories, legislations and policiesn8mf the European ideas on competition
policy and competition law appeared during the EheRevolution. The period from the
French Revolution to the mid-1870s was characterisf the ideas of government
restraints on economic actors, which ensured ecanaerlth and growth. This resulted in
a new theory, the theory of European liberalisngdlberalism. It included the first idea
of a competition law statute based on the admatist protection of public interests. This
idea was developed in Austria in thé™@ntury; however, it was not put into practice at

the time®

After World War I, in 1923, Germany introducedwstten competition law statute. It was
a tool assisting the post-war, German economy tidaa deepening economic crisis that
recognised industrial production as a key elememnnilitary success and recognised the
economy as a means to serve the interests of goCattelisation was recognised as a
positive process because the government found th&sier to control than small firms.
The German statute was later changed due to aitNambgical influencé.

A new German competition law system came into fancthe same year as the Treaty of
Rome and is still in an amended form, in force yoddis German system was required by
the US, as one of the conditions for German sogetgj thus reflecting that competition
affects not just the economy, but also other spolitical aspects. As history shows, the
concentrated and heavy cartelised pre-war Gernausiry helped to consolidate military

power throughout World War fl.

Some differences between Continental Europe ana&iHpetition law and policy existed
then and still exist today. The legal systems andiro of competition laws are also

different. Competition law in Continental Europeshts origins in Austrian and German

% M. Vatiero, “The Ordoliberal Notion of Market PomweAn Institutionalist Reassessment” (2010) 6
European Competition Journ@89-691; D.J. Gerber, “Europe and the Globaliratid Antitrust Law”
(1999) 14Connecticut Journal of International Lawl5, 26; GerberCompetition in Twentieth Century
Europe 6, 16, 43-44.

* Gerber Competition in Twentieth Century Europe8, 115-164.

® H. HovenkampFederal Antitrust Policy, The Law of Competitiondalits Practice3® Edition. (Thomson
West, St. Paul, 2005), 30; Gerb€gmpetition in Twentieth Century Eurqpe8.
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ordoliberalism, which is based on free competitimial the protection of the freedom of its
participants and which has continued to influentedBmpetition lawf. On the other hand,
UK competition law was regulated mainly by commaw, which had an impact on the
origin of US antitrust law. Some similarities still remain between the UK ahd US
system$ however, the UK, as an EU member, has at leagtafparharmonised its

competition law with other EU membets.

5.2.2. From Common Market to Internal Market

In 1951, France, Germany, Italy, Belgium, the Nd#drm&ls and Luxembourg signed the
Treaty Establishing the European Coal and Steel @amity (“the ECSC Treaty”), with
economic integration in the relevant sectors asmitsn objective. It recognised and
highlighted rivalry, a large part of the compegtiyprocess, as necessary for a strong
European econonmty.The Treaty expired in 2002.

The Treaty of Rome from 1957 constituted the Euasopdeconomic Community
(“EEC").* The main objective of the EEC was to establishommon marketwhich
required a supranational, decision-making framew®he creation of the common market
by the EEC contained a number of elements. The ledesment consisted of establishing a
customs union with a common external tariff. Otbkaments were the free movements of
goods, persons, services and capital, includingnbaising relevant national laws;
competition law and policy; regulation of stateemvention in the economy, such as state
aids; and other¥.

Therefore, the existence of the EEC was based @moetic integration with the main, but
not only, objective of establishing a common markih undistorted competition and an

® A. Weitbrecht, “From Freiburg to Chicago and Begpthe First 50 Years of European Competition Law
(2008) 29 ECLR pp. 81-82; D. Gerber, “Constitutionalizing the oBomy: German Neo-liberalism,
Competition Law and the ‘New Europe’ " (1994) Atherican Journal of Competition Lgw 25; see also R.
Van den Bergh, P. CamesasEaropean Competition Law and Economics, A Compaeafierspective™
Edition (Sweet & Maxwell, London 2006), 65; Europg@ommission, XV Annual Report on Competition
Policy 1985 (1986).

’ See above.

8 HovenkampFederal Antitrust Policy32.

°® Compare the current UK Competition Act 1998, whlticles 101 and 102 and EU legislation on
competition law; See Goyder, Goyder, Albors-Llor&wyder's EC 26-27.

10 ECSC Treaty, Preambléittp://eur-lex.europa.eu/en/treaties/index.htm#oi1€/07/2010); See Goyder,
Goyder, Albors-Llorenssoyder’s EC 28-30.

! http://eur-lex.europa.eu/en/treaties/index. htm#ohe/07/2010); see Article 2 of the Treaty of Rome.

12 The Treaty of Rome, Principles: Articles 2 andart Two: “Foundations of the Community”; for fueth
discussion see Chalmerguropean Union Lawpp. 12-13.
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efficient use of resourcés Integration not only had an economic dimensiosgebaon free
trade, but also a political dimension that meardt tMember States made decisions
collectively. This is confirmed by the principle$ supremacy and direct effect, and by

provisions on common rules and polictés.

The Community shifted its focus from market intégma to policy integration in the
second half of the 1980s. This new process stavitddthe "White Paper Completing the
Internal Market"™® The White Paper was a tool for establishing aerirl market and was
followed by the Single European Act in 1986, which identified its main aim in Article
13 as the establishment of the internal markethieyeind of 1992. The internal market is
defined in Article 13 as an area without boundatiest includes the free movement of
goods®’ The aim included a reformation of EEC institutiarsl also the establishment of

a legal basis for other policié%.

In 1993, Member States ratified the Treaty on EeappUnion’ The Treaty on European
Union was the result of the aims contained in thegl® European Ac® The Treaty

established the European Union with the new Comitysnicompetences including
education, environment, consumer protection, pubgalth, industry and culture. The
previous name, “The European Economic Communityianged to “The European

Community”?

The Treaty of Amsterdath amended the objectives of the European Community,
elaborating on the integration of Member States] focused on more than just pure
economic integration. The Treaty of Amsterdam haal &dditional main objectives, aside

13 The Treaty of Rome, Principles: Articles 2, 8; KorGuide to Competitio2-3; A. Jones, B. SufrirEU
Competition Law: Text, Cases, and Materjaiurth Edition (Oxford University Press, 2011118 D.
Barounos, D.F. Hall, J. Rayner JameEC Antitrust Law, Principles and Practi¢eondon, Butter Worths,
1975), 1.

14 See Case 26/62an Gend en Loos v Nederlandse Administratie déasBiagen[1963] ECR 95 (see “II -
the first question”); Case 6/63osta v ENEL[1964] ECR 585; GerbeCompetition in Twentieth Century
Europe 347-348; R.B. Bouters€ompetition and Integration — What Goals CounEEC Competition Law
and Goals of Industrial, Monetary, and Cultural Rgl(Kluwer Law and Taxation Publishers, 1994), 3-4.
15 White Paper on completing the internal market ftbien Commission to the European Council, COM (85)
310, 28 and 29 June 1985; see BouteCsmpetition and Integratiqr8.

'® Official Journal L 169 of 29 June 1987.

7 Article 8a of the consolidated version of the Tyaaf Rome (1987).

18 See the provisions of the Single European Act.

19 Official Journal C 191 of 29 July 1992.

% See above.

L Further see: Maastrich Treaty on European Unidml@ers,European Union Lawpp. 23-25. Korah,
Guide to Competition 2-3; Bellamy, Child, European Community4-5; Bouterse,Competition and
Integration 9-10.

22 Treaty of Amsterdanfficial Journal C 340 of 10 November 1997
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from the establishment of the single market; namelstablishing an economic and
monetary union and implementing common policiesdaivities. While the objective of a
harmonious, balanced and sustained developmentasfoenic activities remained, the

objectives of a continuous and balanced expangidraa increase in stability were shifted
to a high level of employment and social protecti@guality between the sexes,
sustainable and non-inflationary growth, a high rdegof competitiveness and a

convergence of economic performafite.

After the success of new Treaties and a short gesfotime within which the previous
treaties had been adopted, the process of chamgesha adopting of binding treaties
slowed down. The Charter of Fundamental RighthefEuropean Union having no legal
power was proclaimed by the European Parliameet,Gbuncil and the Commission in
2000%° A right of a fair trial and the right of defence onatters of privacy were also

applicable to competition laf¥.

In December 2009, the Treaty of LisBbrame into force. It is recognised as a treaty
similar to the Amsterdam Treaty and the Nice Trdedyn 2002 amending the founding
treaties” It merged the European Community with its threkars into the European
Union and recast the existing treaties into twaties, the Treaty on the European Union
and the TFEU. The basic process of creating arrnatemarket has arguably been
finalised. The existence of the internal markele$ that the EU market had become even

more integrated including further objectives of Eig.*°

> Articles 1.5, 2.2.

2 Articles 1.5, 2.2, 2.3, 2.19, 2.22; also see othigectives as introduced in Articles 1.2, 1.102, 2.4, 2.17,
2.22,2.34.

> 0J 2000 C364/1; currently OJ C83 of 30 March 2010.

?°§812-118.

" Treaty of Lisbon amending the Treaty on Europeaniok) and the Treaty Establishing the European
Community,0.J. C 306 of 17 December 2007.

8 Treaty of Nice, Official Journal C 80 of 10 Mar2h01.

29 Compare:http://eur-lex.europa.eu/en/treaties/index.htm#o(t1€/07/2010); ChalmersEuropean Union
Law, pp. 23-30.

%0 Article 3 of the Treaty of the European Union, ehirepealed Article 2 of the Treaty Establishing th
European Union, discussed objectives of the Elk tibvious that the TFEU broadened its policiest as
included six paragraphs where the old Article haty @ne. Additionally, in its opening paragraptsiates
that “[tlhe Union’s aim is to promote peace, itdues and the well-being of its peoples.” Among oshét
also includes an international relations policyPiaragraph 5, Article 3(2) TFEU and protectes caltand
linguistic diversity as discussed in Article 3(3)ticle 4(2) TFEU.

134




Barbora Jedtkova Chapter 5: Development of the EWlcd Vertical Territorial and Price Restraints

5.2.3. Articles on Competition

The key EU competition-antitrust rules can be fqualof 2011, in Articles 101 and 102
of the TFEU.These articles were first enacted as Articles 8 &t of the Treaty of Rome
in 1957, and then recast as Articles 81 and 8hénTrreaty Establishing the European
Community as renumbered by the Treaty of Amstertfafuor the sake of simplicity and
consistency, throughout the rest of this Chapterdinrent terminology as applied in the
TFEU and the Treaty on the European Union will impleyed.

Article 101 prohibits forms of multilateral condsatvhich restrict competition in the EU
market and also includes exceptions to this prtibiii Article 102 prohibits the abuse of
dominant power in the EU market. These actionsram@mpatible with the internal market
and are illegal. Article 101 also regulates vefticaltilateral conducts and Article 102
includes primarily unilateral but also multilateraistrictions. Both forms of conduct may
influence the behaviour of suppliers and distribsitdor instance a dominant undertaking
can abuse its position towards the distributorsengplified by the action of tying.
Moreover, a manufacturer and its distributor carusab their dominant positions
collectively®? Although Article 102 has never been used in respédRPM and VTR,
theoretically it is possible in situations whenlsuestraints are forced upon the other party
by a monopolist(s) or a monopsonist(s).

Vertical restraints, as for any other multilatecainducts, are subject to two steps of
examination under Article 101 TFEU. Firstly, it muUse decided whether a particular
vertical restriction takes the form of a multilaterconduct (an agreement, concerted
practice or decision of an association), and hasoliject or effect in the prevention,
restriction or distortion of competition within thEU, thus affecting trade between
Member States. If the answer is yes, then it megddrided whether this restriction might
benefit from a block or individual exemption undeticle 101(3)

%1 The term “the common market” was replaced withtéren “the internal market” in Articles 101 and 102
of the TFEU.

%2 5ee Chapter 4 “Development of the US Law of Vattiterritorial and Price Restraints”.

% See below.
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5.3. The Beginning of Integration: Stability ando@th in the 1950s through
the mid 1970s

5.3.1. Background

The economies of member states were in reconsirueti the beginning of the existence
of the EU (originally, EEC) in an attempt to secpitical and economic stability and
economic growti* This period began the process of European integraassisting
Europe and European firms to become stronger ance mompetitive with a better
perspective to increase European productivity #ngs, stability*

The beginning of EU competition law was influencexd only by US antitrust law and the
German ordoliberal view, with a strict legal forni competition law supported by
Netherlands, but also by the French administrgbwiical approach supported by lItaly.
Therefore, some Member States, such as France,ah&hdency to interpret EU
competition law (originally, EEC competition lawprticles 101 and 102 TFEU, as
political and policy terms rather than enforcealldav. However, gradually, EU
competition law became an essential and enforcepaté of the EU and European

integration®®

The Commission was empowered as the central execetiforcer of EU competition
rules (originally, EEC competition law) in 1962. The Court of Justice of the European
Union (“CJEU")® was already established in the ECSC Treaty insRaril951, among

others, as a judicial-review body for competitiam/f°

The Preamble of the Treaty of Rome stresses thertamre of “steady expansion,
balanced trade and fair competition”. The Commupdaijcies were set out in Articles 2, 3,
4 of the Treaty of Rome also referring to the ppteof free competition. The first goal of
EU competition law was to ensure competitivenesshenEU market. This was based on

an idea that the protection of competition inteefewith free trade, including economic

3 GerberCompetition in Twentieth Century Eurqpie8.

% Goyder, Goyder, Albors-LlorerGoyder's EG 31-32.

% See, e.g., Case 26/6an Gend en Loos v Nederlandse Administratie déasagen[1963] ECR 95;
Gerber,Competition in Twentieth Century Eurq33-347.

" The Council Regulation 17/62/EEC [1959] OJ Spet.&.

% Originally, “the European Court of Justice”.

%9 EEC Treaty, Article 164.
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integration, and assists in providing a self-reiagpeconomic system ensuring the most
efficient use of resources. The second goal of Bbhpetition law was to aid in the
creation and maintenance of the common market surenthat undertakings did not
undermine the prohibitions on state barriers byirgetprivate market barriers such as
VTR. Vice versathe existence of the common market was essentighé creation of fair
and efficient competition and its competition Iégion.*® This objective prevailed in the
beginning, for example, the vertical restraint cageConsten & Grundi¢ in 1966
highlighted that the objective of EU competitionwlawas single/common market

integration®?

5.3.2. First Cases and Legislation

At the beginning of the EU competition law’s existe, both the EU (originally, EEC) and
national authorities applied the EU competitioresdf This changed with Regulation 17,

which introduced a notification system with censedl enforcement and policy-making
power within the Commission. The Court of Justidaypd a central role in court
judgements to minimise the different influencesMémber State® The notification

system overburdened undertakings, as well as tmen@ssion, which was also criticised
when ruling on vertical agreemerifsRegarding vertical restraints, Hawk pointed ouait th
the notification system was inconsistent with C3judgements and Article 101(1) was
overly and broadly applied. It brought about andim@ned legal uncertainty, legal

formalism and analysis by categories rather thaecamomic approacH.

EU competition law emphasised vertical relationship comparison with both US
antitrust case law and the Member States’ traditiborizontal agreement focus. This was

due to the fact that vertical restraints were thestobvious relationships in trans-border

9 Goyder, Goyder, Albors-LlorerBoyder's EG 34-35; BouterseCompetition and Integratiqr; Gerber,
Competition in Twentieth Century Eurq#34-335 Barounos, Hall, Rayner JanteSC Antitrust Law2-3.

“l Case 56/64, 58/6Etablissements Consten S.a.R.L. and Grundig-VeskanibH v. Commission of the
European Economic Communif{966] ECR 299 (Consten & Grundig”)

2 Consten & Grundigp. 340.

43 EEC Treaty, Articles 87, 88, 89; for further dission see GerbeGompetition in Twentieth Century
Europe 349.

* Regulation 17/62, 1962 OJ 204.

> For more see GerbaZompetition in Twentieth Century Eurqpe 349-353.

6 D. Deacon, “Vertical Restraints under EC CompmtitLaw: New Directions” [1995Fordham Corp L
Inst p. 307; B.E. Hawk, “System Failure: Vertical Rastts and EC Competition Law” [1995] Z2MMLRev
p. 973; see below.

4" Hawk, “System Failure”, pp. 974 — 986; also seeldnes, “Competition of the Revolution in Antitrust
Doctrine on Restricted Distributiorzeegin and Its Implications for EC Competition Law” (20083(4)
Antitrust Bulletin935-937.
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trade used between manufacturers and distributcssgarate and protect national markets
from parallel imports and to create other boundgawaich hindered the main objective of
the Community: the creation of the single mafRet.

In the first vertical restraint case 6fosfillex*® the Commission found that an agreement,
where a distributor had obtained an exclusivettagrioutside the common market, did not
violate EU competition law as the product had bezexported to the common market.
The first CJEU case on vertical restraifBgnsten & Grundigdiscussed the exclusive
territories based on trademarks. The CJEU agrestdnintaining the exclusive territory
and preventing parallel imports of the product @cttd by its trademark had infringed
Article 101TFEU . This case was the first that stesl the Commission in establishing a
policy on vertical restraint®. Furthermore, not only using trademarks but alsoue of
patents to protect national markets and prevenallparimports were found to be
inconsistent with the Treaty of Rome by the Commissand this was confirmed by the
CJEU in the case dfarke-Davis v. Probel"

The case oMiniére v. Maschinenbatf held that an exclusive distribution agreement was
not illegal if it had been necessary for penetgpimew territory. The case also stated that
EU competition law included two main objectivestegration and competition. At the
time, exclusive distribution systems were commofimope>® therefore, the Commission
introduced a block-exemption regulation in 19&hd updated it in 1983confirming that
exclusive distributions could have a positive impan the market in the form of
distribution improvement, international trade, paifmn of products, stimulation of
interbrand competition and effectivené8s.

8 Consten & Grundigpp. 343, 349; Green Paper on Vertical Restr&nEC Competition Policy, Executive
Summary, COM (96) 721, paragraphs 1,2; Joriégegin and Its Implications for EC” 936; Gerber,
Competition in Twentieth Century Eurq[54-355.

49 64/233/CEE Grosfillex Sarl (Re the agreement,ddfficial Journal 58, 09/04/1964 p. 915 [1964] CRIL
237.

*0 Goyder, Goyder, Albors-LlorerBoyder's EG 55-56.

*1 See Case 24/6Parke-Davis v. Probdl1968] ECR 55 (patents); Case 40/8irena v. Ed41971] ECR 69
(trade marks).

°2 Case 56/65Société La Technique Miniére v Maschinenbau Ulm Bfi966] ECR 235, [1966] CMLR
357, CMR 8047.

3 Green, Hartley, UsheThe Legal Foundation®41.

** Regulation 67/67 applying Article 85(3) to exclesidealing agreements [1967] O.J. 57/849.

55 Regulation 1983/83 applying Article 85(3) to exdWesdistribution agreements [1983] O.J. L 173/1;
Regulation 1984/83 applying Article 85(3) to exdhaspurchasing agreements [1983] O.J. L 173/7.

* Regulation 1983/83, recitals 5, 6.
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5.3.2.1. VIR

A) Consten & Grunditf

1) Vertical Conduct

In this case, the CJEU discussed the applicatioArtifle 101 to vertical agreements. It
held that neither Article 101 TFEU nor Article 10FEU excluded infringements in the
form of vertical conducts as the Treaty did not eaky distinction between horizontal
and vertical conduct. Therefore, similarly, the tar any other body applying the Treaty,
could not make a distinction and exclude conducickviis not excluded in the Treaty.

However, Article 101 TFEU does not apply to conduithin one undertaking that creates

an integrated distribution network.

2) Test on Restricting Trade

The Commission decided that the applicants hadtemteabsolute territorial protection
which had restricted trade between the Member StatEhe applicants and the German
government subsequently claimed that the Commidsazhnot proved that trade would
have been greater without the existence of theeageat concerned. The Commission,
argued that once trade had been established ircdsréime agreement had restricted trade
between the Member States primarily because itraatticted exports from and imports
into France. The Commission explained that the west based on the constitution of “a
threat, direct or indirect, actual or potential, fteedom of trade between the Member
States in a manner which might harm the attainroémie objectives of a single market

between the state&?,

It does not matter whether the agreement increase@ as long as the threat to restrict
trade or its actual restriction existed. In thisegatrade was restricted by prohibiting

Consten from exporting and by establishing Conatethe only distributor for the French

°" C-56/64Etablissements Consten S.a.R.L. and Grundig-VeskanibH v EEC Commissid966] ECR
299.

%8 Consten & Grundigp. 339.

*bid., p. 340.

% |bid., p. 346.

®1 |bid., p. 341.
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marketvia the trademarR® The Court agreed with the Commission and statatlittwas
obvious from the agreement that the aim of soméhefclauses was to create absolute
territorial protection, which was thus an infringemn of Article 101 TFEW?

3) Interbrand v. Intrabrand Competition

The applicants and the German government claimattiie test should have been aimed
at interbrand competition, arguing that the agreegmbad increased interbrand
competition. The Court disagreed. It explained thifatintrabrand competition was
restricted, the effect on interbrand competitiod dot have to be examined. It also stated
that if the restrictive object was proven, the effgid not have to be analys&d.

4) IP Rights

The Court stated that it was obvious from the agesd that the aim of some of the
clauses was to create absolute territorial praie€ti The Court further explained that it
was not by virtue of the trademark itself but tlggement with Grundig that had affected
trade® Therefore, it is the agreement, or clauses oftireement, and not the trademark

that restricted competition.

This issue was also discussed and the boundartesedre IP rights and illegal vertical
restraints were established in the first US caseRBM. However, the first US cases sitill
involved an assessment based on the common lawthendight of ownership. The
Supreme Court strictly differentiated between stagu IP rights, such as patents and
copyrights, where the manufacturer, the owner & IR rights, was free to set the
conditions for retail sale. This was in contrastntn-statutory IP rights, such as trade
secrets, where the manufacturer was not exceptdard not restrict trad¥.Similar to
the case o€onsten & Grundigwhere the court stated that the trademark dicenbtle the

parties to restrict competition in certain formlswas absolute territorial restriction, the

%2 bid., p. 341.
% bid., p. 344.
% bid., p. 342.
% |bid., p. 344.
% |bid., p. 345.
" park & Sonsat 39;Dr Miles, at 401-402.

140



Barbora Jedtkova Chapter 5: Development of the EWlcd Vertical Territorial and Price Restraints

Supreme Court explained that the existence ofrttetsecret did not restrict trade as such,

but it allowed for the protection of the secret mi@cturing proces®

5) Article 101(2)

The Court of Justice confirmed that Article 101@plied only to the parts of the
agreement which restricted competition if they wedde to be separated from the
agreement itself. In this case, only the restrecttlauses of the agreement should have
been annulled under Article 101&).

6) Article 101(3): Test

This case introduced a test on Article 101(3) wtsth applies although with some more
recent additions. The Court explained that, altimotige applicants were responsible for
introducing the arguments for the application c¢ #xemption under Article 101(3), the
Commission had to examine the available evidenceotwsider the fulfilment of Article
101(3). Furthermore, the Commission must evaluaeotiomic matters® Any pro-
competitive improvements that the restriction inespion introduced must show
“appreciable objective advantages” that sufficiprbmpensate for any anti-competitive
effects caused by the restrictibnThe Court explained that the Commission had to
consider whether the restriction concerned was ssecg for such pro-competitive
improvements in the production and distribution the goods by evaluating the

effectiveness of any possible justificatidAs.

7) Business Tool — Justification

The applicant claimed that absolute territorialtpction assisted Consten’s ability to plan
its business in advance. The Court stated thas,risicluding parallel imports, were
commonplace in competition and in all commerciadivitees and, therefore, this was not a

reasonable justificatiof. Despite the accuracy of the explanatidrit does offer an

%8 park & Sonsat 29;Dr Miles, at 400-403.

% Consten & Grundigp. 344 (“Ruling”, paragraph 1).

0 Consten & Grundigp. 347.

™ bid., p. 348.

2 bid., p. 348.

3 bid., p. 348.

" Chapter 6 “Theories of Pro-Competitiveness v. Atimpetitiveness”.

141



Barbora Jedtkova Chapter 5: Development of the EWlcd Vertical Territorial and Price Restraints

explanation for a motivation to introduce VTR, apdtentially RPM, not only of the

distributor but also of the manufacturer in somges?®

8) Services and Reputation — Justification

The applicant complained that the Commission hadcansidered whether it would have
been possible to provide guarantees, such as tiecgon of the Grundig name and after-
sales services, without introducing absolute t@iigs in the market. Consten would have
had to refuse to provide after-sales servicesaitiqular, repair of the machines — products
imported by Consten’s competitors if the parall@port had existed which is against

consumer intere<t.

The Court did not find this fear justified becausensumers could only demand the
aforementioned services from the company from whiay purchased their products’
Moreover, the main competitor of Consten also effeafter-sale services, therefore, the

non-existence of absolute territorial restraint ldawot have led to such a situation.

9) Penetrating the Market — Justification

The applicants also claimed that the Commissionri@dconsidered the necessity of the
absolute territorial protection to penetrate therkeg including bearing the risks of
penetrating a market. The Court found this jusdtiien unfounded because this statement
was not disputethy the defendant. The Court also ruled that suatefpation did not
influence improvements in distributidf. Although the Court did not examine this
justification, it cannot be claimed that the Consios did not consider the penetrating
argument as the Commission claimed that the cortthgtbeen illegal only after trade had

been established in FranCe.

"> See below; see Chapter 3 “Vertical Competition Sticture”; Chapter 4 “Development of the US Law
of Vertical Territorial and Price Restraints”.

® Consten & Grundigp. 349.

" bid., p. 349.

8 bid., p. 349.

" SeeConsten & Grundigp. 341.
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10) The Main Objective: Market Integration

Although this case concerned private entitiesQbart applied the main objective of the
Treaty, creating common trade without barriers |@rpng that the Treaty could not allow

certain undertakings to create barriers on tradwden Member Staté§.

Jones and Sufrin argue that the market integratbjective overruled competition
efficiency in this cas& This statement appears accurate as, firstly, thet stated that
market integration was the main objective of EU petition law®* Secondly, although it
required economic, or rather objective proof, osipee effects under Article 101(3), it
ruled that it was enough to prove a threat to geailof in the restriction of competition
under Article 101(1? Furthermore, Goyder highlighted the importancéhcf case at that
time because it provided a sound basis for futwlecy in this area of competition law

focusing on the maximum protection of a single reatk
B) Miniére v. Maschinenb&t

This preliminary ruling case concerned a vertiggleament, which granted an exclusive
right of sale. However, at the same time, it alldvilee distributor to freely re-export the
goods and distributors from other Member State®ree to sell to the market concerned:
the French market. Dealers and consumers were edloww buy from wherever and

whomever they wished, including parallel importévkoreover, if the manufacturer had

agreed, the distributor concerned would have b#éewed to distribute the products of the
manufacturer’'s competitdP.

1) The Object and the Effect on Competition and ade

This case set a test and some important explasatonthe restriction of trade and

competition in object or in effect, which have apglin cases since. The Court explained

8 Consten & Grundigp. 340.

81 Jones, SufrinEU Competition Law 653-654; G. Monti, “Article 81 EC and Public Rofi [2002]
CMLRevp. 1065.

8 Consten & Grundigp. 340.

8 |bid., pp. 341, 347.

8 Goyder, Goyder, Albors-LlorerGoyder’'s EG 55.

8 C-56/65Société Technique Miniére v. Maschinenbau UIm Gifil$86] ECR 235.

8 Miniére v. Maschinenba. 247.
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that an agreement containing a clause “grantingeasiusive right of sale” may have
fulfilled the condition to be notified and was thpsssibly illegaf’’

The Court further discussed the effects on tradevden Member States explaining that
this meant that the agreement was “incompatibld wie common markef® The test,
which still applies, is as follows:

[t must be possible to foresee with a sufficidegree of probability on the basis of a set obyjecti
factors of law or of fact that the agreement ingjiom may have an influence, direct or indirect,

actual or potential, on the pattern of trade betwbe Member Statés.

The Court explained that the part of Article 101¢(hat states “object or effect the
prevention, restriction or distortion of competitisvithin the common market” involved
alternative and not cumulative requirements. Tioeeef firstly, the purpose of the
agreement or some clauses in the agreement muastabgsed “in the economic context”.
It follows from the Court’s ruling that this is rexsary as this first step determines the
effect on competitio® If analysing the purpose of the clauses does exeal the effect,
the consequences of these clauses must then bele@ads It must be shown that “the

competition has in fact been prevented or resttioredistorted to an appreciable extetit”.

The Court listed aspects which should be considaredeciding whether the agreement

restricted competition either in object or in effec
the nature and quantity, limited or otherwise,hef products covered by the agreement, the position
and importance of the grantor and the concessmairthe market for the product concerned, the
isolated nature of the disputed agreement or,ralteely, the position in the series of agreements,
the severity of the clauses intended to protect @Relusive dealership or, alternatively, the
opportunities allowed for other commercial commesitin the same products by way of parallel re-

exportation and importatioH.

8 |bid., p. 248.
8 |bid., p. 249.
8 |bid., p. 249.
|bid., p. 249.
L |bid., p. 249.
2 |bid., p. 250.
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2) Penetrating the Market — Justification

The Court discussed penetrating the market as sigp@gustification. It went further than
in the case ofsrundig & Consteras it explained that competition was not restdafehe

agreement was necessary to penetrate the niarket.

3) Some Clauses v Whole Agreement

With regards to Article 101(2), the Court confirmiée ruling inGrundig & Consterwhen
it stated that this Article had to be interpretadreélation to Community Law. Only the
clauses which are illegal under Article 101(1) ardlified. In the situation where these

clauses are not separable from the agreement iiseléntire agreement is nullifiéd.

5.4. Crisis and Changes — the mid 1970s through 986s

5.4.1. Background

After the first oil shock in 1973, an internationetonomic crisis began, which led to
widespread inflation and unemployment. Economiawginan Europe stopped for the first
time since the end of World War II. Furthermoregyalzese firms began to emerge as major
competitors. The European economic policy of thmetireflected this situation. The

response to the crisis was to strengthen and nwweafd with the integration proce¥s.

At the beginning of the 1980s, there was almost positive news relating to the
achievement of community goafsTo overcome the crisis, the CJEU maintained its ro
as “the momentum of integration” relying mainly ¢time competition law system and
strengthening its power. For instance, it begaapply Article 102 TFEU to mergers. It
also started to demand more sufficient evidenamil&ily, the Commission became more
active in competition law and policy to protect &pean national economies, primarily by
strengthening the competitiveness of European takiegs. In the 1980s, the

Commission started to focus on the efficiency ahpetition. Vertical restraints remained

% bid., p. 250.

*bid., p. 250.

% ChalmersEuropean Union Lawpp. 18-19; GerbeiCompetition in Twentieth Century Eurqpk68-169,
359.

% ChalmersEuropean Union Lawpp. 19-20; Gerbefompetition in Twentieth Century Eurqs59.
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at the centre of competition policy; however, a #nd of the 1980s, the Commission

increased its focus on horizontal agreeméhts.

The CJEU emphasised the importance of the commaketan EU competition law (in
that time EEC competition law) in the casedvigitro v. Commissiof andPolydor Ltd et
al. v. Harlequin Record Shops Ltd et’aFollowing Consten & Grundigit repeated that
one of the objectives of the Treaty of Rome was dfeation of a single market with
similar conditions to a unified domestic market.eT$ignificance of the objective of the

internal market is also obvious in the verticatna@ist case oNungesser & Eisel&°

Importantly, Decision 88/591/ECSC/EEEestablished the General Court (originally, the
Court of First Instance) to judge cases in comipetiand employment. This Court began

operation in 1989.

5.4.2. Cases and Legislation

In this era, the Commission and the CJEU broadémeid vertical cases to include other
forms of vertical restraints and distribution metisans, such as RPM, franchising systems
and selective distribution systems. In the 1980ssed on these vertical cases, the
Commission issued new regulations, including thredical restraint block exemptions:
Regulation on Exclusive Distribution Agreements 3/83'°’ Regulation on Exclusive
Purchasing Agreements 1984183including special provisions on beer supply aettq
agreements) and Regulation on Franchising Agrees&7/88%*

The case olMetro'®

introduced a basic rule for selective distributaystems. It stated that
distributors should not be chosen according togthentitative restrictions of distributors,

rather they should be chosen according to “objectmn-discriminatory, qualitative

" Green, Hartley, UsherThe Legal Foundations203-204; GerberCompetition in Twentieth Century
Europe 364-368; 384; compare with Chapter 4 “Developmainthe US Law of Vertical Territorial and
Price Restraints”.

% Case 26/76, [1977] ECR 1875, [1978] 2 CMLR 1, 20a

% Case 270/80, (1982) ECR 348, paragraph 16.

1% Nungesser & Eiselgaragraphs 47-58.

1 0J 1988, L319/1.

10211988] 0J L173/1.

10311983] 0J L173/5.

10411988] 0OJ L359/46.

105 case 26/78/etro SB-GroRmarkte GmbH & Co. KG v. CommissiothefEC[1977] ECR 1875.
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criteria relating to the technical qualificationsdathe suitability of trading premise®
The CJEU highlighted that price competition shoodder be eliminated. Nevertheless, it
also stated that price competition was not the &y of competitiont®’

In the case oSchmidf®® the CJEU further ruled that a manufacturer haduty to supply
all distributors who fulfil the objective criterid’ In the case oAEG Telefunkef® in
1985, the CJEU acknowledged that the system ottbededistribution was legal if it was
required for specialised handling and sophisticateducts-*

In the case oBinon!? the Court stated that any price fixing, includitige fixing of
newspaper and periodical prices, infringed Artitie1(1)**® However, this could be
exempted under Article 101(3). At that time it vihe Commission who was responsible
for granting exemptions under Article 101(3). Assttvas a preliminary ruling, the Court

did not discuss this issue furthef.

Franchising was introduced into Europe in the 19@sr a long existence in the US.
The case oPronuptid™® set the rules for franchising systems. It confidrtieat franchising
systems did not generally restrict competition,hwilie exception of restrictions on RPM
and absolute territorial protections. In severalsesa the Court confirmed the
Commission’s opinion that an agreement that seirmim prices or fixed prices had an
illegal object and infringed Article 101(1). Howeyeespite this approach, a franchisor or

other suppliers were able to provide their distidisi with price guidelines'’

1% Metro, paragraph 20.

197 Metro, paragraph 21; also see Case 107/82G — Allgemeine Elektricitats — Gesellschaft AEG -
Telefunken AG v Commissif#983] ECR 3151, [1984] 3 CMLR 325, CMR 14018,gmaph 33.

198 Case 210/81Demo-Studio Schmidt v. Commissift983] ECR 3045, 3056, [1984] 1 CMLR 63, CMR
140009.

199 Demo-StudipMetro, paragraph 12.

110 Case 107/82AEG — Allgemeine Elektricitats — Gesellschaft AEGelefunken AG v Commissif983]
ECR 3151, [1984] 3 CMLR 325, CMR 14018.

111 AEG-Telefunkerparagraph 34; also skeal StandardOJ 1985, L 20/38Grohe OJ 1985, L 19/171BM
Personal Computel984] 2 CMLR 347.

112 Case 243/83BA Binon & Cie v SA Agence et Messageries de lasBf@985] ECR 2015; C- 31/80
L'Oreal v. De Nieuwe AMCK1980) ECR 3775 at paragraphs 5 and 16.

113 Binon, paragraph 44.

14 Binon, paragraphs 46-47.

15 Korah,Guide to Competition318.

116 Case 161/8#ronuptia de Paris GmbH v Pronuptia de Paris Ismiy&chillgalis[1986] ECR 353; [1986]
1 CMLR 414.

17 See Case 243/85A Binon & Cie v. SA Agence et Messageries dedasef1985] ECR 2015, [1985] 3
CMLR 800;Pronuptig Metro.
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In the case ofNungesser & Eisel8® the CJEU confirmed that absolute territorial
protection was prohibited. Nevertheless, the CJHlédr that exclusive licences were
justifiable on the basis that investment was neogd® penetrate the market and to protect
intellectual property rights. Also, the case ofgéinbranding irDelimitis,**° clarified that
vertical restrictions were allowed if difficultiés penetrating a new market existédIn
a121

the case oRemia,
infringe Article 101(1).

the CJEU ruled that territorial restrictions prateg goodwill did not

The Commission and CJEU started to develop a dectuhich differentiated between
multilateral and unilateral conducts. They confichtbe existence of illegal agreements in
situations where suppliers announced restrictiiecips and their distributors generally,
and in various forms, followelf? For example, in the case &andoZ* the CJEU
confirmed the Commission’s decision that sendingoices by the supplier with the
wording “export prohibited”, which were then folled by non-exporting distributors
constituted an agreement that restricted competitidn another case,Eco
System/Peugedt’ the Commission stated that it was not necessapydee that written
instructions sent by a manufacturer had been aedeply its distributors, as such
instructions created an agreement within the mepofirArticle 101'%° However, later, the
newly established General Court started to chahigebroad approach to the meaning of

“the agreement”, requiring further evidence of #emand an acceptancé

118 Case 258/78lungesser (LC) KG and Kurt Eisele v Commis$i®82] ECR 2015; [1983] 1 CMLR 278.
119 Case C-234/8Pelimitis (Stergios) v. Henninger BraA8 February 1991, [1991] ECR 1-935, [1992] 5
CMLR 210, [1992] 2 CEC 530.

120 paras 13-27.

121 Case 42/8&KRemia BV v Commissigh985] ECR 2545; [1987] 1 CMLR 1.

122 CJEU cases: C-277/8Bandozprodotti faraceuttici SpA v Commission of the Ewap Communities
[1990] ECR I-45; C-25-26/840rd Werke AG v. Commission of the European Contimafil985] 3 CMLR
528; AEG, C-32, 36, 82/78BMW Belgium SA v Commission of the European Conti@sifil979] ECR
2435; Commission’s decisionsco System / Peugefdi992] OJ L66/1Bayo-n-0X1990] OJ L21/71Konica
[1988] OJ L78/34; see B. Jedlickova McCabe, “Bouigtabetween Unilateral and Multilateral Conducts i
Vertical Restraints” (2008) 1&CLR p. 600; U. Wickihalder, “The Distinction betwean ‘Agreement’
within the Meaning of Article 81(1) of the EC Trgaand Unilateral Conduct” [2006] European
Competition Journab1; P.S. Jakobsen and M. Broberg, “The Conce@gréement in Article 81 EC: On
the Manufacturers’ Right to Prevent Parallel Tradthin the European Community” [2002] 23(BICLR
130.

123 ¢.277/87 Sandozrodotti faraceuttici SpA v Commission of the Ewap Communitie§1990] ECR |-
45,

12411992] OJ L66/1.

125Eco System / Peugedi992] OJ L66/1, paragraph 23.

126 For instance, T-43/9Punlop Slazenger InternationallLtd. v. Commissjp@94] ECR 11-441, paragraph
60; for other cases, see below.
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5.4.2.1. VTR

A) Nungesser & Eiselé’

This case discussed the breeding of a new plamttyaregulated by national law and
requiring a registration of the plant variéfj.The case concerned exclusive dealership in
the Federal Republic of Germany which, at the ticomstituted one geographic market.

A French company assigned its breeders the rights new plant variety to be registered
under its exclusive distributor in Germaliy.In this case, the only entity allowed to enter
the German market was the exclusive distributor thedFrench producer but only on the
proviso that it did not cover more than one thifd@serman consumer demafd.

As in Consten & Grundig the Court analysed whether IP protection had exhube

restriction of competition or whether the restoatihad resulted from the agreement
between the producer and the distributor. In aoilito this, the Court used the principle of
proportionality when applying both Articles 101(aAhd 101(3) and concluded that,
although absolute territorial protection could et justified, an open exclusive licence

could be proportionate and thus justifiable underche 101(3).

1) Territorial Protection: the Principle of Proportality in IP Rights and

Competition Law

The first question discussed by the CJEU was whdtie relevant German legislation
legalised territorial restrictions to protect thenplant variety>* The Court observed that
the legislation in question did not require exchesiproduction; the applied territorial
restriction was merely based on contractual arnaweges between the French producers
and the German distributd¥ The Court applied the principle of proportionalistating
that absolute territorial protection that did ndlow parallel import when exercising

intellectual property rights could infringe Articl®1*

127 Case 258/78lungesser KG and Kurt Eisele v Commission of th¢1982] ECR 2015.

128 This issue is regulated in the International Canioe for the Protection of New Varieties of Plasfs2
December 1961.

129Nungesser & Eise|garagraphs 2-3, 15.

130 bid., paragraphs 10-11, 31.

131 bid., paragraph 32.

1321bid., paragraphs 23-25.

133bid., paragraphs 37-42.

134 bid., paragraph 29.
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2) Justification in General: the Principle of Prapmality

The Court highlighted that the collusion in questiteeded to improve the production or
distribution of goods or promote technical progrésssatisfy the conditions set out in
Article 101(3). The restriction could not go beyowdhat is necessary for these pro-
competitive effects to be realisEd.Among others, the seeds concerned were used by a
large number of farmers and, thus, absolute tewltg@rotection went beyond what is
necessary, as technological innovation does nafr @ffreason for other distributors not

competing once the seeds were available for puecfits

The principle of proportionality is the correct apach when two legal interests, two areas
of law such as competition law and IP law, meetthé restriction of one interest is
reasonably based on the second interest, it muatsieeproportionate to ensure the right
balance and the protection of both interests.

3) Penetrating the Market — Justification

The applicants argued that the Commission should geanted them an exemption based
on the fact that the agreements concerned, ingjualisolute territorial protection, assisted
in penetrating a new market and launching new potsdin that market. The purpose of the
agreement was to penetrate a new market and exitjudid not go beyond what was
necessary for this purpose and for the improveroétihe production and distribution of

goods'®’

The Court explained that the agreement that hadtitoted the exclusive distribution was
signed because the French producer did not haveabeity to distribute to a new market
itself.*® However, the agreement in question constitutedkmolute territorial protection
including a ban on parallel imports from third pest>® Following older cases and
applying the principle of proportionality, the Cowoncluded that it would have been

reasonable if the seeds in question, with theihrietogical and innovative aspects, were

135 bid., paragraph 76.
136 bid., paragraphs 33, 77.
137 bid., paragraphs 44, 68.
138 |bid., paragraph 47.
139 bid., paragraph 53.
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protected with “an open exclusive licence” withoilie ban on parallel import&’
Moreover, the Court highlighted several times tifia prohibition of parallel imports by
any kind of licensee would be in contrary to thgeotives of the Treaty*!

5.4.2.2. Selective Distribution System
A) AEG-Telefunken® RPM with Partial Territorial Protection

In this case, the applicant was a German produn@rdastributor of electronic products,
selling its products through its branches and slidnses in Europé®® It introduced a
selective distribution system, called the “FiveiRoProgramme®** The Commission
suspected that the selective distribution systenh i@t been applied according to the
scheme outlined to the Commission but that, initsgeat had involved RPM and other
non-notified practices, such as non-written selectcriteria. It found evidence that
confirmed this suspicion and imposed a fiffe.

1) Selective Distribution Systems

The Court explained that it had already stated re¢ua@nes that although a selective
system affected competition in the common markét,could be legal in some
circumstances, such as a necessity to providefgpservices regarding high-quality and
high-technology products. These products could euesiify a reduction in price
competition in so far as it improved non-price cetiion’*® Such a limitation is only
acceptable if the selective distribution leadsriamaprovement of competition. Otherwise,

the only effect would be a reduction of price cofitjmn.**’

As explained inVietro, a selective distribution system is permissiblthé distributors are
chosen based on objective qualitative criteria thatot discriminate against any other

10 bid., paragraphs 54-58.

11 |bid., paragraphs 54-58.

192 Case 107/82llgemeine Elektrizitats-Gesellschaft AEG-Telefunke& v Commission of the ET983]
ECR 3151.

143 AEG-Telefunkerparagraph 2.

144 bid., paragraph 3.

145 bid., paragraph 4.

146 1bid., paragraph 33.

47 bid., paragraph 34.
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distributors. Any other criteria infringe Article01(1). Therefore, RPM, as part of a
selective distribution system, is unlawft.

2) Multilateral Conduct

The applicant, AEG, claimed that influencing andtisg retail prices were unilateral
conducts*® The Court disagreed. It explained that a situatidrere it is advisable for
distributors to engage in certain conduct did natself prove the existence of multilateral
conduct. However, it agreed with the Commissionthat this could indicate that the
distributors concerned had not taken excessives tigkmaintaining high prices because

they had known about the price policy and had lvéilimg to follow it.*>°

The Commission observed and assumed that a grg¢atitymaf distributors had followed
the policy and, thus, they had opposed low prigéeir willingness assisted the producer
in maintaining prices and threatening others wheevegainst the polici*

RPM, as part of selective distribution, does nonhstibute a manufacturer’'s unilateral
conduct but is based on a contractual relationsl@fween the manufacturer and its
distributors. Distributor approvals, which can laeit or expressed, were required by the
manufacturer as a condition to join the selectivgtritbution systent>® Furthermore,
refusals to accept distributors who fulfilled thkjextive qualitative criteria but did not

wish to follow the price policy prove the existerafeRPM 3

The Commission ruled in its decision that the aggpit had maintained high prices through
an improper application of its selective distrilbatisystem and had therefore infringed
Article 101(1) TFEU*** Non-acceptances or terminations of distributiomt@xts with
distributors who fulfilled the conditions of the jebtive quantitative criteria were not just
sporadic mistakes but deliberate and systematicrexcbased on RPN?>

148 |bid., paragraph 35.
199 bid., paragraph 31
130 bid., paragraph 17.
151 bid., paragraph 45.
152 hid., paragraph 38
133 bid., paragraph 39.
154 bid., paragraph 67.
135 bid., paragraph 68.
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The Commission’s inspections of the applicant’'spses showed that the applicant, the
producer, had deliberately maintained a high profirgin to provide “the very expensive
services associated with the specialist trdd®In some cases, AEG also used territorial
protections to motivate its distributors to joire thetwork:>’ For example, the Commission
found that in the Federal Republic of Germany, dpelicant did not accept a German
undertaking to sell its products because it wassaodnt storé>® Another distributor
would not provide a guarantee to the applicantithabuld not supply discount stores and
would not export to other Member States and fos¢heeasons the applicant banned it
from its distribution network>® One distributor promised not to sell under thedstprice

on the market but to sell somewhere between thexgeeetail prices®°

In France, the applicant issued a memorandum whpremoted fixed prices and required
an assurance of compliance with the price pdficyThe applicant asked one of its
distributors to increase its prices for the appittsa products in their promotional
catalogue®® Two distributors asked the applicant to indicatmimum retail prices®

Another distributor promised the appellant thatytheould not use an obtained

promotional discount to decrease their retail @ri€é

The Court confirmed that the aforementioned exammes well as other conduct, proved
the improper application of the selective distribntsystem and an infringement of Article
101 165

It is questionable whether this case would be meisegl as involving unilateral or
multilateral conducts if it was judged in the USaéOcould assume that the US Federal
Court would have found some actions as unilatendleu theColgatedoctrine, given the
fact that manufacturers in the US are free to dater retail (sale) prices, announce them

and choose their distributors based on whethedigtabutors follow the announced prices

%% |bid., paragraph 71.

57 |bid., paragraphs 98-106.

138 |bid., paragraphs 79-83.

139 |bid., paragraphs 84-86.

180 bid., paragraph 107.

161 bid., paragraphs 92-94.

162 hid., paragraph 116.

183 bid., paragraph s 117-118.

184 1bid., paragraph 120.

185 bid., paragraphs 72, 76, 135-138.
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or not. Similarly, they are free to terminate dmitorship contracts if they charge different

pricest®

However, the actions that went beyond tBelgate doctrine, as they involved further
cooperation between AEG and its distributors, cdaddalso considered as multilateral in
the US®” In general, the exact boundaries between unilatedmultilateral conducts are

difficult to establish under th@olgatedoctrine and subsequent ca¥¥s.
3) The Justification of Higher Prices Including fhieeory of Services

The applicant also argued that the higher pricee wastified by the higher cost of the
specialised trade which increased prices. A distioim system should offer distributors an
assurance of the enjoyment of a minimum marginthieamore, it claimed that the system
was beneficial for consumers as it preserved coityinn the distribution channel, which
was in accordance with both Article 101(1) and B)4{

The Court explained that, contrary tdetro, which had not included direct price
restrictions but the system had influenced pricenpetition only indirectly, this case

included RPM. It stated that RPM could be justif@dy up to a certain level and only in
some circumstances, such as obtaining an appregmiafit margin to ensure the quality of
services. This is lawful only if the system in gti@s performs the functions assigned to it

by the Treaty. Therefore, the system must improrepetition'”°

However, RPM in the selective distribution systeaswenerally unjustified because it did
not motivate distributors to keep fulfilling objest qualitative criteria to remain in the
network but was a reason to stop supplying toibigiors who did not want, or were not
able, to maintain the prices. Therefore, RPM irs thelective distribution system was
illegal and restricted competitidht However, this does not eliminate the produceg$tri

to observe whether discounting distributors wegabée of providing the required services

based on the selective distribution systém.

186 Colgate at 305-306.

1" parke, Davisat 38-46.

168 | eegin at 884;Parke, Davis,at 38-46;Bausch & Lomb,723; Colgate at 305-306; see Chapter 4
“Development of the US Law of Vertical Territoriahd Price Restraints”.

189 AEG-Telefunkerparagraph 40.

19 bid., paragraphs 41, 42.

1 bid., paragraph 43.

2 \bid., paragraph 75.
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5.4.2.3. RPM and VTR in Franchising Systems

A) Pronuptid "

This preliminary ruling dealt with the applicatiof Article 101(3) based on a franchising
agreement, including exclusive dealing arrangeméhtShe franchising agreement was
concluded between Pronuptia de Paris, a FrencleHisor, and a German franchisee to
distribute wedding dresses and other wedding estiadf clothing protected by the
trademark “Pronuptia de Paris”. The products wastridutedvia franchisees and other
non-franchising distributors in the Federal Repubfi Germany.”

The franchisee signed three franchising agreemeititsthe franchisor for three different
locations'’® Among others, the agreements included granting>afusive territory, the
exclusive use of the trademark for marketing amhyating the goods and services and the
restriction to resell to third retailers/distribtgo The franchisor undertook to assist the
franchisee with commercial aspects such as stifiitrg and promoting and disclosed its

know-how on improving the franchisee’s turnover anofitability.”’

1) Franchising Systems - RPM and Territorial Regtmns

In contrast to US cases on vertical restraintanititrast law, where the US Federal Courts
applied the term “franchising” without further detenation of its meaning and without
strict differentiation between franchising and rfoanchising system? the EU courts
clearly explained the term “franchising” and esisti#d the boundaries between justified

and illegal franchising under competition I&®.

The CJEU highlighted the diversity of franchisingreements as franchising systems
themselves differ strongly. There are franchisiggtems that offer services, as well as

producing franchising systems under which the fn&see manufactures some products,

173 C-161/84Pronuptia de Paris GmbH v Pronuptia de Paris Irmg&chlillgalls[1986] ECR 353.
4 pronuptia,paragraph 1.

175 |bid., paragraph 2-3.

178 bid., paragraph 4.

Y7 bid., paragraphs 5-6.

178 SeeBusiness Cards TomorrgWylvania Schwinn

179 Also see Guidelines on Vertical Restraints, Officiournal C 13Qparagraphs 189-191.
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and a distribution franchising system under whichranchisee sells the franchisor’s
products:®°

In the distribution franchising system, a franchkideenefits from, and does not have to
invest its own capital in an already-existing swsfel business name and business
methods. Therefore, franchise agreements diffen fdealerships or selective-distribution
agreements because, with the exception of sellindyets, the distributors do not profit

from the success, the business name and the bsisiretkods of the productt:

In this particular case, the Court applied the @ple of proportionality when discussing
the different conditions of franchising systemsrdtognised two conditions that had to

apply to guarantee the same quality for the puffic.

First, the franchisor must disclose its know-hovitte franchisee and provide its assistance
so that the franchisee can start and maintairugsiess and bear any risks associated with
the business. On the other hand, the franchisemotisallowed to compete with the
franchisor for a reasonable period after the teatnom of the franchise agreement. The
franchisee is also not allowed to transfer its hess to another party. This does not
constitute restrictions on competition under Adid01(1) as its intention is to protect

know-how?&

Second, any provision which necessarily controks iaintenance of the identity and
reputation of the franchisor's business and networkluding decorating the shop
according to franchisor’s instructions and otheynpotional conditions, does not infringe
Article 101(1)*8*

On the other hand, any RPM and market differewtmtincluding territorial restrictions,
go beyond what is necessary within a franchisirggesy and thus infringe Article 101(1).
Such actions restrict competition and do not sémeepurpose of protecting know-hd{.

However, if this serves the purpose of penetratiegmarket by motivating an undertaking

180 pronuptia,paragraph 13.
181 |bid., paragraph 15.

182 bid., paragraphs 15, 21.

183 bid., paragraph 16.

18 |bid., paragraphs 17-18.

185 bid., paragraphs 23-24, 27.
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to become a franchisor, this must be consideredaamatl/sed as an exemption to Article
101(3)1%°

Market sharing within a franchising system has pwtential to affect trade between
Member States, even though the market is sharddrwaine Member State, in so far as
such a provision prevents franchisees from estahlisthemselves in another Member
State'® As this was a preliminary-ruling case, the questiemains whether territorial

restraints in this case could be exempted undecl@&rt01(3).
5.5. The Beginning of the European Union and the®tary Union — the 1990s
5.5.1. Background

Competition and its policies have strengthenedestheir inception and have become the
central goals of the Communit§? The Maastricht Treaty states that Member Stateslgh
create economic policy based on the principle ofopen-market economy with free
competition'®® The single market remains the fundamental polititgective’®® Indeed,
the importance of the market integration continteede emphasised in EU competition

case law (in that time, after the Maastricht Tre&§ competition case law}*

The Commission, being aware of a lack of a vertfcamework, published the Green
Paper on vertical restraints in 1996.The Commission observed that distribution had
been changing due to developments in informatiahrielogy and new distribution
systems, which had resulted in an ongoing greaecentration and integration, and the

decline of traditional distribution channels (maauttirers-wholesalers-retailersy.

18 |bid., paragraph 24.

187 |bid., paragraph 26.

18 XXllird Report on competition policy [1993]%® The 1993 Delors White Paper on Growth,
Competitivness and Employment: the Challenges aagis/fForward into the 21Century, COM(93)700.

189 Article G of the Treaty on the European Union whionends the Treaty of Rome (the EC Treaty):
Articles 3(a), 102(a), 105 of the consolidated i@r®f the Treaty of Rome (1992) — the Treaty Eésang

the European Community.

1% paper on Vertical Restraints in EC Competitionid@oEconomic Analysis, COM (96) 721, paragraph 1.
191 C. 415/93Union Royal Belge des Société de Football AssiocisdSBL & others v. Jean-Marc Bosman
[1995] ECR 1-4921, [1996] 1 CMLR 645; Jones, Suffiitty Competition Law38; BouterseCompetition
and Integration

192 paper on Vertical Restraints in EC Competitiorid§oEconomic Analysis, COM (96) 721.

198 Green Paper 1996, paragraphs 20, 40, 41, 44dtination to Green Paper and Invitation to Thirdtiear
to Comment”).
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The Green Paper stressed the integration of thereliit economic systems of the Member
States and the creation of a single market as tie objective of EU competition policy
(in that time, EC competition policy), placing sutgr importance on market penetration
without the barriers that could be created by wattiagreementS* Moreover, it
highlighted the importance of the existence andtgutoon of parallel trade in the
Community market?® On the other hand, the Green Paper stated thatiew was also
important because the single market legislation kaegely in place and the methods of
distribution had changed®

Economic efficiency and a full economic assessrbegan to be central to Commission’s
decisions and policies. The Commission recognibatl \tertical restraints could promote
objective efficiencies; “efficiency” and “fairnessdf competition were the primary
objectives of EU competition lalV’ This is also reflected in the Green Paper, which
stressed that the form of conduct is not importantthe impact on the market is essential.
Vertical restraints can be allowed for a certainquewhen they are being used to expand
or penetrate the market. Vertical restraints caomate objective efficiencieS® It
observed that the previous system was criticiseidlyngor a lack of analysis of economic
impacts, a lack of flexibility resulting in a strgacket effect, over-regulation and
discrimination against the plurality of distributicystems® It analysed the relationship
between and the importance of intrabrand and irdatbcompetition, the market structure

and the structure of distributiGf’

In Van den Bergh Foods Litf* the General Court acknowledged that economic

understanding and market analysis were essent@npetition case®? Furthermore, the

194 Green Paper 1996, paragraphs 1-2 (“Executive Sugijnparagraphs 1-2 (“Introduction to Green Paper
and Invitation to Third Parties to Comment”).

195 Green Paper 1996, paragraph 9 (“Executive Summadg’ (“Introduction to Green Paper and Invitation
to Third Parties to Comment”).

1% Green Paper 1996, paragraph 3 (“Introduction t@e®rPaper and Invitation to Third Parties to
Comment”).

197 Green Paper 1996, paragraphs 10-13, 25; J6hegginand Its Implications for EC” 940; S. Marco
Colino, Vertical Agreements and Competition Law, a CompegaStudy of the EU and US ReginfEsart
Publishing, Oxford and Portland, Oregon, 2010),G8&en, Hartley, UsheThe Legal Foundationf00.

19 Green Paper 1996, paragraph 12 (“Economic And)ysiaragraph 25 (“Current Rules”).

199Green Paper 1996, paragraph 37 (“Current Rules”).

20 Green Paper 1996, paragraphs 10, 12, 13 (“EconAmatysis”), paragraphs 4-39 (“Introduction to Gnee
Paper and Invitation to Third Parties to Comment”).

201 98/531/EC, Official Journal L 246, 04/09/1998 p. dppeal: T-65/98Van den Bergh Foods Ltd v
Commission of the European Communit[g03] ECR 11-4653, [2004] 4 CMLR 14.

292 Appeal, paragraph 84.
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jurisdiction of the General Court broadened in th®90s including, for instance,

trademarks and state &H.

There are several other issues that the Green Rdpezssed. For example, distinguishing
between the pro-competitive and anti-competitifea$ of restrictions, facilitating market

integration, permitting new and innovative disttibn systems, consumer welfare and
market share thresholds, legal certainty, deces@tadn and a possible need for

substantive legal changes, to name aféw.
5.5.2. Cases and Legislation

Based on the Green Paper, the Commission adopteaveblock exemption on vertical
restraints, Regulation 2790/99 (“Regulation 1999% with guidelines on vertical
restraints (“Guidelines 1999”) in December 1948.These replaced the three previous
vertical regulations. In comparison with the oldegulations, the new ones introduced
significant changes recognising the possible benefivertical restraints and heralding a

more economic approach to vertical restraffits.

Generally, Regulation 1999 lightened the burdenndividual exemptions on vertical
agreements by introducing a system where partiee wesponsible for determining
whether their vertical agreements and arrangenfeiftdéed the conditions of the block
exemptior’*® Both documents covered all forms of vertical astis for products and
services and were applied to vertical restraintgeneral for the first time. The block
exemption applied only if the supplier's market rehavas below 30%. The Regulation
reflects the fact that the Commission had to méijerent interests and opinions. One of
the Commission’s main concerns was that territaeatrictions imposed on distributors
contradicted the single market objecti#®.Simultaneously, case law highlighted the
benefits of territorial restrictions when makingvéstments to launch new products or

penetrating new markets’ These aspects were included in Guidelines £499.

293 Council Decision, 0J 1993, L 144/21; Council Damis OJ 1994, L 66/29; Council Regulation (EC)
40/94 on Community trade mark, OJ L 11/1.

24 See Green Paper 1996, paragraph 46 (“Current Rules

20511999] 0.J. L336/21.

20512000] O.J. C291/1.

27 gee, for instance, the Guidelines 1999, paragrégtmsl 115.

298 Jones, SufrinEU Competition Law645-646, 650-651.

299 See Guidelines 1999, paragraph 103; Green Pa®é; paragraphs 26 (“Current Rules”), 70, 78; Hawk,
“System Failure”, p. 973.

20see above; Green Paper 1996, paragraph 12.
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Further regulations and guidelines were introdutaakling issues such as technology
transfer agreements, joint ventures, research amdlabment? In 1998, guidelines on

fines® were issued and other regulations were addfited.

The case okeclerc v. Commissiodiscussed the position of a selective distribuigstem
based on luxury criteria. In particular, if a maatiirer selected only those resellers who
provided luxury goods or services, this was considldo be legal as far as the criteria
were necessary and also included hypermafkets.In the case of
Novalliance/Systemforai® the Court argued that conduct based on an agreehmrdid
not explicitly include an absolute territorial peotion or an export ban on a distributor but
whose purpose was such a restriction infringedchertil01(1). The case ddelimitis
explained that even a small, relevant market sgchRrankfurt in Germany could have an

impact on the trade between Member States.

5.5.2.1. Territorial Restrictions with Partial RPMovalliance/Systemforrt{

Systemform GmbH was a German undertaking who, anotimgr activities, manufactured
equipment for processing computer printouts. Thegany was sold to ECV Edition
Cantor Verlag in 1995 Novalliance, the complainant, was a French deates sold
office equipment, primarily in computer-printingdpost-handling systems. Novapost, a
Greek undertaking, distributed for Systemform. Bblbvalliance and Novapost formed

one economic entity with EurinveSt,

The relevant product market was created by devicediandling and processing large

computer printouts of medium-volume applicatiéf’sThe geographic market could be

2 paragraph 119.

12 Regulation 772/2004 on technology transfer agreésn®J 2004, L123/11; Commission Regulation
2658/2000 on specialization agreements [2001] ©3D4/3; R&D Regulation 2659/2000, [2000] O.J.
L304/7; Guidelines on research and developmentageats, [2001] OJ C3/2.

21311998] 0J C9/3, [1998] 4 CMLR 472.

214 See Regulation 1617/93 on passenger transit datisas and slot allocations at airports, [1993] OJ
L155/18, Regulation 3652/93 on agreements relatthgomputerized reservation systems, [1993] OJ
L333/37, Regulation 1475/95 on motor vehicle disttion, [1995] OJ L145/25.

215 T7.88/92 Leclerc (Association des Centres Distributeurs Edd)i v. Commissian[1996] ECR Il 1961,
paragraphs 109-15.

#1611997] OJ L47/11, [1997] 4 CMLR 876.

21797/123/EC, IV / 35.679 — Novalliance/Systemfornifical Journal L 47, 18/02/1997 p.11.

218 Novalliance/Systemforrparagraph 6.

219 bid., paragraphs 5,7.

220 |bid., paragraphs 8-10.
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considered to be the whole EU; however, the Comanskeft this question open as the

restriction was not affected by the market $iZe.
1) Agreements including Territorial and Price Raisiis and Export Ban

Systemform concluded agreements with exclusiveridigbrs outside of Germany and
with several distributors inside Germaff9.Both the exclusive and German distribution
systems included territorial restrictioff§,in that the distributors agreed not to sell to any
undertaking passively or actively outside their otrritories®®* The Commission stated
that the aforementioned agreements infringed Axtidd1(1) in both their anti-competitive

object and effect®

Novalliance complained that Systemform had impoaellan on exports by delaying
supplies?®® The Commission further explained that the teriddorestrictions prohibiting

selling to any undertaking with an office outside tcontractual territory was an export
ban. Moreover, some agreements also included aliioh to sell to undertakings inside
the territory but who intended to export the praddat This restricted the freedom of

distributors to choose their own custom@&fs.

The agreements also included price restrictionsteé®yform fixed retail prices for the
territory concerned with each of its distributorsdasome distributors agreed to inform
Systemform if prices changé®. Systemform claimed that those clauses fixing grizere
not enforced® However, the Commission found that the agreemeessricted the

freedom of distributors to determine their own tegaices™!

The Commission highlighted that distributors shobhftve the freedom to conduct their
business, which includes freedom of choice of pand customers. This complemented

the understanding of ownership rights as explalmgthe Supreme Court in the previous

221 |pid., paragraph 11.

22 |pid., paragraph 14.

23 |pid., paragraph 15.

224 |pid., paragraphs 16-29, 60.
22 |pid., paragraph 52.

2% |bid., paragraph 45.

227 |bid., paragraphs 56-59.
228 |bid., paragraph 60.

22 |bid., paragraphs 30-42.
230 |bid., paragraph 43.

31 bid., paragraph 61.
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US case obr Miles.?*? 1t is also further discussed and advocated in @nap“Theories of

Pro-Competitiveness v. Anti-Competitiveness”.
2) The Effect on Trade

Both territorial restrictions and RPM had theireeff in restricting competition in the cases
where Systemform did not enforce these restrictiothen they were enforced,
competition was restricted by objett. The effect on trade between the Member States
was appreciable because of the market share oér8i@im, the nature of the restrictions

and the fact that restrictions occurred in seveatracts during that time in the EEX.
3) Pro-Competitive Effects

The Commission confirmed that even exclusive diatron could have possible benefits if
the excusive distributions lead to technical andnemic progress by improving the
distribution of goods. However, the agreementsuastjon contained such restrictions on
competition which completely prohibited distribiddrom selling outside their territories
or to other customers and this harmed consumersreidre, the conditions for an

exemption were not mét>
4) Interbrand Competition — Market Shares

The Commission also discussed the possibility ef éffect on interbrand competition.
However, it simply stated that interbrand competitivas likely not to be affected because
Systemform did not have a sufficient market siatdt could be argued, however, that a
lack of market share on its own does not prove riba-existence of an impact on
interbrand competition in vertical restraints aragsl not even determine whether vertical

competition was restricted significanty/.

232 5ee Chapter 4 “Development of the US Law of Vattiterritorial and Price Restraints”.

233 Novalliance / Systemforrparagraphs 60-61.

23 |bid., paragraphs 63-65.

2% |bid., paragraphs 70-72, 74-75.

2% |bid., paragraph 76.

%37 See Chapter 3 “Vertical Competition and Structuffiapter 6 “Theories of Pro-Competitiveness v.iAnt
Competitiveness”.
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Although it can be enough to find a restrictionioimabrand competition under the EU law
of vertical restraint§>® the differentiation between interbrand and intaaior competition

plays a rather important role in the US approadie US courts generally presume that a
decrease in intrabrand competition increases irgatb competition. Such situations are
typical not only for VTR but also for RPM and sutlstraints” would be legal because
interbrand competition is economically more valeatilan intrabrand competition under
US antitrust law?*® However, the approach and understanding differ nwherizontal

intrabrand restrictions are included, which aregllper se®*°
5.6. The Beginning of New Millennium
5.6.1. Background

The Commission has been very active in reviewind mssuing new legislation. Since
2002, the Commission has reviewed and changed aeseggulations and has issued a
number of new guidelines and regulations in newasff¢ In June 2010, the new
Regulation and Guidelines on Vertical RestrainRegulation and Guidelines’f came
into force and will be valid until 2022. Furthermeothe economic crisis, which started in
2008, changed the competition-policy focus to @uareas such as state aid, the banking
sector and the automobile sector. The Commissisnals acknowledged the importance

of simplifying and communicating competition lawdgpolicy to the public by issuing best

238 Also see below “8. Application of Competition LawRPM and Vertical Restraints Cases”.

239 eegin at 890;Business Cards Tomorrowt 1205Sylvania at 51-52, 65.

240 Mack Truck at 221, 2251 eegin at 893; see Chapter 4 “Development of the US Idwertical
Territorial and Price Restraints”.

41 For instance, Regulation 1400/2002 (with Guided)nen motor vehicles [2002] 0.J. L203/30 changed
Regulation 1475/1995; and the recent Regulation28D on vertical arrangements in the motor vehicle
sector [2010] OJ L 129/52; Guidelines on horizow@loperation agreements [2011] OJ C11/1; Regulatio
1218/2010 on categories of specialization agreesr{@0tL0] OJ L335/43; Regulation 1217/2010 on ragear
and development agreements [2010] OJ L335/36; R&gnlon technology transfer agreements, 772/2004
[2004] OJ L123/11 with Guidelines on the applicatiof Article 101 to technology transfer agreements,
[2004] OJ C101/2; Regulation on air transport, 2004 [2004] OJ L68/1; Regulation on Liner Shipping
Consortia823/2000 [2000] OJ L100/24; Guidelines on horiabmergers [2004] OJ C31/5; Guidelines on
effect on trade concept contained in Articles 8d 8a [2004] OJ C101/96; Guidelines on the applicatf
article 81(3) [2004] OJ C101/97; Communication frtm Commission — Guidance on the Commission's
enforcement priorities in applying Article 82 oktfEC Treaty to abusive exclusionary conduct by deumi
undertakings [2009] Official Journal C 045 , 248009 P.

242 Commission Regulation 330/2010 on the applicatibArticle 101(3) of the Treaty on the Functioniofy

the European Union to categories of vertical ages@mand concerted practices, O.J. L 1021; Comomssi
Notice, Guidelines on vertical restraints [2010]J0C 130/1.
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practices for proceedings under Articles 101 an8 TEEU, merger controls and the

submission of economic evidencg.

In the 2000s, discussion on assisting consumeabt@n redress for the damage caused
through cartels began with support from the Comimiss” In December 2005, the
Commission adopted the Green Paper on Damagesn&¢fitogether with a Commission
Staff Working Paper on the topic. In April 2008gtlCommission presented its White
Paper on private damages actfdfsnd, in June 2011, the Commission asked the public
for consultation of its draft. The main aim wadnorease the level of private enforcement

in order to help victims of infringements to obtawmpensation.

One of the objectives of the Community was to dithaba “system ensuring that
competition in the internal market is not distofted stated in Article 3(1)(g) of the EC
Treaty. The Treaty of Lisbon repealed this Artialed replaced it with Protocol 27 which
links the system of undistorted competition wititabishing a fully-effective internal

market. Lisbon’s Protocols have the same legalustats the treaties; therefore, this

objective remains with the same legal power.

For the first time, Article 3(1)(b) TFEU ensurecetkxclusive competence of the EU to
establish competition rules necessary for the fanctg of the internal market. Article 120
of the TFEU requires that the EU and Member Staté$n accordance with the “principle

of an open market economy with free competition”.

Pivotal legislation, Council Regulation 1/2083became effective in May 2004 and was a
result of the Commission’s White Paper from 1889t included changes in enforcement
based on the direct applicability of Article 101(a&hd empowered both national
competition authorities and national courts to gpbé EU antitrust rules (in that time, EC
antitrust rules) directly and in an effective mann& cooperative competition network

with national competition authorities, the Europ€ampetition Network, was created to

243 See Commission press release IP/10/2; Competition Handbooks,

http://ec.europa.eu/competition/antitrust/legisiatiegislation.html

2443, Ratliff, “Major Events and Policy Issues in E@mpetition Law", 2000: Part 2” (200I)ternational
Company and Commercial Law Revipwr2.

245 Commission, Green Paper, “Damages actions forchrefithe EC antitrust rules,” December 19, 2005,
COM (2005) 672 final, IP/05/1634 and MEMO/05/48%d@mber 20, 2005.

246 COM(2008) 165 final of April 2, 2008.

24712003] OJ L1/1.

248 \White Paper on modernisation of the rules impleingnArticles 81 and 82 of the EC Treaty [1999] OJ
C132/1, [1999] 5 CMLR 208.
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control who decides what, informing each other alibeir cases and other issues. The
Commission’s power was strengthened to investigabdssible infringements more

effectively?*?

On 29" of April 2009, the Commission published the “Repon the Functioning of
Regulation 1/2003". The general conclusion of thgort was that Regulation 1/2003 had
contributed to more efficient and effective enfonemt of EU competition law and the
modernised enforcement of EU antitrust rules hadecinto force. However, the report
also highlighted a few problems, such as the probte cooperation with national

courts®>®

At the beginning of the existence of EU competitiaw, the importance of and strict
opinions on vertical restraints were formed. Theiation slowly changed from the
previous era when the Commission had started teesdrate more on cartels, including
criminalisation of cartels, and mergers assumirgf trertical restrictions were not as

harmful as horizontal restrictions and illegal messgf>*

However, the public interest in vertical restraimsreased after 2007 as this year was an
important milestone for US policy on vertical restits, most notably RPM. That was the
year that the US Supreme Court changedotiteserule to the rule of reason for all RPM
forms in Leegin®? This also shifted the focus of RPM in the EU. N#veless, the

Commission confirmed the existing approach in @& fRegulation and Guideliné¥

In 2009, the Commission published a draft of newRations and Guidelines on vertical

restraints and invited the public to take part iscdssions on the matter. The documents

249 The Commission used the new tools in, for instam@psol's motor fuel distribution practices, O.J.
C258/7, October 20 2004, on “Article 9 commitmerdgeseé MEMO/04/217, September 17, 2004.

20 gee below.

251 Ratliff, “Major Events”, p. 71; also as discusseith the Deputy Head of Unit A2 Mr. Donncadh Woods
and Mr. Lucas Peeperkorn at DG Comp, the Commis&dr?.2008; e.g., lin 2001, discussion began as to
whether criminal sanctions should be applicabléntiividuals for hard core cartels (price-fixing, rket-
sharing and bid-rigging); however, discussions hategfound their legal base within EU legislaticet.y

%2 5ee Chapter 4 “Development of the US Law of VattiBerritorial and Price Restraints”; see below the
discussion on new Regulation and Guidelines.

#335ee below; see, e.g., M. Velez, “The Tenuous Himiwf Resale Price Maintenance” (2011) 3HE)LR
297; C. Callery, “Should the European Union Embracé&xorciseLeegiris ‘Rule of Reason'?” (2011) 32
ECLR 42; N. Vettas, “Developments in Vertical Agreen®nt2010) 55(4)Antitrust Bulletin843-874; A.
Jones, “Resale Price Maintenance: A Debate abouatip&tition Policy in Europe?” (2009) 5(Buropean
Competition Journa#i79-514; Marco ColinoEU and US Regime§. Dethmers and P. Posthuma de Boer,
“Ten Years on: Vertical Agreements under Article” §2009] 9 ECLR p. 424; Jones;Leeginand Its
Implications for EC” 903-965; M. Kneepkens, “Resd&ece Maintenance: Economic Call for a More
Balanced Approach” [2007] 28(1ECLR656-664.
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did not change the policy of vertical restraintardatically and passive sale, minimum

resale maintenance and retail price fixing remaeethe hard core restrictions.

Logically, consumers appealed to the Commissioketp the protective approach and to
take it even further, as they believed there wagustification for the 2-year protection of
new products to penetrate the marR&On the other hand, businesses represented by law
firms welcomed this period for starting a new disttion and/or penetrating a new
market?®> Consumers agreed with the Commission’s view onpikeethe hard core
approach to RPM in the EU, which differed from th® case of eegin®*°® They explained

that free riding is of benefit to society and camsus as it decreases prices, improves
innovation and adapts to consumer demand. The gessas very strong urging the

Commission to protect free riding and freedom afice?>’

Generally, the main change in the new Regulatiod #re new Guidelines was the
introduction of a 30% threshold of buyer pof&This was recognised as a further burden
on companies by the public. The practical sideh#f thange was questioned based on the
difficulties of estimating the market share regagdihe length of time, obtaining and
possessing data, the market structure includingatsentration and the existence of the
same vertical agreements with a number of buyera,vertical network. The Commission
was asked to abandon this chafifeThe public demanded further explanation of the
analysis of buyer power as provided in paragrapB @i the Guideline$®® It was
suggested that, instead, the Commission shoulddediie public with a list of the types
of vertical restraints where the market share eftihyers is relevarit! Specifically, the
AMCHAM EU believed that only exclusive supply camtts should be concerned with

24 Consumer Focus (the statutory organization fosuarers across England, Wales, Scotland and Northern
Ireland) “Consumer Focus Response to Vertical Rexs Block Exemption Regulation” (September 2009,
London), pp. 5, 12-14.

25 LAWIN “Review of the Competition Rules Applicabléo Vertical Agreements: Response to
Consultation” (28 September, 2009) Tallinn, RigdnMs, p. 2.

2% Consumer Focus “Focus Response” 14.

%7 bid., pp. 5, 11-13.

258 Regulation, Article 3 and 8(g).

%9 Consumer Focus “Focus Response” 6-7; European r&@me of Pharmaceutical Industries and
Associations (representing 31 national pharmacaiuti@ustry associations and 44 leading pharmacauti
companies in Europe) “The proposal to Revise theité Restraints Block Exemption Regulation” (2009
p. 2; LAWIN “Review” 1; American Chamber of Commerto the European Union (‘“AMCHAM EU”)
“AMCHAMEU Response to the European Commission’s €lttation on the Review of the Vertical
Restraints Block Exemption Regulation and Guidedin€2009) Brussels, Belgium, pp. 1-2; ICC
(“International Chamber of Commerce”) Commission @ompetition “Review of EC Competition Rules
Applicable to Vertical Agreements” (28 Septembed@0Document No. 225/662, p. 3.

29| AWIN “Review” 2.

2L AWIN “Review” 1.
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buyer market powet®? The ICC explained that some forms of concentragimong buyers
can establish illegal horizontal agreements aretefbre, analysis of horizontal actions in
such cases would be more appropriate than the 888shold of buyer power in vertical

arrangement&>®

Logically, consumers were concerned and disagregdany possibility of a weakening of
hard core restriction€* Additionally, they welcomed the protection of tfreedom of
distributors’ internet-advertising, asking for evemore freedom for distributors with
regards to, among others, exclusive distributicstesys®®® On the other hand, businesses
and the ICC welcomed a weakening of further linotad to the hard core restrictions, for
instance, paragraph 225 of the Guidelines allovesidhisors to fix resale prices, to
organise a coordinated short-term low price camp#og a duration of up to 6 weeks, and

recognises other efficiencies of RPA.

AMCHAM EU, EFPIA and the ICC criticised the propds&egulation for prohibiting
some active sales in VTR and urged the Commissiokeep only the prohibition of
passive sales as hard core restricttShés\MCHAM EU pointed out that suppliers could
be driven by this policy to choose more restrictivgribution systems, such as exclusive
distribution, because that would be the only wagytltould legally apply active sales
restrictions. Furthermore, it appealed to the Cossmon to extend the recognition of the
efficiencies of restrictions on active sales beyemndlusive distribution agreements, as it
did not recognise any reason why such efficienshesuld not apply to other distribution

systems as weff®

The Commission accepted some of the suggestionstfie public and made adjustments
accordingly. For instance, Article 4(b)(iii) of tipgoposed Regulation originally stated “in
the markets where such a system is operated”. Henvav the published Regulation, it
says: “The restriction of sales by the members ddekective distribution system to

unauthorised distributors ...”, which was at the ssgipn of the legal firm LAWIN®®

22 AMCHAM EU “AMCHAM EU Response” 1.

2831CC “Review” 3.

%64 Consumer Focus “Focus Response” 8.

285 Consumer Focus “Focus Response” 9-10.

259 AWIN “Review” 3; AMCHAM EU “AMCHAM EU Response” 62°° ICC “Review” 4.

%7 AMCHAM EU “AMCHAM EU Response” 3; Pharmaceuticéhdustries “The Proposal” 5; ICC
“Review” 8.

2AMCHAM EU “AMCHAM EU Response” 3.

29 AWIN “Review” 2; *°ICC “Review” 7.
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Nevertheless, some criticisms remained. For exanipd¢ghmers and Posthuma de Boer
highlighted that, under Guidelines 1999 and Regnatl999, the system of vertical
restraints was not clear; it lacked legal certaiatgl was inconsisteAt’ Among others,
they argued that it was not obvious whether thé dis hard core restrictions were
exhaustive as paragraph 23 in Guidelines 1999dstaia it was not, but the nature of
Regulation indicated the opposfté.Furthermore, it was not clear whether Article B)1(
also applied to hard core restrictions and pardgl®®b in the Guidelines 1999 stated that
it was not applicable to dominant undertakiffsEven following the adoption of the
revised regulations and the revised Guidelines ay MO010, the existence of hard core
restrictions has been criticised, arguing that $hene approach taken to non-hard core
restrictions should also apply to hard core retoris?’® Jones highlights that restrictions
by object have expanded since the beginning oEthéoriginally, EEC); however, the list
has not been narrowéd. Colino argues that it is even questionable whetretical
restraints, or at least some of them, infringedetil01(1) in the first plac€> However, as
this thesis argues, although RPM and VTR can have@mpetitive effects and thus can
be, at least theoretically, justified under Artidl@1(3), they restrict competition in the first

place. The key problem is the requirement of maikilal forms under Article 101(1).

Although the revised Regulation and Guidelines weaoe so different from Regulation
1999, they both highlight that Article 101(3) alspplies to hard core restrictiofi$;and

the list of hard core restrictions is exhausfi/eThus, they eliminated any doubts in that
sense. Furthermore, any presumption of applying dhme approach to hard core
restrictions in the EU as thger serule in the US was avoided. Nevertheless, as Jones
discusses, it will be difficult to eliminate thenig-existing presumption that hard core

restraints are illegaper se and that entities will risk the application of Hacore

2’0 Dethmers, Posthuma de Boer, “Ten Years on:” p; 484 below.

2"l Dethmers, Posthuma de Boer, “Ten Years on:” pp-426.

272 Dethmers, Posthuma de Boer, “Ten Years on:” p; #2Ridyard, S. Bishop'E.C. Vertical Restraints
Guidelines: Effects Based on Per Se PolicjgD02] 23(1)ECLR35-38.

213 \/ettas, “Vertical Agreements” 871-873; Velez, “Thenuous Evolution” 297-302; Dethmers, Posthuma
de Boer, “Ten Years on:” pp. 424-439; Kneepkenss#te Price Maintenance” 656-664; Ridyard, Bishop,
“E.C. Vertical Restraints” 35-38; see Chapter 6 ‘Gres of Pro-Competitiveness v. Anti-Competitivesies

24 A Jones, “Left Behind by Modernisations? Resiits by Object under Article 101(1)” (2010) 6(3)
European Competition Journ&60-668.

2’5 Marco Colino,EU and US Regime$3-95.

2% Regulation, Preamble, paragraph 7; Guidelinesgraphs 6, 23, 97, 99, 106, 110-111.

2" Regulation, Article 4; Guidelines, paragraphs 47-6
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restrictions. Furthermore, it is not even clear tike the Commission will start changing

the strict approach in practi¢&
5.6.2. Cases and Legislation

New Regulation and Guidelines on Vertical Restsagdame into force in June 2010 and
will be valid until 2022. The main change introddogas to stipulate that for the block
exemption, the market share of the producer asagelthe market share of the buyer must
not exceed 30%’° This had already been changed in the technologgster block
exemption in 2004%° With respect to RPM and VTR, the main policy reneai the same.
The only change was that the Guidelines addedduelkemptions to the main hard core
rule and explanations, which are reflected in tifteerdnce between active and passive

sales, internet sales, promotion and adverti€lhg.

Interestingly, the Commission started to shiftfdsus from the protection of competition
to the protection of consumers in its policy andisiens since it started the process of
reviewing the existing Regulations and Guidelines the new millennium®? This
objective of competition law is also reflected iawn Regulation and the Guidelines on
vertical restraint$®® Naturally, this shift was welcomed by consumersd aheir
associationé®* However, the CJEU primarily disagreed with hightigg that the
objective of EU competition law was not the proimctof effective competition and has
refused any understanding of strict shift of thgeotive of EU competition law to

consumer welfaré®

Furthermore, in this last era and since the natifom system has changed, the main

interest of the Commission has been parallel ingpartost notably in the car industry,

%’8 Jones, “Left Behind?” 668-676.

2’9 Regulation, Article 3.

80 Regulation on technology transfer agreements, 2002/ [2004] OJ L123/11, Article 3(2).

1 Guidelines, paragraphs 51-54.

82 For instance, Guidelines on the application of @eti81[3] [Article 101(3) TFEU] [2004] OJ C101/08,
paragraph 13Guidance on Article 82 of the EC Treaty; Green PapeDamages Actions 2005; also see
Consumer Focus “Focus Response” 15.

283 Regulation, Preamble 1paragraphs 7, 101-102, 122.

“84Consumer Focus “Focus Response” 6.

85 GSK appeal paragraph 63, citing C-8/08Mobile Netherlands BV v Road van bestuur van de
Nederlandse Mededingingsautoritg#009] 5 CMLR 11, paragraphs 38-39;.Case C-52/@s kai Sia EE v
GlaxoSmithKline AEVE Farmakeftikon Proion@908] ECR 1-7139, [2008] 5 CMLR 20.
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which is reflected in the Commission’s decisionsvertical restraint§®® Given that it was
the Commission itself who initiated or decided &gim investigations, and not the entities
notifying their policies, these decisions reveak t@ommission’s genuine policy in
practice. This leads to the assumption that, ilityeanarket integration is still the essential
and even the main objective of the EU law of vaitrestraints. This is in accordance with
both Article 3(1)(g) of the EC Treaty and Proto2a@lof the Lisbon Treaty.

This period, beginning with the new millennium typified by the judicial changes of the
strict view on vertical restraints and on the etise of multilateral conducts among
parties, as required under Article 101. The Comimss strict approach has continued to
be challenged by the EU Courts, particularly by @eneral Court®” For instance, as
discussed below, thBayer casé®® clarified that the mere application of anti-conifpes
policy on distributors was unilateral conduct; wslethe distributors had known about the
policy through the manufacturer, which was qualifies an offer, and had decided to

follow the policy, which is recognised as accep&nc

The General Court's judgment Molkswagen f*° introduced another positive change,
stating that distributors could not agree with aupplier's future policy in advance,
namely when this policy infringed the law and tlush conduct could not establish an
agreement® On appeaf® the CJEU upheld the General Court’s judgment; haneir

did not agree that future measures of a supplier tbabe foreseen by the dealership
agreement. It further stated that the clauseseotidalership agreement had to be examined

to determine whether they authorised RPR.

8 Commission Decisions — after notification systeraswchanged — parallel import: 2006/431/EC,
Automobiles Peugeot SA and Peugeot Nederland@®fges COMP / E2 / 36623, 36820 and 37275), OJ
2006 L173/20; 2006/895/EGouris-Topps(Case No COMP / C-3 / 37.980), OJ 2006 L353/5;
Commission Decisions — during the notification —+rgtlel import:2002/758/EC, Case COMP / 36.264,
Mercedes-Benz OJ 2002 L257/1; Commission Decision C(2001)12@2ases 1V/36.957/F3 Glaxo
Wellcome, IV/36.997/F3 Aseprofar and Fedifar, IV/BX1/F3 Spain Pharma, I1V/37.138/F3 BAI and
IV/37.380/F3 EAEPC); 2002/190/EC, COMP.F.1/ 35.93&€B, OJ 2002 L69/1; 2001/135/EC, COMP / F.1
/ 36.516 Nathan-Bricolux OJ 2001 L54/1;

Commission Decision — other: 2001/711/EC: COMP2/ [F36.693 VolkswagenOJ 2001 L262/14.

87 see Jedlickova McCabe, “Boundaries”.

28 T.41/96,Bayer AG v Commission of the European Commur{izié80] E.C.R. 11-3383, appealed C-2/01
P, C-3/01 PBundesverband der Arzneimittel-Importeure EC andh@ission v Bayer A2004] ECR 1-23 .
289 7.208/0Molkswagen AG v. Commissif#003] ECR 11-5141.

29 |bid., paragraphs 39, 43.

291C.74/04 PCommission v Volkswagg®006] ECR 1-6585.

292 |bid., paragraphs 45, 48.
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In the case oPeugeot Nederlantf® the General Court confirmed that proof of a tacit
acquiescence in relation to given unilateral betaviwas the minimum standard for
establishing an agreement under Article 101(1). Gkaeral Court further highlighted that
the restrictions of passive sales and parallekt@fdhe agreements in question constituted
an infringement by object under Article 101(1) TEERroof of the absence of anti-
competitive effects is not relevant in the rebuttalthe existence of an infringement by
object. However, the actual impact of the infringgm on the market is relevant,
particularly where this could be measured to astesgyravity of that infringemert?
Finally, the General Court approved the Commissiaharacterisation of the restrictions
of passive sales and parallel trade as very semduagements of EU competition rules
since it, inter alia, contradicted the internal market as one of thestnfandamental
objectives of the EU (that time, EE¥.

The case 06SK® shows that interbrand competition must be incluitethe analysis of
vertical restraint cases. This is a significantngeasinceConsten & Grundigand reflects
the importance of the economic approdthThe General Court's tolerant approach
towards parallel trade in the pharmaceutical sestobvious heré® It stated that GSK’s
dual pricing did not have its object in the prevemt restriction or distortion of
competition®® Although this case introduced a few changes, nmusably that the
infringement of a vertical restriction cannot beswased from the nature of multilateral
conduct?® in the appeal, the CJEU retained the traditioneivy®* The CJEU endorsed
the General Court’s ruling that the Commission haat properly examined GSK'’s
arguments for exemption under Article 101(3). Hoerewt overturned the General Court’s
finding that multilateral conduct could infringe thde 101(1) by its object only when it
clearly harmed consumers. The CJEU clarified that wertical agreement restricting

parallel trade is restrictive by objef Similarly, any unilateral conduct that intends to

293 7.450/05 Automobiles Peugeot SA, Peugeot Nederland NV vni@ssion [2009].

2% peugeot Nederlangaragraphs 22, 43-141.

2% paragraph 281; see also paragraph 1A of the 19@8 Buidelines.

29 7.168/01,GlaxoSmithKline v. Commissipf2006] ECR 11-2969 (GSK); appeal: C-501/06 P, C-513/06
P, C-515/06 P, C-519/06 BJaxoSmithKline Services Unlimited v CommissiothefEC[2009] 4 CMLR 2.
»7 See below.

2% Also see C-53/03Synetairismos Farmakopoion Aitolias & Akarnaniasi@thers v GlaxoSmithKline plc
and GlaxoSmithKline AEVES ("Syfajt[2005] ECR 1-4609.

29 GSK paragraph 118.

390 Similarly stated in a horizontal restriction GealeCourt’s case of T-328/03)2, T-Mobile v EC
Commissiorj2006].

%% C-501/06 P, C-513/06 P, C-515/06 P, C-519/06BxoSmithKline Services Unlimited v Commission of
the EC[2009] 4 CMLR 2 (GSKappeal”).

392 GSKappeal, paragraphs 62-64.
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prevent parallel trade in the pharmaceutical sector infringe Article 102 TFEU if it

eliminates effective competitiofi®

Significantly, the CIJEU’s ruling iGsSKclarified that restriction by object could requae
economic evaluation. The object is measured bylgective standard. Furthermore, the
intention of parties is not an essential factor Hredrestrictive intention itself is not illegal
but can be taken into accoufit. This approach was also confirmed in the caskMobile

Netherlandswhich dealt with a horizontal restrictiGf.

In the case ofCISAG*® the Commission found the common practice of bungdlhe
copyrights and not allowing even online and broating distribution among entities in
different Member States to be an illegal territoc@ncerted practice. In the merger case of
Yamaha®’ the Commission stated that an obligation on the pfathe distributors to
contact the producer if the distributors wisheexportvia the internet formed an illegal
territorial restriction.

In the case oNintendg®®®

the Commission fined Nintendo a large amount feesdical

infringement, €167,8 million for Nintendo and sewahits European distributors, which
gave Nintendo itself a fine of €149.128 million. ef'tCommission found evidence of
practices to block parallel trade from low-prices high-priced territories or Member
States. Exclusive distributions were replaced bgohlte territorial protections and all

competition was eliminated in each territory.

The case on preliminary ruling?edro V3% included recommended retail prices. The
CJEU stated that having a supplier fix a distrimtargin restricts competitich® With

%03 C.468/06, C-476/06elos kai Sia EE v GlaxoSmithKline AEVE Farmakeftilroionton[2008] ECR |-
7139, [2008] 5 CMLR 20.

304 GSKappeal, paragraphs 55-66, 72.

305 C-8/08T-Mobile Netherlands BV v Raad van Bestuur van ééeNandse Mededingingsautorit§009]

5 CMLR 11, at 27; also see C-209/0@mpetition Authority v. Beef Industry Developnteotiety and Barry
Brothers Meats Ltd [2008] ECR 1-8637.

3% Decision of 16 July 2008 relating to a proceedingler Article 101 of the TFEU and Article 53 of the
EEA Agreement, COMP/C-2/36.698F SAC[2008] OJ C323/12.

%71P/03/1028.

%98 Commission Decision 2003/675/EC of 30 October 20DRMP / 35.587 PO Video Games, COMP /
35.706 PO Nintendo Distribution and COMP / 36.32fh@@a — Nintendo, [2003] OJ L255/33.

309C-260/07, 02/04/200%edro IV Servicios v Total Esparfd009] ECR 1-2437.

%10 pedro IV,paragraphs 76-78.
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respect to price recommendation, the CJEU concluthedl the national court must

determine whether the price was fixed in realify.

The case oDaimler Chryslef'? was the first case of its type after the Guidelin®99
framed the application of competition rules on ayemgreements. It showed that a
genuine agency could be responsible for some fofmisk. The General Court stated that
an agency was not genuine if it carried similarigdilons and rights as an independent
undertaking, and that it was economically indepehdethe principal did not bear all of
the risks associated with the contract negotiatethe principal’s behalf and the agent was
not an auxiliary integrated into the principal’ssiness’® The General Court concluded
that the agents had no actual authority to selickehto customers directly, they were not
able to conclude the final terms of the contracsetrthe price of the sale, nor could they
tie the principal to discounts or rebates withasittionsent. Such facts would show that the

agencies were acting on behalf of the principl.
5.6.2.1. VTR - Parallel Trade
A) Nintendd™

Nintendo, a Japanese manufacturer, had exclusstgbditors in Europe: The Games Ltd
in Ireland and the UK; Concentra ...SA in Portugahda GIG SpA in Italy; Bergsaia AB

in Sweden; Itochu Hellas EPE (1991-1997) and NoAEc(since 1997) in Greece; and
subsidiaries of CD-Contract Data GmbH in Belgium, LLuxembourg and in the

Netherlands$*® Nintendo competed with two other Japanese compa8ieny and Sega, in
the relevant market in 1997. In 1997, Nintendo a2 990 million worldwide turnover,

Sony had € 3 001 million and Sega had € 820 miflién

311 |pid., paragraph 80.

$121_325/01Daimler Chrysler AG v. Commissipf2007] 4 CMLR 15.

13 Daimler Chrysler paragraph 87.

%1 bid., paragraphs 93-96.

%1 Commission Decision 2003/675/EC of 30 October 2@R2MP/35.587 PO Video Games, COMP/35.706
PO Nintendo Distribution and COMP/36.321 Omega rté&tido, [2003] OJ L255/33.

1% Nintendg Chapter 1.1.

%17 Nintendg paragraphs 69-70.
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In 1996, Omega Electro BV, a company registereithénNetherlands, lodged a complaint
that Nintendo had hindered parallel trade (tenadorestriction) and maintained resale

prices in the Netherland$®
1) Relevant Market

The Commission determined that the relevant prochasket involved game consoles and
video games or games cartridges which were notitutiable with static game consoles or
hand-held consoles because of differing user n&édshe geographical market was
worldwide, covering, therefore, the whole EEA. Heee it was divided into sections
depending on different standards of TV sets inedéfit Member Stat€4® The prices of
Nintendo’s products differed as a result of a latdn of parallel trade, not because of the

existence of different geographical mark&ts.
2) Parallel Import

The prices of Nintendo products were low in the WHth prices between 20-31% higher
for game consoles and 4-65% higher for game cgesdn Germany than in the UK.
Prices were also higher in other Member Stitesshich resulted in parallel imports in
199432

Nintendo sent letters to its distributors askingnthnot to sell to undertakings that intended
to or were known to export products. Nintendo alseatened distributors in a letter
stating that if parallel imports remained they wbukase the parallel import “with all
measurements possible immediately”. Another latteluded detailed rules for limiting
parallel trade and for coordinatiéff. Despite these measures, interests in parallek trad

remained?®

318 Nintendgq Chapter 1.1.3.
319 Nintendq Chapter 1.2.

320 Nintendq Chapter 1.3.1.
%21 Nintendq Chapter 1.3.2.
%22 Nintendg paragraph 116.
23 |bid., paragraphs 104-106.
%24 |bid., paragraphs 104-106.
% |bid., paragraph 116.
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Nintendo boycotted the business of The Games becdubad not been completely
successful in its limitation of parallel tratf®.As a response, The Games took actions to
stop selling to parties who were exporting the patsl, referring to the main distribution
agreement with Nintendo. Due to The Games’ arraregesn parallel trading significantly
reduced during 1998

The Games actively continued the collaboration amitihg parallel exports.
Simultaneously, The Games also expected Nintentltkebaction to eliminate any parallel
imports to the UK?® Nintendo set its policy to exclude parallel expand imports from
Spain. It also had an arrangement with its distabin the Netherlands to limit parallel
exports and imports, and also implemented differeathods in other Member States to
monitor parallel imports and expofts.The Commission concluded that not even passive

exports were allowed and that this conduct hadrgract on priced™
3) Multilateral Conduct

The Games argued that its actions towards itsilolisars (customers) were unilateral and
not multilatera®** According to the Commission, the multilateral an were based on a
written understanding between The Games and itemmess that the customers would not
export the products and/or resell them for expaort Wwould sell them only to UK final
customers3? When looking at intentions, the distributors wahte export, The Games
announced its own policy and pressured them to bgntipus the obvious question that
arises is whether this action can really be cleskids an agreement between The Games
and its distributors?°

According to the Commission, all of the actions gnestion were a combination of
agreements and concerted practices forming a samglecontinuous infringement between
the producer and its exclusive distributors aneist*

32 |pid., paragraphs 119-131.

327 bid., paragraphs 132-141.

328 pid., paragraphs 143-160.

329 pid., paragraphs 170-229, 230-236.

%30 |bid., paragraph 168.

%1 bid., paragraph 306.

%32 |bid., paragraph 283.

%3 gee Jedlickova McCabe, “Boundaries”; see discnssibelow; see Chapter 6 “Theories of Pro-
Competitiveness v. Anti-Competitiveness”.

%34 Nintendg paragraphs 261-286.
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The participants, including the exclusive distrdinst were aware of the participation of
others. This is based on several pieces of evid€n&milar to this case, after ti@olgate
doctrine had been introduced in the US, the Supr@wmat ruled inParke, Davisthat
anything going beyond an announcement of retaitegriand a refusal to supply to
distributors who had not followed the price polisgs multilateral conduét® Although,

in contrary to the US cases in questibimtendowas based on VTR, both the US and the
EU cases involved combinations which went beyoredrttere refusal to sell and which
included further communication and actions in mutagreements and were thus

multilateral conducts.

The Commission even expressed its opinion than@clikewise, in other words by
following the manufacturer's policy, the distributdo confirmed the existence of
multilateral conduct®’ However, such an assumption could contradict @®gate

doctrine and, therefore, the US Supreme Court cexdain this aspect differently: as the
application of unilateral conduct rather than niaiéral conduct®® Nevertheless, the case
of Nintendoincluded further actions that prove the existeat@ combination, such as
letters and a mutual expectation of actions, aedcé, in accordance witParke, Davis

could be interpreted in the same way in the3$JS.

4) Restriction of Competition — Territorial Protien

The object of the agreements and/or concertedipeacin question restricted competition
and formed an infringement within the meaning ofiéde 101(1) as it established absolute
territorial protection eliminating even passiveesalDue to the existence of an illegal
object, the Commission stated that the effects upompetition did not have to be
determined*® Nevertheless, the Commission listed examples witereanti-competitive

effect occurred in the form of hindering parallelde**

When applying Article 101(3), the Commission simptgted that the actions in question

did not qualify for an exemption because excluseretorial protection constitutes a hard

335 bid., paragraphs 288-296.

%% parke, Davisat 43-46.

%37 Nintendg paragraph 289.

338 parke, Davisat 38-46;Bausch & Lomb723; Colgate at 305-306; see Chapter 4 “Development of the US
Law of Vertical Territorial and Price Restraints”.

339 SeeNintendg paragraphs 116-131, 143-160

%40 bid., paragraphs 331-332.

%41 bid., paragraph 333.
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core restriction and the actions did not improvedistribution of the products, nor did the

consumers benefit from theiff.

Nintendo appealed to the General Court regardisg flue fine itself, which the court
reduced to a total amount of € 119.2425 milf6hOne distributor, CD-Contact Data
GmbH (currently, Activision Blizzard Germany, GmhHpppealed claiming an
insufficiency of evidence that it was involved ihig illegal collusion constituting
restrictive agreements and/or concerted praciieslthough, CJEU disagreed with some
evidential aspects of the Commission’s decisiogeiterally approved the Commission’s

findings of the existence of a concurrence of wilfs

Nevertheless, if the applied parties had based thaims for appeals on similar reasons as
the parties had done BSK one would have to ask the question as to whatutlveg of
the General Court and the CJEU would have B&Applying the CJEU’s ruling, the
CJEU would probably have confirmed the restrictibmompetition in object!” However,
applying the test on Article 101(3), both the CJ&tdl the General Court would have not
been satisfied with the Commission’s applicationAsficle 101(3) if The Games and

Nintendo had introduced a possible justificationimiyithe Commission’s proceedinifs.
B) Bayer®

The case oBayerfollowed byVolkswagerstarted the process of gradually challenging the
Commission’s broad and highly flexible view on teem “agreement”, including the term

“concerted practice”.

The applicant, Bayer AG, was a pharmaceutical compzelling a product “Adalat”.
Bayer AG sold to all Member States via subsidiavwé® sold the product to wholesalers.

The price of pharmaceutical products, including ladavas directly or indirectly fixed by

%42bid., paragraph 341.

313 Case T-13/0MNintendo Co., Ltd and Nintendo of Europe GmbH v @ssion of the E2009] ECR II-
00947, paragraph 215.

344 Case T-18/03CD-Contact Data GmbH v European Commissjaf09] ECR 11-1021 (€D-Contact);
appealed to the CJEU: C-260/@gtivision Blizzard Germany GmbH v European Comimis$2011]
(“Activisior).

%45 Activision paragraphs 33-40, 50-58, 70-&M-Contact paragraphs 55-68).

%6 See below the analysis GSK

%47 Compare witftGSKappeal, paragraphs 55-66.

%8 Compare wittGSKparagraphs 248, 294.

%9 C-2/01 P and C-3/01 Bundesverband der Arzneimittel-Importeure EC andgn@ission v Bayer @
[2004] ECR 1-00023 Bayerappeal®);T-41/96,Bayer v Commissiof2000] ECR 11-3383 (Bayer”).
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the national health authorities in many Member &tatvhich led to different prices. The
price of Adalat was 40% more expensive in the UHKntln Spain and France between
1989 and 1993. Thus, French and Spanish wholesaé&esre-exporting the product to the
UK. Bayer AG introduced its new policy based on tagoto stop the re-exporting of
Adalat. Bayer AG supplied its distributors with Aafain amounts that did not exceed the
demand on domestic markets. Prior to this policgyds had supplied distributors at their

request™°
1) Multilateral v Unilateral Conduct

The CJEU highlighted that it only has jurisdictiover points of law not points of facts-

It confirmed that the General Court correctly notedm the documents provided by the
Commission, that certain wholesalers had pretenidadthe demand for Adalat destined
for the national market had increased. Based os fit, the Court argued that this
contradicted the fact that these wholesalers hqdiesced with Bayer’s policy’?

The General Court claimed that the alleged intentibBayer to impose an export ban had
not been proved by the CommissiBh.The General Court held that the absence of a
monitoring system and a non-demonstration of tkreasid penalties were two relevant
aspects in deciding the existence of an agreenewelen the wholesalers and Bayer. The
CJEU agreed with these finding¥.

Parties must express “their common intention todoeh themselves on the market in a
specific way”*>° The General Court examined the intention of thelesalers, which did
not correspond with the ban on parallel export, aodcluded that Bayer's new policy
could not have constituted an agreentéhtHowever, the CJEU argued that it was not

necessary for the interests of the parties to spoed:

[A]n agreement exists within the meaning of Artif1®1(1)] of the Treaty, even if one of the parties

to that agreement is forced to conclude it agaisstwn wishes>’

$0Bayerappeal, paragraphs 2-4.

%1 |pid., paragraph 47.

%2\bid., paragraphs 54-56.

%3Bayer, paragraphs 126-129, 148, 183.

%4 Bayerappeal, parahraphs 83,8gyer, paragraphs 108-109, 119.
%5 Bayerappeal, paragraph 97.

% Bayer, paragraphs 126-129, 148,183.

%7 Bayerappeal, paragraph 114.
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The CJEU explained that the General Court mereliedtthat for an agreement to exist
there had to be an intention of both parties tadoshthemselves in a specific wi.It is
questionable whether the CJEU’s understanding efritentions of all parties to act in a
certain way, based on threats, does not contrdtcGeneral Court’s ruling, as well as the
British national contract law’s recently-establigheloctrine of economic dure¥s.
Although the UK doctrine of economic duress istre&dy new and is still developing, the
idea of the unfairness of such arrangements ositleeof an economically weaker party is
not new. This had already been recognised by thet@othe UK in the case d&ogers v.
Parry®*®in 1963, when the Court stated that an unreasertaiid was probably enforced
against a weaker party when this party, a joinemised not to trade from its home for 21
years>®' Nevertheless, the General Court refused justiipabased on under-duress

doctrine inTréfileurope®®?

The CJEU further interpreted the General Courtl;iguin the following way. Firstly, the
General Court refused to accept that there had betatit acceptance of the ban on
exports, as the Commission had not sufficienthaldshed in law that such a ban was
imposed or that the medicines were supplied onl e condition of not exporting
them3*® However, one could argue that imposing the barcarsdipplying a product with
a condition is still part of an offer and not arc@gtance. Moreover, it is not clear whether

the General Court analysed these options as part aceptanc&?

Secondly, the Court of Justice stated that, aexistence of the ban was not proved, the
General Court examined whether the parties haddei to prevent parallel trade. Thus,
the General Court was correct when determininggiraiine wishes of the partigs.The

strategy of the wholesalers who pretended that tmmgded a higher supply for their

%8 |bid., paragraph 118.

%9 For instanceUniverse Tankships Inc of Monrovia v Internatioffalnsport Workers FederatiofThe
Universe Sentingl [1983] 1 A.C. 366, [1982] 2 W.L.R. 803, [1982] IKC. 262; also see UNIDROIT
Principles 2010, Article 3.9 (“Threat”) and Articl210; the CJEU’s ruling would be in accordancehwit
Czech commercial contract law: Czech Commerciale@odzakor. 513/1991 Sb., podle platnéhoimn §
267/2.

30 Rogers v. Parry9 E.R. 278, (1613) Cro. Jac. 326.

%1 Compare with early developmerroad v. Jollyfe, 9 E.R. 509, (1619) Cro. Jac. 59dijtchell v.
Reynolds24 E.R. 347, (1711) 1 P. Wms. 1&gussillon v. Roussillo(1880) 14 Ch. D. 35IMason v. The
Provident Supply and Clothing C1.913] AC 724.

%2 Case T-141/89réfileurope v. Commissidi995] ECR 11-791, paragraph 58.

%3 Bayerappeal, paragraph 119.

%4 Compare wittBayer, paragraphs, 126-129, 148, 173.

%5 Bayerappeal, paragraph 121.

179



Barbora Jedtkova Chapter 5: Development of the EWlcd Vertical Territorial and Price Restraints

national market to turn Bayer’'s policy to their adtage confirms that there was no

existence of the meeting of the mirigs.
5.6.2.2. RPM
A) Volkswagerf’

In this case, Volkswagen, a manufacturer of motniales, sold its products through a
selective, exclusive distribution system on theida@$ dealership agreements with its
dealers, where the dealers agreed to comply witkksv@gen’s future instructions on
recommended retail prices and discodftsThe Commission ruled that Volkswagen had
infringed Article 101(1) by setting retail price$ the VW Passat®® The Commission’s

decision was annulled by the General Court andCttramission appealed to the CJEU.
1) Multilateral v Unilateral Conduct

The Commission claimed that the calls and letteosnfVolkswagen to their German

distributors announcing fixed resale prices for Wtakswagen Passat model had formed
part of a dealership agreement. According to then@ssion, the distributors agreed with
the new Volkswagen policy to fix the price in adegaron the signing of the dealership

agreement’*

Colino argues that both courts interpreted thisdoeh based on letters and calls sent and
made by the manufacturer to its distributors adateral because it lacked distributor
acceptance, as the distributors “were not consitigrée in a solid bargaining positiois

a vis the manufacturer®’? Although, both courts ruled that the Commissiorn ot
sufficiently established the existence of a corenre of wills as an important aspect of
Article 101(1), they did not base the non-existeoicthe agreement or one aspect of it, the
acceptance, on bargaining position but rather oowkedge of the offer. Although,

bargaining power should be an important aspecthef law of vertical restraints, as

3% pid., paragraph 123.

%7 T.208/0Molkswagen AG v. Commissig003] ECR 11-5141 (Volkswaget); appeal C-74/04 P
Commission v. Volkswagen AZD06] ECR 1-06585 (Yolkswagerapped)) .

%8 y/olkswagerappeal , paragraphs 3-4.

¥9v/olkswagenparagraph 10.

$70v/olkswagerappeal, paragraph 1.

"1 |bid., paragraph 16.

"2 Marco Colino,EU and US Regime$5.
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discussed in Chapter 3 “Vertical Competition andu&ure”, it was not an important

element in both courts’ rulings when determining tion-existence of the agreement.

The General Court rejected the Commission's claan this conduct had been part of the
main dealership agreement because the distribbhtmsagreed in advance to adhere to it.
The General Court ruled that the existence of areagent had to be established with a
concurrence of wills, which required knowledgelo# tonduct that the parties should have
agreed on at the time the agreement was concfifd@the dealers cannot sign in advance
a variation that they cannot foresee or which tbeyld not refuse. This illegal act could

not be foreseen by dealers and therefore they tagnee to it in advancd?

The General Court, citing its judgmentBayer, stressed the importance of the existence
of a concurrence of wills between at least twoipathased on a “faithful expression of the

parties’ intention.?”* It distinguished this from genuine unilateral coots>"®

The General Court explained that an unlawful canira variation could not be lawfully
accepted in advance in a distribution agreem€nTherefore, the mere fact that the
distributors signed distribution agreements agigewth manufacturer’'s unknown future
policy does not constitute a concurrence of willghwregards to anti-competitive
measures’® The concurrence of wills can only be based on aohinown to the parties

when they accept #t’°

The CJEU confirmed the necessity of proving a comeice of wills of at least two
parties®®® This can be in a form of a clause of an agreeroenther conducts of parties,

for instance, tacit acquiescence by a distributming) a telephone caif*

The Commission argued that, according to previase daw, the parties concerned had
indeed concluded agreemerft$lt claimed that the concurrence of wills existedrety

373 \/olkswagenparagraph 36.

37 \/olkswagerappeal , paragraph 17, Molkswagenparagraphs 39, 43

$75\/olkswagerappeal , paragraph 12.

37 Ipid., paragraph 14.

377\/olkswagerappeal, paragraph 18plkswagenparagraph 45.

$78\/olkswagerappeal, paragraph 20.

379 |bid., paragraph 21.

%0 |bid., paragraph 37.

%1 |bid., paragraph 39.

%2 \/olkswagerappeal , paragraphs 28-30 (The Commission refetiset@asesAEG-Telefunkenparagraph
38; Ford, paragraph 21; C-2/01 P and C-3/0B& and Commission v Bay§004] ECR 123, paragr.144;
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because of the existence of the clauses in que¥tidme CJEU stated that this was not
sufficient; there must be another aspect to clauat dealers agreed with the specific

conduct in questior*

The General Court found that the clauses of theeagent in question could not have
authorised Volkswagen to maintain retail prices,ahdrefore, this did not constitute an
agreement® The CJEU explained that it was not in its jurisidic to find and assess facts
but merely to review legal characterisation andctusions of those facts under Article
256 TFEU®® Therefore, the CJEU did not analyse whether tegidition agreements in
question were drafted in neutral terms, thus amgidin understanding of future binding

prices and confirming the conclusion of the Gen€milirt>®’

Finally, the Court found an error of law in theingj that the agreement in question did not
authorise calls, which is contrary to Article 101 (However, the Court also stated that
such an error did not affect the rightness of tbactusion that the contested decision

should be annulletf®

In 2009, due to the public response to the propdRedulation and Guidelines, the
European Federation of Pharmaceutical Industriges Associations (“EFPIA”) criticised

the Commission’s proposal for aspects that constitin agreement, in other words, the
concurrence of wills or joint intentiofi: The Commission recognised two forms of

acquiescence to constitute an agreement.

Firstly, a distribution agreement can authorise gtpplier to set future policy, for which
the Commission referred to the CJEU’s casé&/olkswagen EFPIA objected that in its
decision, while the CJEU explained that this onaten does not have to constitute a
concurrence of wills but all relevant factors mbsttaken into accoufit® However, the
CJEU did not deny the possibility of the authormatof the producer to introduce a

binding future policy merely based on the mainribstion agreement. This option is left

Bayerische Motorenwerkgaragraphs 15 and 16; case C-338/00ofkswagen v CommissigA003] ECR
19189, paragraph 60.).

33\/olkswagerappeal, paragraph 40.

$4\/olkswagerappeal, paragraph 4Vplkswagenparagraphs 62-68.

35 \/olkswagerappeal, paragraph 52.

%% |bid., paragraph 49.

%7 |bid., paragraph 53.

%8 |bid., paragraphs 53-55.

%89 pharmaceutical Industries, “The Proposal”, 3.

%9 |pid.
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open and must be determined on a case-by-case’Hdsis arguable whether the General
Court ruled the same as it clearly stated thatasd which included unforeseeable future
policy did not constitute an agreement on this reitpolicy3%> However, the clauses in

question expressly included possible future policy recommended prices, but not on
price fixing. Therefore, the question is whethes theneral Court would have ruled the
same if the clauses in question had been genaidiah simply stated that distributors had

agreed with any of the manufacturer’s future pebci

Nevertheless, as the CJEU did not qualify thisrasreor in law, it must be concluded that
only a clause in the main agreement which inclualesreseeable future policy could
constitute an illegal agreement if applied forghé restriction, this is also seen in the
wording used in Guidelines® However, the question as to what constitutes Seeable

policy” or, in other words and under the rulingtbé CJEU, what the term “neutral clause”

means remains open. Future cases could specifynttier.

Secondly, the Guidelines explain that an agreemeists if one party requires the explicit
or implicit cooperation of a downstream or upstreparty to implement its unilateral
policy and if the second party cooperates witheding different means to engage in the
original situation, for instance, in parallel tradénis, according to the Commission, also
included cases when unilateral policy is imposedhenother party with the assistance of a
system of penalties and monitoring. Here, the Caaion referred to the CJEU’s case of
Bayer EFPIA and AMCHAM EU disagreed. As EFPIA argudte CJEU stated iBayer
that the system of penalties and monitoring did its®lf constitute an agreement but it
could be an indicator of its existenité.However, the Guidelines do not expressly state
that the introduced policy, the system of penaléied monitoring on their own constitute
an agreement; however, one could understand ithén same way as EFPI, as the

Guidelines state in paragraph 25 “...points to tacquiescence”.

The US cases do not involve a vertical restraiseashich would be based on a clause on
a future policy such a¥olkswagenand Ford. The second example is also questionable
under the US case law as a mere announcement iafy @oid its following could be
unilateral conduct according to ti@olgate doctrine. However, if such conduct involves

%91 Compare withvolkswagerappeal, paragraph 53.

392 CompareVolkswagenparagraphs 36, 39, 43.

393 paragraph 25 (a) “...a specific unilateral policy...”

Pharmaceutical Industries “The Proposal” 3-4; sé4CAMAM EU “AMCHAM EU Response” 5; compare
with Bayerappeal, paragraphs 83, 85.

183



Barbora Jedtkova Chapter 5: Development of the EWlcd Vertical Territorial and Price Restraints

monitoring systems, the US courts would probabiy fsuch conduct multilater3d® In
Bayer, the Commission’s decision was dismissed becaoseeven the existence of an

offer or of an explicit introduction of the restiiee policy had been proved®

Dethmers, Posthuma de Boer, Ablasser-Neuhuber amé Brgue that the meaning of the
term “agreement” is too broad and that the Commissioncentrated too much on the
definition and proving its existence in verticagrallel trade restriction cases rather than
evaluating the pro-competitive and anti-competitéffects in each casé’ Although the
second statement can appear to be true, thistialpaa consequence of recent annulments
and dismissals of the Commission’s understandinthisfterm by the EU Courts, which
have resulted in a narrowing of this understandifigerefore, the first statement is
partially arguable, although this concentratiorlesarly obvious when analysing cases on

vertical restraints.

Finally, with respect to the wording of the Guidels, in both instances the Commission
used the term “unilateral policy” which is imposeplon a second party, implemented by
the first party or agreed to in advance without &xact knowledge of the content. In
reality, are these examples of joint intentionsiamply the intentions of one party with the
second party going along with these intentions so@& to lose a contract with the first
party?°® And, therefore, is it in accordance with morabiyd justice that both parties are
liable and potentially punished? Indeed, this doetof multilateral conduct appears to be
established to capture different conducts undeicl&rtt01(1) without reflecting the real

nature of vertical arrangemerits.
B) GSK'®

This case reflects the importance of economic amglyncluding market structure and
interbrand competition, and summarises the apprtetrexists in the present day.

3% Seel eegin at 884;Parke, Davisat 38-46:Bausch & Lomb723;Colgate at 305-306.

3% See aboveBayerappeal, paragraphs 54-56, 80, 119.

397 E. Dethmers, Posthuma de Boer, “Ten Years on:4@p-429, 432-433.

3% gee Jedlickova McCabe, “Boundaries”.

%9 Further see Chapter 3 “Vertical Competition andi@tre”; Chapter 6 “Theories of Pro-Competitivesies
v. Anti-Competitiveness”.

490 T.168/01GlaxoSmithKline Services Unlimited v Commissiothef EC[2006] ERC 11-02969 (GSK);
appeal C-501/06 P, C-513/06 P, C-515/06 P, C-51B/@axoSmithKline Services Unlimited v Commission
of the ECJ2009] 4 CMLR 2 (‘GSKappeal”).
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The applicant was an English company, GlaxoSmithKIServices Unlimited (“*GSK”),
who belonged to the GSK group, one of the worldading producers of pharmaceutical
products. Glaxo Wellcome, SA (“GW”) was a Spanisibssdiary of the GSK group. It

manufactured, developed and distributed medicin&pain®®*

GW applied for an exemption for a document entittf@&kneral Sales Conditions of
Pharmaceutical Specialities Belonging to [GW] artd Subsidiaries to Authorised
Wholesalers” (“Conditions”). The Conditions concedn82 medicines intended for sale to
wholesalers, who could be interested in exportimgnt primarily to the UK and other
Member States, providing two different prices fonte sale and export. The wholesalers
were required to sign copies of the Conditions asirn them to GW as proof of
acceptance. Seventy-five wholesalers with salesuating for more than 90% of the total
GW sales in Spain signed the Conditi8ffs.

The Commission’s decision stated that GW’s agreénmafininged Article 101(1) by
charging higher prices if the medicines were exgbto other Member Staté&s.

1) Relevant Market

The relevant market was divided into national mewkdue to different legislative

% The Commission did not determine the relevant efaik details, as it

conditions?
believed that the mere existence of an anti-coripetobject is enough to state that
competition was restrictéd> The relevant product market was the medicine aoreck

and the medicines from other producers used fosahee therapeutic purposés.
2) Agreement

The Commission found that signed copies of the @@md constituted an agreement
between GW and the signed wholesaf8fsGW disagreed, arguing that this did not

401 GSKappeal paragraph 4GSK,paragraphs 8-9.

492 GSKappeal, paragraphs 58SK,paragraphs 10-14.
403 GSKappeal, paragraph &SK paragraphs 18-20.
404 GSK,paragraphs 148-151.

4% |pid., paragraph 154.

4% |pid., paragraph 159.

%7 |bid., paragraph 60.
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constitute an agreement because a concurrencelleftwirestrict competition was not

manifested®®

The General Court examined the existence of thetitotion of independent will and of a

concurrence of will on the wholesale price of meuis?*® The Court stated that Spanish
legislation did not maintain wholesale prices ofdm&es, thus setting wholesale prices
outside the Spanish sickness scheme was withiscibyge of the undertaking®

With regards to the concurrence of wills, the Gahé&ourt argued that the case file
showed GW had adopted the Conditions as well gstara of setting prices. Seventy-five
from eighty-nine wholesalers signed copies of thenditions as requested by GW. In

doing so they accepted the offer and an agreem#mGW was formed™

The General Court also observed that some wholssalbo signed the Conditions,
“expressed doubts as to the legality of those ¢mmdi’; however, they did not withdraw
from the agreemerit? Some wholesalers who signed the Conditions werebmees of

associations who complained to the Commission albioeit Conditions. However, the
General Court stated that this did not prove thlabasome of the wholesalers did not

intend to collude with GW*® Therefore, the concurrence of wills was manifeétéd

3) Restriction of Competition, Including Interbraf@bmpetition and Consumer

Welfare

The Commission argued that the Conditions had Ub#h effect and the object of
restricting competition in the form of limiting paltel trade**> However, the General Court
analysed both interbrand and intrabrand competifioabserved that despite the allowed
restriction on price competition based on natioaaldd EU legislations, there was
competition among the producers of medicine, betwa®ducers and their distributors

“%®8 |bid., paragraphs 61-64.
“%%pid., paragraph 65.
“19pid., paragraphs 67, 72-73.
“1|bid., paragraph 79.

412 |pid., paragraph 87.
“13|bid., paragraph 88.
“14|bid., paragraph 89.

15 |bid., paragraphs 91-98.
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and between parallel traders and national distitsutTherefore, GSK had no capability to

eliminate competition altogether but it was ablesstrict competitior{*®

This was an obvious shift in the importance of iintand competition when compared to
the ruling inConsten & Grundigwhere the CJEU simply stated that it was enough t
show that intrabrand competition was restricted haut surveying interbrand
competition*!” Although this shift more reflects the policy ofettS,this current EU
policy appears to be more accurate as it is nosfeat simply with an opinion that
restrictions of intrabrand competition automatigaticrease interbrand competition, which

is typified by the US case &ylvaniaand repeated in the recent caseedgin **®

The General Court confirmed that GSK intended rtatlihe parallel trade between Spain
and other Member States. The General Court argua&idan action which intended to
differentiate prices and restrict parallel traded ha restrictive object® However,

according to the General Court, the restrictiorparallel trade on its own did not have its
object in restricting competition. Even the existerof illegal object must be proved by

analysis*?°

The General Court criticised the Commission for axmlysing the market in detff: and

for a random economic examinatifi. The General Court analysed the effect on
competition and stated that Member States contfdhe prices of medicines in different

ways. This and the exchange rate caused the esgsteindifferent medicine prices in

different Member States. These price differentisiocaused parallel imports of

medicined?

Therefore, the General Court argued that thetfadt exporting distributors
were making less profit because of double pricing dot prove the restriction of

competition*** Nevertheless, it is true that the freedom of Sghardistributors was

1% |pid., paragraphs 104-108.

4’ Consten & Grundigp. 342.

“18 Compare witH_eegin at 890Business Cards Tomorrowt 1205Sylvania at 51-52, 65.
“19 GSK,paragraphs 114-116.

420 |pid., paragraphs 117-119.

21 |pid., paragraphs 133, 138.

22 |pid., paragraphs 275-277.

2 |bid., paragraphs 125-129.

24 |bid., paragraph 168.
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affected*® However, the restriction on the freedom of actibthe undertakings, or of one
)426

of them, was not on its own prohibited under A#i&D1(1
The General Court stated that the objective of Bmmetition law is to protect consumer
welfare, which could be decreased by the restaatietions of undertakings. Therefore, for
an action to be illegal, it must be proved that thstriction negatively affected final

consumeré?’

Although the Commission confirmed several timesiten decision that the Conditions
affected the welfare of consumers in terms of tingply of price by restricting parallel
trade??® the General Court concluded that the Conditioesntelves and their object did
not decrease the welfare of consumers. Thus, #idtself did not prove a restriction of
competition. However, this does not mean that te#anre of consumers did not decrease
in its effect. For that reason, the Court foundssential, when analysing the existence of
an anti-competitive effect, to determine whethenpetition was restrictetf®

The Commission applied Article 101(1)(d). The GaheCourt stated that this Article
prohibits agreements that apply dissimilar conddido parties to equivalent transactions
and, therefore, place them at a competitive disaigge?>® As the Commission itself
confirmed, the geographic market was each MembateSis each Member State had
different conditions based on its national rffésThe General Court argued that different
prices applied because different markets alreadstezk Hence, GSK did not establish the

different market$3?

The CJEU criticised the General Court's statemeetgarding the existence of the
restrictive object®® The CJEU disagreed with the General Court thaagmreement can

have the object of restricting competition only whee agreement was likely to lead to
negative effects for consumers and it concluded i case concerned, including the

“2%|bid., paragraph 170.

426 GSK, paragraph 171; quoting C-309/9%outers and Otherf2002] ECR 11557, paragraph 97; and T-
112/99M6 and Others v Commissi¢2001] ECR 112459, paragraph 76.

42" GSK,paragraphs 171-172.

%8 |pid., paragraphs 118, 121.

2 |pid., paragraph 147.

30 |pid., paragraphs 174-175.

31 |bid., paragraph 178.

32 |pid., paragraph 179.

433 GSKappeal, paragraphs 41-43.
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parallel trade, had its object in restricting cotitimn.*** The aim of Article 101 TFEU
was not just to protect consumers but to protdeicefe competition, which includes the
protection of market structufé>

On the other hand, the General Court confirmed @menmission’s finding of anti-
competitive effects when the Commission stated that Conditions also reduced the
welfare of final consumers as they could not takgaatage of the reduced cost and
prices**® The Commission found that in some Member Statespttients paid for some
medicines. In other Member States and when punchasther medicines, however, the
final consumer was part of the “the national sideesurance scheme”. The CJEU had
already ruled that such social security institugisabstituted the final consumers because
they paid for medicine€’ The Commission also observed that some natiosihsss
insurance schemes reflected in different ways wdrettne cost of medicines had
decreased® The Conditions deprived consumers of advantagesatbuld have existed if

parallel export had not been limited and, thus, drémpact on intrabrand competitioii.
4) Intrabrand v Interbrand Competition and Artit@L(3) Analysis

The General Court argued that intrabrand loss mestompared with interbrand gain in
competition, highlighting the leading role of itteand competition rather than that of
intrabrand competitiof** Competition increased with an increase in GSKimiration***

Hence, the Court disagreed with the Commission’eemgiection of GSK’s argument that
parallel trade had prevented it from making profitsich were essential for innovatitf.

The Court missed a proper examination of this issube Commission’s decision, which
should have been based on balancing the advaniagmisst the disadvantages of

examined condudf?®

434 GSKappeal, paragraphs 55-64.

43 GSK appeal, paragraph 63, citing C-8/G8Mobile Netherlands BV v Road van bestuur van de
Nederlandse Mededingingsautoritf2009] 5 CMLR 11, paragraphs 38-39.

43¢ GSK,paragraph 182.

437 GSK,paragraph 184, citing Case 238/8@phar and Other§1984] ECR 523, paragraph 20.
438 GSK,paragraph 188.

39 |pbid., paragraph 189.

40 |pid., paragraph 296.

41 |bid., paragraph 297.

442 |pid., paragraphs 300-301.

43 |bid., paragraphs 303-304, 306.
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Therefore, the General Court concluded that the f@i@sion could not rule that GSK did
not demonstrate the promotion of technical progtester Article 101(3}** Furthermore,
as confirmed by the Commission, the real marketgsaf GSK had not been estimaféd.
Thus, the Commission could not conclude “that caitipe would be eliminated for a
substantial part of the relevant produéf®’The Court annulled the part of the decision

that stated that the Conditions did not fulfil tenditions for granting an exempti¢H.

The CJEU endorsed the General Court's ruling onickrt101(3)*® Although the
applicants had the burden of proof, the Commissiah not evaluate the applicant’s
arguments satisfactorily as the Commission rejeaeidience without explanation or

justification?

GSK argued that parallel trade would lead to a tdssfficiency in the form of reduction
of innovation?*® Furthermore, GSK claimed that the distributiontsyswas improved by
a reduction of delays in placing products on theketain some Member States and by a

better allocation of GSK’s medicines for saié.

GSK based its argument on improvements in innomatad, thus, on an increase in
efficiency®®® The General Court explained that innovation wail gar by the final
consumers who were prepared to pay more due tereift prices in different staté¥.The
patent protected the prices of patented productsgkier, the price of medicines that were
reimbursed by the national sickness insurance sebevere maintained by a price control
or by a control of benefits. Therefore, the UK wasre profitable for GSK and allowed

innovation to be recuperated globally not just lyc&*

The General Court ruled that it was enough for iappts to prove the likelihood of

“appreciable objective advantages” which could cengate for the resulted

444 bid., paragraphs 308, 310.

44> |pbid., paragraph 312.

4% pid., paragraph 313.

447 GSK,paragraphs 316-317.

448 SeeGSKappeal, paragraphs 69-168.
449 GSKappeal, paragraphs 81-83.
450 GSK,paragraph 220.

51 |bid., paragraph 221.

52 |pid., paragraph 258-259.

53 |bid., paragraph 271.

454 |bid., paragraph 272.
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disadvantage®® The test showed whether the conduct in questiodeniapossible to
obtain appreciable advantages or f16tThis must be demonstrated with “a sufficient
degree of probability” that the possibility of olsti;mag an appreciable objective advantage

existed®®’

The Commission criticised the General Court’s mlihat the advantage of the conduct in
guestion was higher profits which promote innovatiti stated that there was no causal
link between this advantage and the conduct itsetflaining that the conduct must
promote technical progress such as innovation ahgimply increase profits® However,
the CJEU rejected this argument and affirmed thee@d Court’'s conclusion that the

advantage was that the increased profit could Hdeed to incremental innovatiSrr.
5) Free Riding

The General Court further stated that free ridirtgrabt concern competition law when the
profit was transferred from the producer to anrmidiary. It would be of interest to

competition law only if the free riding caused am@@ase in consumer welfare. Moreover,
as far as the intermediary participants in comjpetigo, parallel trade was in the interest

of competition law and its restrictions can haveati-competitive effect®

The importance of parallel trade in general wadfiooed by the CJEU® The approach
to free riding in US antitrust law was differenth ¢eneral, the US Federal Courts found

free riding to be anti-competitive when it occuriedoth VTR and RPM®
6) Summary

The CJEU summarised the balancing test of Arti€l&(3) as established by the General
Court as follows. Firstly, it must be shown thaerh was an appreciable objective
advantage. Secondly, the Commission must analysetheh the conduct in question

decreased efficiency. Thirdly, if efficiency wagloeed, the Commission must analyse the

45> GSKappeal, paragraphs 92-95.

45 pid., paragraph 94.

57 |bid., paragraph 95.

58 |bid., paragraph 112.

59 |pid., paragraphs 118-119.

460 GSK,paragraph 273.

61 GSKappeal, paragraphs 59, 61.

62| eegin at 890, 894Business Electronigsat 721, 727-72&ylvania,at 55-56;Park & Sonsat 45.
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extent to which it was reduced. And, lastly, thinga efficiency must be analysé® The
CJEU agreed with the General Court that the Comamssrred when it did not consider
the gain in efficiency of the conduct in questi6h.

As Kallaugher and Witbrecht conclude, the CJEU gawtear message that parallel trade
was also restrictive by its object; however, theesl not necessarily establish any real
economic harm. Article 101(3), with the analytibalance, applied in such cas#s.

5.7. Application of Competition Law in RPM and VTEases
5.7.1. Application of Block Exemption

Article 101(1) of the TFEU explicitly prohibits fors of RPM in point (a) when it states
that multilateral conducts are illegal if: “diregibr indirectly fix purchase or selling prices
or any other trading conditions”. It partly mentoterritorial restrictions in point (c):
“share markets or sources of supply”. When applyteylegal positivism approatfi to
this matter and considering the legal power of TR&U, which is the primary source of
EU law, it must be concluded that RPM is illegalass the conduct concerned fulfils the
terms and conditions of Article 101(3), in whichseahe conduct can be exempted and is

considered to be legal.

In accordance with Article 101, the current Blockemption Regulation, which is the
secondary source of EU law, does not exempt safailjrprice fixing, including minimum
price fixing/*®” and some forms of territorial restrictions, sushpassive salé§® which
restrict competition in objeéf® Having as their direct or indirect object suchtnasts,
these forms of vertical restraints are so callegrdhcore restrictions” under Article 4 of
Regulation, which assumes that hard core restnstizave actual or potential negative
results to such an extent that fulfilment of thenadiions of Article 101(3) is highly

463 GSK,paragraphs 263-30&SKappeal, paragraph 128.

464 GSK,paragraphs 261-2685SKappeal, paragraph 118, 131, 133, 156.

462 3. Kallaugher, A. Witbrecht, “Developmnets undee Treaty on the Functioning of the European Union,
Articles 101 and 102, in 2008/2009” (2010) Issue@_Rp. 313.

“®EU law is based olex scripta(written law); EU Courts do not have the powechange the rules of valid
EU Treaties.

67 Regulation, Article 4(a).

%8 Regulation, Article 4(b); but also see Regulatiaticles 4(c), 4(d) and 4(e); Guidelines, paragsagh-

64.

%9 See casegolkswagerappeal GSKappeal,Nintendg Miniére v. Maschinenbau
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unlikely*"® Therefore, these restrictions remain on the “hzotke” list*’* Nevertheless,
Article 101(3) of the TFEU applies in such cases tbheoretically, hard core, as well as

any other restrictions, can be exempted underttisle.*’?

Market power plays an important role in the EU lafiwertical restraintd’® In cases other
than hard core restrictions, the block exemptioasdaot apply if the market share of one
of the parties, a seller or a buyer, is higher tB8#fo as it is assumed that efficiency-
enhancing effects outweigh any restrictive efféctsuch case¥’” If there is a decision by
an association of retailers of goods, then thd tmtaual turnover of each member must

exceed € 50 million in order not to apply the blextemptior:’®

Market power below the

aforementioned threshold and turnover create aaieec"safe harbour™® Although the

law of vertical restraints should be focused onghsring power rather than horizontal
market power, as discussed in Chapter 3 “Vertiaah@etition and Structure”, EU policy
leaves some space for such arguments as differarketnpower on competition can prove
its legality or illegality in individual casé’! Additionally, the Commission or a national
competition authority can decide that the blocknegon does not apply in individual
cases if the conditions of Article 101(1) are filgfid but conditions of the Article 101(3)

are not*’®

As discussed previously, the block exemption dagsapply to minimum price fixing and
price fixing or to passive and other territoriatrictions®’® However, the block exemption
still applies to maximum price setting, price reecoemdations and some forms of

territorial restrictiorf*°

VTR is a hard core restriction; however, the blegiemption still
applies in the case of:
1. Exclusive territory or customer policy, restrict®onf active sales which do not

include restrictions of customet¥:

4’0 Regulation, Preamble, paragraph 10; Guidelinemgpaphs 47, 223.

471 “Antitrust: Commission adopts revised competitionies for vertical agreements: frequently asked
questions”, MEMO/138, Brussels, 20 April 2010.

4’2 Guidelines, paragraphs 47, 106-109, 223, 229; eoenpith Jones, “Left Behind?"649-676; for further
discussion see below.

473 Regulation, Preamble, paragraph 7; Guidelinesgraphs 6, 23, 97, 99, 106, 110-111.

47 Regulation, Articles 3, 7, Preamble, paragrapBs Guidelines, paragraphs 23, 87-92, 110.

47> Regulation, Articles 2(2), Article 8.

7% Guidelines, paragraph 23.

4" See Guidelines, paragraphs 87-92.

478 Regulation, Preamble, paragraphs 13-16.

479 Regulation, Article 4; Guidelines, paragraphs 47-6

480 Regulation, Articles 4(a), 4(b); Guidelines, pasgans 4, 50-63.

“81 Regulation 4(b)(i); Guidelines, paragraph 55.
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2. Restrictions of sales to end users by a buyer tipgrat the wholesale level of
trade to keep the two levels of trade, wholesatkratail, separat&®

3. Selective distribution systems, restrictions ofesato unauthorised distributors
within the territory where the selective distrilmrtisystem operaté&® and

4. Restrictions which aim to avoid imitations of thearee types of goods by potential
competitors to avoid selling components to undemtgk who would use them to
manufacture the same type of goods as those prddycene supplief®

However, some examples, including the last one,ldcde classified as customer

allocations rather than territorial restraints.

Under the Guidelines, a general exemption fromptahibition of territorial restrictions
exists in cases when a product is penetrating amavket or a new brand is introduced
into a new market. In such cases, not only veriigaeements protecting new territories
but also RPM are usually allowed for up to two gean RPM, the period is only two

weeks?8®

With respect to some forms of customer allocatiand territorial restraints, the block
exemption also does not apply to active and passales to “end users by members of a
selective distribution system operating at theiletéevel of trade®®® because distributors
within their selective distribution system shoulel fibree to sell the product concerned and
the system cannot be combined with an exclusiveilligion system. It also does not
apply to “the restriction of cross-supplies betwedistributors within a selective
distribution system, including distributors openatiat different level of trad&* because
selective distributors must remain free to purchidmee product concerned from another
distributor in the selective distribution systendahey cannot be obliged to purchase the

product only from the manufacturer. Finally, it do®t apply to
the restriction, agreed between a supplier of corepts and a buyer who incorporates those
components, of supplier's ability to sell the coments such as spare parts to end-users or to
repairers or other service providers not entrustgdhe buyer with the repair or servicing of its

goods?®

82 Regulation 4(b)(ii); Guidelines, paragraph 55.

483 Regulation 4(b)(iii); Guidelines, paragraph 55.

484 Regulation, Article 4(b)(iv); Guidelines, paragheipb.
“85 Guidelines, paragraphs 61, 107(b)-(c), 225.

86 Regulation Article 4(c), see Guidelines, paragraph
“87 Regulation Article 4(d); see Guidelines, paragragh
“88 Regulation Article 4(e); see Guidelines, paragra®h
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There are different forms of VTR with different appches in EU competition law.
Generally, VTR is based on an area within whichriistors’ sales may be restricted.
Exclusive distribution is a form of distributionahmay see a distributor granted an
exclusive territory where it is allowed to sell eoguct or provide a service but it is not
usually allowed to sell to other territori&s. Selective distribution, among others, limits
the number of distributors; the possibilities f@sale are based on qualitative criteria
and/or includes a prohibition to sell to unauthediglistributors within a certain territory.
Anything which restricts sales beyond this and whidroduces quantitative criteria could

be part of hard core restrictiofS.

Dethmers and Posthuma de Boer criticise the Connider the Guidelines being too
extensive and both the Guidelines and Regulatiobdong too complicated and theoretical

without providing any legal certainty for their ptal applicatior!*

Colino adds to this
criticism claiming that the market share threshisldomewnhat arbitrary and the approach
to the relevant market and the market share issskady formalistic and far from

adequaté®

Furthermore, the question remains as to whetheditfexrentiated approach to VTR is not
too complicated and unnecessary and whether thiéd doe replaced with a simpler
approach. For instance, it would be easier to wdiffeate between absolute territorial and
other territorial restrictions, including any restion on passive sales, as hard core
restrictions and others, if differentiation wasesgt to be necessary regarding the different

impacts on competition.

Monti, Jones and Sufrin argue that the Commissiahthe EU Courts have applied strict
policy against restrictions which directly or inglitly divide the EU market into
territories?>® However, it is arguable whether the policy ofiterial restraints is in reality

so strict, as the Commission differentiates amangtorial restraints in its approach. For

8% Guidelines, paragraph 151, also see 152-M@¥alliance / Systemformaragraph 60.

499 Regulation, Preamble, Articles 1(e), 4(b)(iii))c}(Guidelines, paragraphs 174-188.

491 Dethmers, Posthuma de Boer, “Ten Years on:” pp, 439-439; although this article discusses previou
Guidelines 1999 and Regulation 1999,the few chatgédke current Regulation and Guidelines mean that
the same could be stated regarding the currergrgyst

4923, Marco ColinoVertical Agreements and Competition Law, a CompeeaStudy of the EU and US
RegimegHart Publishing, Oxford and Portland, Oregon, @Q1.00-104; for further analysis see Chapter 3
“Vertical Competition and Structure”.

493 Jones, SufrinEU Competition Law 655; Monti, “Article 81", 1065-1066.
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instance, the strict approach involves the resincdf passive sales and absolute territorial
restrictions, which are restrictions in objé€tin general, the Commission does not apply
the same strict approach to some forms of actilessauch as exclusive territorial
restrictions, as it does to price fixing and minmgrice fixing. However, as this thesis
analyses, in some cases, the negative impact rtoteal restraints can be even greater
than that of RPM?°

In comparison, the US approach to VTR is argualdyariberal, as the practical effect of
the rule of reason in VTR has caused the non-exast®f cases in this matter in the US.
This means the legalisation of VTR in practicehaligh the possibility of violation of the

Sherman Act exists in theory and under the ruleasori**®

In all EU vertical restraint cases, parties arevadid to apply Article 101(3) to justify their
restrictions. Therefore, thger serule does not exist in EU competition law. The &8 se
rule, which applied to RPM befoteeegin was stricter than the EU approach to RPM as
the per serule did not allow any possibility for justificath. The authorities and courts
applying EU competition law must take into accowamy justification. Nevertheless,
although Article 101(3) can apply in RPM, under namd also older Vertical Restraints
Block Exemption Regulations and Guidelines, the &nmission assumes that RPM and
some forms of VTR, in the form of multilateral camt, have “actual or likely negative
effects” with no positive effects, or that RPM istrnindispensable for creating positive
effects on competitiof’ As Jones highlights, such an approach is extrerhaid for
accused entities of RPM to challenge in practiédhe existing cases do not indicate the
existence of the successful application of Artidel1l(3) by the entities concerned.
Simultaneously, it is difficult to determine howt&i the Commission’s investigation has
been stopped because of the proven existence adtéigation prevailing the negative
effects on competition under Article 101(3) in haale restrictions. However, it can be
observed that even in the latest cases on hardrestections, the Commission did not

analyse the pro-competitive justifications undetidde 101(3) in detail. Both EU courts

49 Nintendg 2.2.7., paragraph 33Consten & Grundigpp. 346, 344; (and any restriction on parallgdamt

— GSKappeal, paragraphs 62-64).

9% See Chapter 6 “Theories of Pro-Competitivenegsii-Competitiveness”.

49 For further discussion see Chapter 4 “Developnwnthe US Law of Vertical Territorial and Price
Restraints”.

497 Guidelines, paragraph 223; L. Peeperkorn, “Refalee Maintenance and Its Alleged Efficiencies”
(2008) Jund=uropean Competition Journ@D2-204.

8 Jones, “Left Behind?” 655-656.
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criticised this in the case @&SK**°

which will hopefully lead to positive changes ireth
practical application of Article 101(3) on vertichhrd core restrictions and its detailed

analysis of justifications in future decisions loé tCommission.
5.7.2. RPM and VTR — Application of Article 101

Block exemptions do not apply to hard core restind. Therefore, hard core restrictions,
as well as other vertical restrictions, must belym®al under the Article 101 test which

involves four general steps.

Article 101(2):
1. It applies to multilateral or bilateral conductgr@ements, concerted practices,
decisions of associations) which do not includenagegreements.
2. It must appreciably affect competition and tradeveen Member States (indicators
are market shares and turnover).
3. There must be a restriction in a) object, or be&tf
4. If there is a restriction under Article 101(1), ke 101(3) can apply and then a

balancing test of effects must be used.

1. First, it must be proved that the restrictiorguestion is formed by multilateral conduct
not by unilateral conduéf® which also includes agency agreeméfitSome conditions of
subcontracting agreements are also exenftdtione of the parties is a manufacturer or a
distributor with a dominant position, Article 10arcapply on its own or in parallel with
Article 101, and only on its own if there is no tilateral conduct®

2. Second, there must be an appreciable effectotim tompetition and trade between
Member State2®* There is a presumption that there is no appreeialflect on trade

between Member States and on competition when #@u&anshare is belowe minimis

49 GSK paragraph 2945SKappeal, paragraphs 69-168; also Negendq 341; COMP/C3/37.98ouris-
Topps paragraph 130Novalliance/Systemormparagraphs 70-72, 74-75; Callery,.e€gifis ‘Rule of
Reason™ 43.

*0 Guidelines, paragraphs 24-30; see the discussiovearegarding th¥olkswagerappeal and®ayer

%1 Guidelines, paragraphs 12-21.

%2 Guidelines, paragraph 22; Commission Notice ofDE&ember 1978 concerning assessment of certain
subcontracting agreements in relation to Articl€l3of the EEC Treaty, OJ C 1, 3.1.1979, p.2.

°%3 Guidelines, paragraph Miniére v. Maschinenbawpp. 248-249Bayerappeal, paragraphs 47 and 174.
%4 Bayer appeal, paragraphs 47 and 1Movalliance / Systemformparagraphs 63-65Miniére v.
Maschinenbappp. 248-249; Guidelines, paragraphs 2(5), 8-I7t,mmission Notice on agreements of
minor importance which do not appreciably restradmpetition under Article 81(1) of the Treaty
establishing the European Communitgg“minimisNotice”), OJ C 368, 22.12.2001, p.13.
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15% threshold® It is also presumed that vertical agreements ansomgjl and medium-
sized undertakings rarely affect trade betweerMbamber States appreciabff. However,
in individual cases, and primarily in hard core triesons, Article 101(1) applies
sometimes even when the market share is below 5&& threshold®’ Similarly, there
does not have to be an appreciable effect evémifrtarket share is abode minimisl5%

threshold in a particular cas®.

3. Third, the restriction must restrict competitidinectly or indirectly® in its object or
effect. The conduct in question must have actudikely restrictive effect$!° A particular
form of restrictions is restricting competition lg object if competition is “almost”
always restricted, irrespective of economic circtamses’™' Agreed and/or enforced
minimum and price fixing and VTR and “any” restract of parallel import restrict
competition in their object> Moreover, when the restriction by object applibgre does
not have to be a direct link between the conductquestion and the restrictive
consequence, such as the increase of consumes Pridetention is not essential but the
potential to have a negative impact on competititt* at least, such potential must be
determined. Such impacts should be measured tesadse seriousness of the infringement

in questior?™®

When a restriction by object is present, it is netessary to analyse the restrictive effect
as it is presumed that such a restriction restriotapetition>'® As Loozen explains, both
restrictions by effect and object require a restécobject. However, the restrictive object
IS restrictiveper sebeing restrictive in its nature; therefore, itassumed that it causes an
“increase of allocative inefficiency” and it is dbus from the object itself that it will

% Guidelines, paragraph 9.
% Guidelines, paragraph 11; see Annex to CommisBiecommendation of 6 May 2003 concerning the
definition of micro, small and medium-sized entésps, OJ L 124, 20.5.2003, p. 36.
*07C-306/96 Javico v Yves Saint Laureft998] ECR 1-1983, paragraphs 16-17; T-7/98ngnese-Iglo v
Commissionf1995] ECR 11-1533, paragraph 98; 22/RBe&guelin Import Company v. GL Import-Export SA
[1971] ECR 949, [1972] CMLR 81; 5/6¥,6lk v. Vervaeckfl969] ECR 295, 302, [1969] CMLR 273, 282;
5(géjidelines, paragraphs 9-1De MinimisNotice, p. 13-15.

Ibid.
%9 See Regulation, Articles 4-5.
>1%Miniére v. Maschinenbau. 249; Guidelines, paragraph 97.
°11 C-8/08T-Mobile Netherlands BV v Raad van Bestuur van é@eNandse Mededingingsautorit§009]
5 CMLR 11, paragraph 20.
*12Novalliance / Systemforrparagraphs 60-61; parallel impo&SKappeal, paragraphs 62-64.
13 T_Mobile Netherlandsparagraph 43.
*14 GSKappeal, paragraph 5&-Mobile Netherlandsparagraphs 27, 3Peugeot Nederlangarahraphs 55-
56; C. Callery, “Should the European Union Embracé&xorciselLeegiris ‘Rule of Reason'?” (2011) 32(1)
ECLR44.
*15 peugeot Nederlangaragraphs 22, 43-141.
18 See, e.g., Guidelines, paragraph 21; Jones, Batftnd?”, 656.
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trigger deadweight l0s8! On the other hand, restriction by effect requftether analysis
which will lead to the conclusion of deadweight doso prove a restriction of
competition>'® Nevertheless, both forms of restrictions can bermted under Article
101(3).

The aim of restriction by object is to increase petitive constraints, such as price
increases. On the other hand, a restriction byceffiees not necessarily aim to lessen
competition; however, it leads to such results teyeffect™® Restriction by effect means
that competition has been restricted or there gogential for a restriction, which is

expected with a reasonable degree of probabilitytaran appreciable extetit.

Horizontal restriction by object, or even by effexdn appear to be simpler than a vertical
restriction as the strengthening of market powehefparticipants of a cartel indicates the
existence of a restriction by objeét.On the other hand, the enhanced market power of
participants of a particular vertical conduct cam ¢taused by aspects other than the

restriction itself. Therefore, the whole situatiarthe market should be considered.

Even the existence of a threat, direct or indirecttual or potential, to restrict trade
between Member States could be enough to applglArti01(1)% If the restrictive object
Is proved, such as an absolute territorial probectithe effect does not have to be
analysed® However, even the existence of an illegal objesstibe determined based on
an analysis?* For instance, the CJEU ruled that a sole distoitship, including granting
an exclusive right to sell, could have a restrietieffect®®® It introduced a test which

determines whether the effect is restrictive:
[Ilt must be possible to foresee with a sufficiel#tgree of probability on the basis of a set of
objective factors of law or of fact that the agreamin question may have an influence, direct or

indirect, actual or potential, on the pattern afie between the Member Stat&s.

17 oozen, “The Application” 148-149.

*18 Miniére v. Maschinenbawp. 249; Loozen, “The Application” 149.

*9E. Loozen, “The Application of more Economic Apach to Restrictions by Object: no Revolution after
all (T-Mobile Netherlands (C-8/08))" 4 (2018CLR148.

20 T_Mobile Netherlandsparagraph 28; Guidelines, paragraph 97.

21| oozen, “The Application”, 147-148; also see Gliis, paragraph 98.

22 Consten & Grundigp. 341.

2 Nintendgq chapter 2.2.7. (332Miniére v. Maschinenbap. 249:Consten & Grundigp. 342.
%24 GSK,paragraphs 117-119.

%% Miniére v. Maschinenbap. 248.

5% Miniére v. Maschinenbau. 249.
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The question remains open as to whether the comdbat restrict competition in their
effect have the same approach as the US rule sbmeim vertical restraint§! Firstly, it
must be highlighted that the US rule of reason diffierent forms and is not absolutely
unified for different restrictions. Moreover, iteri is not definitely settled for RPM yet.
Secondly, the EU approach under Article 101 diffeosn the US rule of reason. Briefly,
under Article 101(1) the Commission must prove ftifg conduct in question restricted
competition in fact. If there is restriction und#rject, certain forms of conducts, such as
RPM, must be proved. If the restriction in effest proved, the party that restricted
competition can show that pro-competitive benefiterweighed the anti-competitive
restriction under Article 101(3). In contrast, thde of reason applies the aspects from
both 101(1) and 101(3) at once and focuses orbirstied competition.

4. Fourth, the Commission or a national competiaathority must examine the available
evidence to determine whether there is a justiboatinder Article 101(3). The evidence
must show in a convincing manner that the restectaction in question caused
“appreciable objective advantages”, either actugatential®?®

The application of Article 101(3) is based on amremnic evaluation of the available
evidence, which must determine an improvement ahpetition in distribution and
production and/or whether the conduct in questiommotes technical and or economic
progress, showing “appreciable objective advantatied outweigh the disadvantages of
the restriction concernéd® Therefore, the principle of proportionality musppdy,
meaning that the restriction cannot go beyond vihaiecessary to use a certain positive
effect in the market under Article 101@Y. Moreover, for Article 101(3) to apply, the

vertical restriction in question should not elintima substantial part of competitidt.

In contrast with US antitrust policy and in confiynwith Steiner's theory the
Commission must examine both intrabrand and ingéedbrcompetition>® Usually in

%27 For general discussion see Calleyeégins ‘Rule of Reason™ 42-49.

28 GSK,paragraph 248; 294; Guidelines, paragraph 122.

2 Novalliance / Systemforrparagraphs 70-72, 74-78ungesser & Eiselgarahraph 76AEG-Telefunken
paragraphs 41, 4Zonsten & Grundigp. 347-348; Guidelines, paragraph 125.

>3 Nungesser & Eise|garagraphs 76-77.

*3 Guidelines, paragraph 127.

°%2 See Chapter 4 “Development of the US Law of Vatti€erritorial and Price Restraints”; Chapter 3
“Vertical Competition and Structure”.

%3 GSK,paragraphs 104-108.
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vertical restraints, the intrabrand loss must begared with interbrand gain, with the

interbrand competition taking the leading role eatthan intrabrand competitigr:

It is enough for applicants to prove the likelihooid“appreciable objective advantages”,
which can compensate for the resultant disadvasfdg@he test should show whether the
conduct in question makes it possible to obtairregipble advantages or m3f.This must
be demonstrated with “a sufficient degree of praiigbthat the possibility of obtaining

an appreciable objective advantage exi&ts.

To summarise, the balancing test of Article 10@)tains the following. Firstly, it must
be shown that there was an appreciable objectivarddge. Secondly, the Commission
must analyse whether the conduct in question desedeafficiency. Thirdly, if so, it must
decide the extent to which efficiency was decreakaditly, the gain in efficiency must be
analysed>® If the gain is greater than the loss of efficientyen the conduct will be
justified under Article 101(3).

Consumer welfare is a determining, essential, iefiicy factor of the appreciable objective
advantages and of the restrictions under the Cosiom's Guidelines on the application of
Article 101(3), which states that Article 101(3)péips if the conduct enhances consumer
welfare>*® However, the CJEU ruled rightly only a few yedfterathe Guidelines had been
issued that Article 101 protected effective contjmeti®*® Therefore, the enhancement of
consumer welfare is only one aspect. The secondctasp the positive effects on the
competitive market structure. Similarly, Article (@) applies when effective competition
is restricted and not just when consumer welfa@aises* The question is whether the
Commission will apply the second aspect in pracidhough it should under this recent
judgement and under law. It can be assumed thatdnemission will continue to analyse
vertical restraints from the perspective of consumelfare as this approach appears in the

recently issued Guidelines on vertical restraiffts.

34 |bid., paragraph 296.

°35 GSKappeal, paragraphs 92-95.

%3 |pid., paragraph 94.

°%7 GSKappeal, paragraph 95.

%38 GSK,paragraphs 263-30&SKappeal, paragraph 128.

°3 Guidelines on the application of Article 81(3)r@graph. 13.

>0 GSKappeal , paragraphs 55-64; see discussion in @hapVertical Competition and Structure”.
%1 GSKappeal, paragraph 63.

*¥2 Guidelines, paragraphs 7, 101-102, 122.
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5.8. Conclusion

In comparison to the US development, the EU apprdacvertical territorial and price
restraints seems to be more consistent, and hasig®ut sudden fluctuations. However,
this is well-founded and logical considering théedences in the two legal systems. The
US legal system involves precedents and privatgations, as well as certain
circumstances that influenced its developmentuigiag the fact that the US Sherman Act

was already issued at the end of t@ntury.

In line with the development in the US, althought mothe same way, the EU law of
vertical territorial and price restraints has grtushifted from a strict approach with
theoretical and economical considerations, when rniere threat of restriction on
intrabrand competition would infringe Article 10)(Xo a more balanced test based on
concrete economic and factual evaluations, whemabrdand and interbrand competition
could be analysed under both Article 101(1) andichrt101(3). Although, it can be
observed that justifications under Article 101(3vé not been analysed sufficiently

enough by the Commission, this can improve in theré.

It can be concluded from an observation of theesurapproaches, that the US and the EU
laws of vertical territorial and price restraintsvie followed their own paths. This message
is clear when the EU Guidelines on Vertical Resteiand the US case Gkeginare

compared.

The objective of EU competition law has also beleanging and developing. In the early
days,Consten & Grundigshowed that the creation of a single market haah lessential
and, thus, it was also the aim of competition l&lhough, in practice, the Commission
still concentrates on the protection of an integptatnarket, in analysis of the effects in
individual cases, the focus has been shifting ttsamer welfare, as is obvious Metro,
which ended with the Commission’s conclusion tihat objective of competition law was
consumer welfare. However, in 2009, the CJEU statgdSK that the main aim was the
protection of competition, explaining that consumaifare was only one aspect of such

an objective.
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Although the courts and the Commission have nondout necessary to analyse the
motivations for introducing vertical restraints most of the cases discussed, it can be
observed that it has been manufacturers who, ondiva initiatives or together with their
distributors, have introduced vertical restrictiaas competition. In comparison with the
previous chapter, which discussed US cases, thedsks do not include situations where
distributors or distributors and their manufactupeessured by the distributors would
restrict competition. In contrast to the US, the E&kes are typical of parallel-trade
restrictions and of using vertical restrictiongtnetrate the new markets of other Member

States.

In the cases ofonsten & GrundigMiniére v. MaschinenbaandNungesser & Eiselat
was the manufacturer who wished to penetrate amarket, and to do so it had to offer
something “special” to find a new distributor. Adiigh, the distributors had some
bargaining advantage, the manufacturers, the loligors, their consumers and competition
in general profited from the vertical territorigstraints in question.

Interestingly, in the case o€onsten & Grundig the parties introduced a one-off
explanation for the application of the absoluteiti@ial restraint. This explanation was
that vertical restraints could be used as busit@ds to assist the distributor in planning
its business in advance. Although the Court rightlfused such a justification and it has
not appeared in cases on such restraints sincaniexplain the introduction of vertical
restraints when this cannot be logically determinegroved based on the evidence. The
same explanation could be used at the suppliel.|&wech an explanation could have
applied in AEG Telefunken Pronuptia, Novalliance/Systemfornand Volkswagen
Although,AEG TelefunkeandPronuptiaalso had another and more obvious explanation:
the improvement of distribution systems. Howevan BRPM and strict territorial restraints
be justified simply by improving distribution? Chag in these cases, it was the complete
franchising and selective systems that involvedhsacjustification. However, if these
systems included RPM and strict territorial restimiwith a restriction of passive sales,
these elements would likely not have been justifiader the explanation that it improves

distribution.

Selling under different prices occurs in the EUtipalarly this is common conduct in the
pharmaceutical market where producers sell thaidyxts at different prices in different

Member States. Therefore, a producer can have lehigrofit per unit in one Member
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State than it has in others. Territorial restrictavhich avoid parallel trade, such as the
cases of5SK BayerandSandozare usually in the producers’ interests, althoulgis can
be in the interest of some distributors also. Irpebbability, the same motivations played
their role in the case dlintendo Therefore, some EU cases clearly show that thecak

restraints in question are in the interest andtferbenefit of manufacturers and suppliers.

The analysis of both the US and the EU cases rgisestions of liability and punishment.
In other words, should we punish distributors wisbunder economic duress and against
their interests? It is arguable whether the fiestse of injustice of such liability was not an
aspect of morality for establishing the Wdlgate doctrine. However, determining the
boundaries of unilateral and multilateral conduatsl basing vertical restrictions on
multilateral conducts does not tackle the problend @re not necessarily the best

approaches.

Vertical restraints differ from horizontal restrimot only in their impact on competition
but also in their nature. Vertical relationshipe assential on the market and are based on
different forms of distribution agreements. Partiessially need one another to do their
business or, in other words, to exist; however, lihegaining power of parties differs.
Trying to determine the existence of multilaterahducts and then make liable and punish
all parties of such conducts could be the wrong@gugh. The following chapter discusses
the anti-competitiveness and/or pro-competitivengis®RPM and VTR and thus assists
with the determination of whether such restrictishsuld be illegal and, if they should be,

when and in what forms.
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Chapter 6: Theories of Pro-Competitivenessv. Anti-Competitiveness
6.1. Introduction

This chapter tests existing theories against thereaf vertical interactions as surveyed in
Chapter 3 and the objective of competition law asis Chapter 2. It further shows

whether the theories applied in case law and palreysufficient and are the right ones and
whether the criticism of the existing law and pplas discussed in Chapters 4 and 5 is

well-founded.

Economic theories have always influenced antitpugicy and law. Nevertheless, the
understanding of different aspects of the law otival restraints, such as its objective, is
not the same under economic theories, law and ypdidlliamson observed in the late
1980s that even economists themselves did not sharsame basic opinion on vertical
restraints: As this chapter will partially show, this stillmains an issue. Indeed, not only
law and policy but also antitrust economic theohage been changing and this has had an

impact, not necessarily immediately, on the lawertical restraints.

This chapter analyses pro-competitive and anti-cgitipe explanations of the law of
vertical territorial and price restraints. Throughohe existence of US antitrust law and
EU competition law, different pro-competitive anditisccompetitive theories, mostly
relating to RPM, have been introduced, but ther® heen a lack of deep and sustained
analysis of both forms of restraints. This chapteyws that some theories and ideas which
apply to RPM can be used for the analysis of tavdt restraints. It introduces new
explanations, analyses old theories and finds rewmterarguments to identify weaknesses

in each theory and to determine which ideas argeslkato the realities of RPM and VTR.

! 0. williamson, Antitrust Economics: Mergers, Contracting, and Sfc Behaviour (Basil Blackwell,
New York, 1987), 123; also see M. Bennett, A. Hletc E. Giovannetti, D. Stallibrass, “ Resale Price
Maintenance: Explaining the Controversy, and Si@tdps Towards a More Nuanced Policy” (2010) MPRA
Paper No. 21121, posted 4 March 2010/18:02httat//mpra.ub.uni-muenchen.de/2112%. 1; T.R. Sass,
D.S. Saurman, “Mandated Exclusive Territories amdri®mic Efficiency: An Empirical Analysis of the
Malt-Beverage Industry” (1993) 36L.&Econ.153-154; F.H. Easterbrook, “Vertical Arrangemeautsl the
Rule of Reason”, (1984) S8ntitrust L.J.145.
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6.2. Schools and Theories

The roots of pro-competitive theories can be foundthe Chicago School, which
originated in the early 1950s. The central arguneémihe Chicago School was that the free
market has the ability to regulate itself and maimtcompetitioh and that vertical
restraints, including RPM and territorial restrainhave a positive impact on competition,
in particular acting as the strategic tools of nfaotwrers to create the best conditions for

manufacturers, their distributors and consuniers.

In contrast, exponents of the Harvard School argined vertical restraints result in
restrictions of competition. The Harvard Schooladttyeis based on the relationship
between structure, conduct and performance. Thekehastructure influences firms’
conduct, which determines market performance thlxptaaing how certain markets lead
to certain types of conduct and performance. Theder of the Harvard School, Mason,
along with others, studied industrial organisatiohscording to them, profit-making is at

the centre of organisations and it is the marketsire that determines price behavibur.

An economic perspective from the New Institutioiadonomics, represented by, for
example, Coaser Williamson® widens this understanding of competition into sition
costs, including social and legal rules in thevale economic analysis and reasoning. As
Williamson points out, a transaction cost aspectisnissing piece in the Harvard
approach: “if transaction cost economies are uniapt, the suspicion that novel business

practices are motivated by anticompetitive purpisessy ..."

2 W.A. Cann, “Vertical Restraints and the ‘Efficighdnfluence — Does any Room Remain for More
Traditional Antitrust Values and More Innovative thrust Policies?” 24American Business Law Journal
(1986) 487; R.A. Posner, “The Chicago School ofitmst” (1979) 127University of Pennsylvania Law
Review 928; also see H. Hovenkamp, “Harvard, Chicaga &ransaction Cost Economics in Antitrust
Analysis” (2010) 5%Antitrust Bulletin631.

® Hovenkamp, “Harvard, Chicago, and Transaction 'C647; N. Vettas, “Developments in Vertical
Agreements” (2010) 55(4ntitrust Bulletin858; B. Durand, “On the Efficiency of VTR” (thesis, Bost
College, The Department of Economics, U.S.A., M&0®, pp. 3-4; J.W. Burns, “Vertical Restraints,
Efficiency, and the Real World” (1993) 6Ford. L. Rev.597, 597-598; Easterbrook, “Vertical
Arrangements’135.

4 See, e.g., Hovenkamp, “Harvard, Chicago, and Betitn Cost” 615-616; A. Jones, B. Sufrin, EU
Competition Law: Text, Cases, and Materials, Foltiition (Oxford University Press, 2011) 22-23;.J.S
Bain, Essays on Price Theory and Industrial Organizat{tittle, Brown and Company, Boston, 1972);
H.M. Mann, “Seller Concentration, Barriers to Entand Rates to Return in Thirty Industries, 1956a'9
(1966) 48Rev. Econ. & StaR96.

®R. Coase, “The Problem of Social Cost” (196@o8rnal of Law and Economids R. Coase, “The Nature
of the Firm” (1937) 4(16Economica 386—405.

® Williamson,Antitrust Economics

" Ibid., p. 156.
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In continental Europe, a new competition theory waioduced at the beginning of, and
even before, the existence of competition law amfditucompetition law as found today in
several continental European countries, such as&wey, the Czech Republic, Austria and
Slovakia. The idea of using the law to protect andance competition was propagated by
Carl Menger and Eugen Bohm-Bawerk in Austria in 188 century? In the 1930s, the
economist Walter Eucken and two lawyers, Franz B@wmd Hans Groldmann-Doerth,
established the Freiburg School, which expoundex dtdoliberalism approach. This
theory was based on the idea that an economicitdimst promoting the common interest
would achieve a desirable economic order protectvagching over and giving order to

individual economic freedorh.

The schools and theories are still evolving anduthe other general theories and
approache’ Posner sees the existence of the Chicago Schoobpssing the older
Harvard Schoot! However, this understanding does not considepttywing formulation
of new ideas and theories on anti-competitive ésfédrat originated from both the Harvard
and the Chicago School and also from Williamsoh&oty on transaction cost economics
and other$? Indeed, the previously discussed schools have indlelencing scholars and

policies since their establishment.
6.3. Pro-Competitive Theories

Several theories that offer reasons for the legalitRPM exist; however, these theories
are also applicable, sometimes partially or inatght forms, to VTR. Indeed, Justice
White stated that price and non-price verticalreasts have essentially the same economic

effects?®

8 D.J. Gerber, “Europe and the Globalization of #&nst Law” (1999) 14Connecticut Journal of
International Law 15, 26.

® M. Vatiero, “The Ordoliberal Notion of Market PoweAn Institutionalist Reassessment” (2010) 6
European Competition Journd@90; R. Van den Bergh, P. Camesad€aropean Competition Law and
Economics, A Comparative Perspect®¥ Ed. (Sweet & Maxwell, London 2006) 65f; W. Euckdie
Foundations of Economics, History and Theory in thealysis of Economic RealitfWilliam Hodge,
London, Edinburgh, Glasgow, 1950); see also H. @@ -DoerthSelbstgeschaffenes Recht der Wirtschaft
und Staatliches ReckiVagner'sche Universitatsbuchhandlung, Freibugg3).

1 For example seenttp://www.antitrustinstitute.org/content/philosipd) see Chapter 2 “Objective of the
Law of Vertical Territorial and Price Restraints”.

' posner, “Chicago School” 925.

12 Hovenkamp, “Harvard, Chicago, and Transaction 'C648, 617-618; R.P. Nelson, “Comments on a
Paper by Posner” (1979) 1®Jpiversity of Penn. L.R949; see below.

3 Continentl T.V., Inc. v. GTE Sylvania Iné33 U.S. 36 (1977), at 69-70.
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Silcock was arguably the first economist to discties pro-competitive explanation of
RPM in 1938. He expressed the idea that RPM ineteasnsumer servicé$in the UK, it
was Yamey who discussed the pro-competitive effe¢t&RPM in his book in 1954,
although he did not use the term “free ridifg'However, it could be argued that the free
riding theory was first introduced by the CourtAgfpeals in the RPM case Bark & Sons

in 1907'° The theory of services was discussed in the ca$eseegin'’ Business
Electronics'® Sylvanig*® Schwinr?® White Motor?* Albrecht?? and in the EU cases of
AEG-Telefunkeff andConsten & Grundig? Nevertheless, it could be argued that there is

no real evidence that RPM or VTR have been us@dagide services in practic¢e.
6.3.1. Theory of Services, Quality Certificatiordadroduct Differentiation
6.3.1.1. Theory of Services

An American theorist from the University of Chicagbelser, discussed the pre-sale
services theory in 1960 to justify the existence RPM for products unfamiliar to
consumers, such as new products or products tbhapunchased infrequently. He stated
that RPM encourages retailers to promote manufactuproducts and protects them from
free riders who benefit from the promotional seegiof other retailers while charging low
prices. If RPM sets the minimum price at such allélaat includes the manufacturer’s
price, retailers’ profits and services’ expensentho retailer can benefit from the services
of other retailers while charging low pricésln general, it can be said that discounting
retailers or distributors free ride, in other wqrdteal profits from the manufacturer and
other dealers or distributof5.

T H. Silcock, “Some Problems of Price Maintenan(938) 48Econ. J42.

5B S. YameyThe Economics of Resale Price Maintena(i@54, Sir Isaac Pitman, London), 52-56.

® park & Sonsat 45.

7| eegin at 890-892.

'8 Business Electronicsit 727-728.

9 Sylvania at 55.

2% Schwinn 370-371.

L White Motor at 269.

?2 Albrecht at 152-153.

% Case 107/82llgemeine Elektrizitats-Gesellschaft AEG-Telefunke&s v Commission of the E[€983]
ECR 3151, paragraphs 33-34, 41-42, 75.

24 C-56/64Etablissements Consten S.a.R.L. and Grundig-Vesk@nibH v EEC Commissidt966] ECR
299, p. 349.

> See Chapter 4 “Development of the US Law of Vatti€erritorial and Price Restraints”; D.F. Shores,
“Vertical Price-Fixing and the Contract ConundruBeyond Monsanto” (1985) Sdord. L. Rev377, 402.

% |.G. Telser, “Why Should Manufacturers Want Faiade?” (1960) @ournal of Law & Economic86.

2" K. Kelly, “The Role of the Free Rider in ResalécBrMaintenance: The Loch Ness Monster of Antitrust
Captured” (1988) 1Geo. Mason U.L.ReB27, 338.
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The theory of services can apply only if the prie-s®rvices are necessary and if there are
retailers free riding on this promotional cost. amhy, it can be stated that guaranteeing
exclusive territories to retailers prevents freging and helps promote manufacturers’

products or serviced.

Free riders can take advantage not just of othev®stments into pre-sale services, but
also into after-sale services and innovation. kahg this reasoning, other theorists have
developed pre-sale services, after-sale serviagajty certification, and the output and

consumer welfare theorié$.These theories discuss the same process but fiffenedt

perspectives and angles.
6.3.1.2. Quality Certification, Product Differerttan

The quality certification theory is based on theadhat RPM assists a manufacturer to
create and maintain brand image and, hence, ditiate its product from other8.
Retailers who hold quality certifications, sell st fashionable and the highest quality
products (or services), which are usually new im rtinarket. If a free rider sells the same
product or products, it can benefit from the repataestablished by retailers with quality

certifications®!

This theory can be used with respect to VTR, wliigh also protect retailers with quality
certifications against free riders. In general,-exalusive territory explanations claim that
exclusive territories are an important part of pdowy incentives for creating and

maintaining reputatioff’ This is typical of franchises.

%8 H.P. Marvel, “Resale Price Maintenance and ReBalges: Paying to Support Competition in the Market
for Heavy Trucks” (2010) 5%ntitrust Bulletin79-99; H. HovenkampThe Antitrust Enterprise: Principle
and Executior(Harvard University Press, London, 2005), 184;.FAkeeda, H. Hovenkamgntitrust Law:
An Analysis of Antitrust Principles and Their Agglion 2nd Edition, Volume VIII (Aspen Publishers,
2004), 247, 407, 418-422; E. Gellhorn, W.E. Kova8ic Calkins Antitrust Law and Economicsth Edition
(Thomson West, St. Paul, 2004), 3&¥jvania at 55.

9 See below.

%0 W.F. Baxter, “Vertical Practices — Half Slave, Hatee” (1983) 52Antitrust L.J.743, 748; see the US
case oleegin,at 882.

31 M. Kneepkens, “Resale Price Maintenance: Econoi@il for a More Balanced Approach” (2007) 12
E.C.L.R.657-658; Areeda, Hovenkamfintitrust Law 12-13; Gellhorn, Kovacic, Calkingntitrust Law and
Economics,344-345; H.P. Marvel, S. McCafferty, “Resale Pridaintenance and Quality Certification”
(1984) 15RandJournal of Economic847; see also the US caseBafusch & Lombat 728.

%2 p. Rey, J. Stiglitz, “The Role of Exclusive Tesries in Producers’ Competition” (1995) R&nd Journal
of Economicgl46.
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However, in order to apply the theory, some coodgi must be fulfilled. Firstly,
consumers must link the product with retailers wiawve quality certifications and the
guality certification must matter to the consumédtrsnust be noted here that price is not
the only motivating factor for consumers to buy atigular product from a particular
seller. In this case, it is the qualftySecondly, there are free riders who do not haee th

same certifications’

In other words, this theory is based on an assamptiat a high quality certification
creates useful and essential information for coresarwho will buy this product based on
this information, but from a dealer with the lowgstce: a free rider. Elzigna, Peritz,
Pitovsky, Posner and Telser offer two possibilitessto how to prevent free riders from
selling the product. The first is to refuse to gelldiscounters and the second involves
imposing RPM, which guarantees that dealers recemmpensation for the quality

certifications®

Naturally, there are obvious and important drawbkaokthe discussed theories. Firstly, the
theories can apply only if all conditions are fildiil, as is the necessity for services, and it
can apply only to some products and only in somekets. Secondly, RPM is not the only
way to protect and/or ensure the provision of @&wjinnovation and the maintenance of
reputation. The obvious question is whether thexsst® a more efficient and pro-
competitive mechanism, one that is less restrictarel is, thus, legal, to guarantee the

same aims on which these theories, including tladitgicertification theory, are based.

6.3.1.3. RPM: Product Differentiation — Image Theor

When analysing RPM, the question must be asked abkéther high retail prices can be of
benefit to manufacturers and consumers, and patgrid competition. Orbach argues that
they can. He explains that some manufacturers atevated to maintain and initiate high
resale prices for their products to create and tamiran image of an exclusive product,

which is appealing for some consumers. Therefagh prices are a product feature that

% Besanko, D. ... [et al.JEconomics of Strategfifth Edition (John Wiley & Sons, 2010), 25-27;iBa
Essays on Price TheoB

% Marvel, McCafferty, “RPM and Quality Certificatidr855; Commission Notice, Guidelines on Vertical
Restraints, Official Journal C 130, 19.05.2010, 88X0) 411 (“Guidelines”), paragraphs 107(c), 107(i

% Marvel, McCafferty, “RPM and Quality CertificatidB48-350.
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should be protected by competition policy in thenfaf RPM, rather than made illegial.

Such an explanation could apply to several caggsding RPM’

Although this theory is similar to the theoriessefvices and quality certification, it misses
one feature — an extra aspect which would haveptitential to enhance competition
because it is the high price itself without anythelse that creates the wanted image and
potentially attracts certain consumers. In suchsecdiscounting itself cannot bear the title
“free riding” as discounters cannot free ride ory gositive aspect but would rather
discount as part of their own promotion; howevethis occurs frequently, it could destroy

the image that the manufacturer is aiming for.

The interest of certain consumers is the reason @tiach argues that RPM should be
protected by competition and he groups this “jiifon” among pro-competitive
theories®® However, considering that such conduct createdl@ycmonopolistic prices
and restricts price intrabrand competition withoehhancing any other aspect of
competition and welfare and, moreover, it has thiemial to motivate only a minority of
consumers depending on the nature of the markistjritcontradiction to the protection of

effective competition.

Furthermore, manufacturers have a more directttowicrease prices: their own wholesale
prices. Although this does not ensure that rewileill not offer discounts on their
products, it does not restrict competition, disttdss or retailers. Nevertheless, the image
theory offers a valuable, although rather anti-cettipe, reason for a manufacturer to use
RPM.

6.3.1.4. Free Riding
Peritz, Pitofsky or Telser see the benefit of RRMpreventing competing retailers from

free riding on the promotional services of retaijesuch as product demonstrations and

consultation$? Such an advantage also appears in the case of tesiitorial restraints’

% B.Y. Orbach, “The Image Theory: RPM and AllureHifjh Prices” (2010) 5Rntitrust Bulletin277-307;
also see G.R. Ackert, “An Argument for Exempting®ige Goods from thBer SeBan on Resale Price
Maintenance” (1995) 73Texas Law Reviewl185; F.W. Taussig, “Price Maintenance” (1916) 6
Am.Econ.Rey172.

%" See US casdseegin Bausch & LombParke, Davis Colgate Park & SonsDr. Miles.

% Orbach, “The Image Theory” 306-307.

% R.J. Peritz, “A Genealogy of Vertical Restraint®drine” (1988-1989) 4(Hastings Law J.511;
Easterbrook, “Vertical Arrangement$52-153; R. Pitofsky, “In Defense of DiscounterfieTNo-Frills Case
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Retailers who do not invest in promotional servi¢es after-sale services or quality
certification) can free ride on these services byiding the extra cost of services.
Therefore, they have an advantage over other eesétlLogically, the services need to be
linked to the product not to the retailers’ busses general. They must also be provided
before sale without the possibility of chargingeparate fee for them and consumers must
seek these services, otherwise, such an attemptdwoat be efficient. Hence, as
Kneepkens observes, the argument that free ridmgromotional and pre-sale services

has a potential to be anti-competitive applies dalg limited group of servicés.

These theories, and most notably the theory ofieesywere used in several US cases to
justify the existence of both RPM and VTRON the other hand, the EU Courts and the
Commission chose a different approach at theirgtior, promoting free riding as a legal
and pro-competitive activity primarily to protecbropetition and the free markt.
Currently, the Commission considers free ridingpast of a justification for applying
vertical restrictions. However, EU competition pglirecognises free riding justifications
only in the case of pre-sales services and promaitiactivities, and not in the case of
after-sale services, and only with the conditioat tthe product in question is relatively
new and/or technically complex and/or where repmtaplays an essential role. The
product must also have a high value and it musbeagpractical for the producer or other
suppliers to include a requirement of promotion/andre-sales services in the distribution

contract with all distributor>

for aPer SeRule Against Vertical Price Fixing” (1983) W@eo.L.J.1487, 1494; Posner, “Chicago School”
926-927; Telser “Why Free Trade?”, 86, 91.

40 Marvel, “Heavy Trucks” (2010) 5Bntitrust Bulletin79, 83-84.

“1 p.M. Ippolito, “RPM Myths that Muddy the Discussfo(2010) 55Antitrust Bulletin 157-158; K.G.
Elzinga, D.E. Mills, “The Economics of Resale Priaintenance”,in Competition Law and Poli¢yCollin
W., (2008)American Bar AssociatigiChapter XX, pp. 2-3Peritz, “Genealogy” 511; Easterbrook, “Vertical
Arrangements”52-153; Pitofsky, “In Defense of Discounters” 148494; Posner, “Chicago School” 926-
927; Telser “Why Free Trade?”, 86, 91.

2 Kneepkens, “Resale Price Maintenance” 657; Shé@mtract Conundrum”, 377, 400-402.

43 See for RPMLeegin Creative Leather Products, Inc. v. PSKS, DBA Kay's Kloset...Kays’ Shqes51
U.S. 877 (2007), at 890-89Business Electronics Corp. v. Sharp ElectronicspGat85 U.S. 717 (1988), at
721; 728; 731Bausch & Lombat 728;John D. Park & Sons Co. v. Hartmah53 Fed. Rep. 24 (Sixth
Circuit, 1907), at 45; for Territorial RestraintSontinental T.V., Inc. v. GTE Sylvania Ind33 U.S. 36
(1977), at 55-56.

4 See e.g. Case 56/64, 58/Btablissements Consten S.a.R.L. and Grundig-Vesk@nibH v. Commission
of the European Economic Communiif66] ECR 299; Case 258/718C. Nungesser KG and Kurt Eisele
v. Commissiorj1982] ECR 2015; Case 161/88ronuptia de Paris GmbH v. Pronuptia de Paris Irmdja
Schillgallis[1986] ECR 353.

45 Case 107/82llgemeine Elektrizitats-Gesellschaft AEG-Telefunké& v Commission of the EZ983]
ECR 3151, paragraphs 33-34, 41-42, 75; Guidelip@sgraph 107.
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Consumer Focus refuses to accept the free-ridiegryh The organisation argues that free
riding should be protected as it reflects consudenand and the nature of markets. Free
riding not only decreases prices, it also increase®vation as suppliers must find

different ways to sell their products and fulfilnsumer need®.

For some services, such as free maintenance,nifoi® reasonable that customers who
decide to buy a product because of the offer afkeservices will buy it from retailers who
offer those services. A customer can buy a semwitle the product; if she/he buys the
product without the service, she/he must pay ftatér if she/he ever needs such a service.
One can state that, firstly, this applies to s&wiavhose purpose is not providing
information. Secondly, if a customer buys from &aiter who does not offer services but
sells the product more cheaply than competitos,ctistomer is interested in the product
itself and not in the services. Allowing free pnigipolicy in such circumstances enriches

competition.

Furthermore, even though it can be true in somescdsat RPM (or territorial restraints)

increases distributors’ interest in offering seedicand quality, free price policy does not
stop retailers from developing business stratelggsed on services and quality rather than
on prices. On the contrary, free price policy methrad the different needs of different

consumers will be met. Simply, some retailers fazugonsumers searching for the lowest
price; other retailers may offer extra serviceotioer consumers if there is this demand.
Hence, free price policy opens more possibilities ffetailers to compete and covers

different consumer needs.

Lao also argues that the existence of free ridmgpasitive for competition and the
relationship among retailers with different preferes is complementary as it increases
total sales and thus enhances competftioGundlach, Cannon, Kenneth and Manning
conclude in their marketing study summarising fingdi across marketing scholarly work,

“6 Consumer Focus (the statutory organization fosaorers across England, Wales, Scotland and Northern
Ireland) “Consumer Focus Response to Vertical Regs Block Exemption Regulation” (September 2009)
pp. 11-12; Daniel J. Schuler stateme@pnsumer Protection Against Price Fixingearings on S. 429
before the Subcommission on Antitrust, Monopoliad 8usiness Rights of the Senate Commission on the
Judiciary, 102d Cong.,*1Sess. 66 (1991)Retail Competition Enforcement Adtearing before Senate
Commission on the Judiciary, 10Cong., ' Sess. 281 (1987); also see M. Lao, “Resale Prigiatehance:
The Internet Phenomenon and Free Rider Issues’0§2B8 Antitrust Bulletin473-512; P.J. Harbour, L.A.
Price, “RPM and the Rule of Reason: Ready or NeteHWe Come?” (2010) 55ntitrust Bulletin229; R.L.
Steiner, “The Leegin Factors — a Mixed Bag” (208BAntitrust Bulletin55.

“"M. Lao, “Resale Price Maintenance: The Internegri@imenon and Free Rider Issues” (2010AB8trust
Bulletin 492-494; also see S. Van Baal, Ch. Dach “Freengi@nd Customer Retention across Retailers’
Channels” (2005) 19. Interactive Marketing6.
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including those based on empirical data, that soraeufacturers encourage the existence
of free riding to increase their intrabrand comjpamti In cases where manufacturers
introduce RPM, such conduct tends to increaserdeerfding phenomenon and, aside from
a unified price or price range, it also resultshe same or similar non-price strategies;
thus, RPM tends to have adverse effects restrictioice and diversitS?

Innovation and competition have introduced new meshfor shopping, such as the
internet. Consumers seek available information eachpare not just prices, but also
services and quality. Such consumer behaviour presair and effective competition, as
discussed in Chapter 3 “Vertical Competition andi@ture”. These aspects result in multi-
channel consumers and multi-channel distributitm$eed, this enhances competition and

total welfare and reflects the diversity of consuemand’

Allowing the free riding argument as a reasonab#ification for vertical restraints can
prevent the natural development of, and innovatigulifferent markets. It can also restrict
consumer choice and the efficiency of distributamsl/or retailers. In contrast, refusing to
allow such justifications has led to innovativeadeFor example, perfume manufacturers
provide samples in magazines which means that comsuare not as driven by visiting
brick shops as they would be without this promatiomethod. Books and music markets

include reviews and online sampf8s.

Allowing the existence of RPM and potentially VTRstdrbs effective competition,

including innovation and the natural advantagehefrhost efficient distributors,

If [consumers] wish to seek advice from ‘officialippliers and then shop online to get a betteepric
then they are simply expressing their preferencepfece over information. This choice will then
drive change in the marketplace. Existing suppliei either have to rebalance their offer,
lowering prices or offering some other innovatiendh as in-house coffee shops in bookstores) or
exit the market. This is the normal operation of tharketplace. Every product or service is a
combination of item and information. If there israrket for both parts of the offer the suppliers,
assuming a degree of efficiency in both elementh,find alternative ways to supply consumer

demand*

8 G.T. Gundlach, J.P. Cannon, K.C. Manning, “Frediigj and Resale Price Maintenance: Insights from
Marketing Research and Practice” (2010)48itrust Bulletin384, 412-418.

“9 Gundlach, Cannon, Manning, “Marketing Researcht-891, 403-410, 412-413; Harbour, Price, “RPM”
225-244; also see Chapter 3 “Vertical Competitind &tructure”, pp. 39-40.

%0 Consumer Focus “Focus Response”, 11; for instasezethe book section on Amazon.com.

*1 Consumer Focus “Focus Response”, 12.
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The US Supreme Court was right when it stated #mitrust law could not accept a
defence that competition itself, for instance primempetition, is unreasonabfe.As
Pitofsky highlights, trying to prevent free ridingould be against the US free market
ideology and thus against democracy. He furthéestthat a competitive market should
not give manufacturers the authority to decide Whietailers will stay in the market,
whether the retailers are offering services or Wwaethey are charging lower pric&s.
Each retailer has its own responsibility for itsimess decisions and its marketing strategy.

Finally, Peeperkorn correctly highlights that, e¥elRPM is imposed, it does not eliminate
the free riding issue as retailers or distributan still use the “dominant strategy”, which
applies in game theory, to pocket the higher mairgitead of using it for promotiot.

6.3.1.5. Interbrand Competition

The US and EU approaches both prefer interbrand pettion over intrabrand
competition>> Therefore, the effect of the pro-competitive the®ron interbrand
competition must be analysed. This includes consutamand, market structure and the
nature of the product as these aspects may deemntiather pro-competitive theories can
apply in reality. For instance, Comanor argues thdhe market is competitive at the
interbrand level and products are relatively honmoges, then RPM does not solve the
problem of free riding because there will be frekens distributing for other competing
manufacturers® However, when applying game theory, the legatisatf both RPM and
VTR can lead to situations when all or almost ainufacturers use such restrictions. This
cumulative effect at the interbrand level must lgadthe restriction of interbrand
competition as price competition will be restrictatithis level in the case of RPM, or
competition in general will be restricted at théenbrand level in the case of absolute

territorial restrictions.

°2 SeeNational Society of Professional Engineers v. Uhates435 U.S. 679 (1978).

%3 pitofsky, “In Defense of Discounters” 1493.

* L. Peeperkorn, “Resale Price Maintenance and liegéd Efficiencies” (2008) Jund&uropean
Competition JournaP01, 206.

%5 US: Mack Trucks,at 225; Leegin, at 889-890, 895-897State Oil v. Khanat 15; Business Cards
Tomorrow,at 1205;Business Electroni@t 725-726 Sylvaniaat 51-65; EUGSK,paragraphs 114-296.
*®W.S. Comanor, “Vertical Price-Fixing-Vertical MakRestrictions, And the New Antitrust Policy” ()8
98 Harv.L.Rev.1000.
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6.3.1.6. Pre-Sale Services Theory - Advertisingrtsance Barrier

It is questionable whether advertising and othemmational tools can be classified as
“services”. One could argue that promotion formd p&a business marketing strategy and
therefore does not have to, as its first aim, &semsumers. Rather, it assists
manufacturers and potentially their distributorsl agtailers. Nonetheless, advertising may
be beneficial for competition as it can increasénitparticular by better disseminating the

flow of information®’

However, Posner, when discussing pre-sale seryiceppses that advertising is desirable
for consumers because it delivers information tisatimportant to them® This is
contentious, given that there are advertisemeatscttncentrate on impressions rather than
factual information about the quality and pricetioé product$? Many products are not
advertised, yet consumers are able to obtain irdbon about them, for example from
their packaging.

Furthermore, according to Posner, the Chicago Schpposes that promotional cost
creates a barrier to entry for new competitors wiamt to penetrate the market, as the
promotional cost is an extra expenditure that midistourage a new competitor from
entering the market. Therefore, imposing RPM camdsential business strategy for new
competitors. It can be used as a tool to assistawmwpetitors to overcome this entrance
barrier by securing the retail price to retailersd,athus, securing a return of their

promotional investmerif

Klein argues even further by defending the use &MR claiming that it is the
manufacturer's tool to resolve the incentive d#éfeial and, thus, this “restriction”

motivates distributors to promote a manufacturpr@ducts by guaranteeing a margin for

°" See, for example, Ippolito, “RPM Myths” 154; Sdrnstein, D.M. Hanssens, “Resale Price Maintenance:
Output Increasing or Restricting? The Case of astiSpirits in the United States” (1987) 36Industrial
Economicsll; J.E. Kwoka, “Advertising and the Price and [@uaof Optometric Services” (1984) 74
Am.Economic Revie®ll; L. Benham, “The Effect of Advertising on tReice of Eyeglasses” (1972) 15
J.L.& Econ.337.

%8 posner, “Chicago School” 925.

%9 See Nelson, “Comments” 949, 950.

% posner, “Chicago School” 930; see also G. Shaffdotting Allowances and Resale Price Maintenarice:
Comparison of Facilitating Practices” (1991) Rand Journal of Economick20-135; Elzinga, Mills, “The
Economics of RPM” 1-15.
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its distributor$* However, as Grimes points out, this does not leagro-competitive
results if there are other and less restrictivéoost” The question is moot as to whether
the same distributors would be motivated to prontb&se products if all manufacturers
used RPM. Moreover, as mentioned previously, tmectiobjective of RPM is not the
promotion of products. Finally, the desired mardepends on market structure elements

such as interbrand competition.

The same reasoning can be used with respect titotialr restraints> In particular,
exclusive territories avoid free riding and allowatkers to invest money in promotion for
new competitors. Having distributor intrabrand mpolees allows the manufacturer and its

distributors to set prices high enough to covenmtional costs.

If interbrand competition is anti-competitive besawf a monopoly or oligopololy, then
there is a high possibility that Rey’s and Stigitassumption will apply in an exclusive
territories system. They claim that a barrier tdremxists because there are no other
distributors in the market who would invest in adigéng to penetrate the market, and not
because advertising is itself a barrier to efitryDn the contrary, if the interbrand
distributor competition is highly competitive, therstributors can be highly motivated to
invest in pre-sales services, if required by cormudemand. RPM or territorial restraints
are therefore not necessary; the most efficientribligors will naturally benefit and

competition will be balanced without these vertiestraints.

It is an important fact in the nature of businds® £ach new competitor must prepare its
business strategy and consider why it wants tor éhte market, whether it will make a

profit after a certain amount of time and whethdras enough capital.
6.3.1.7. Theory of Services - Direct Compensation
Peritz and Comanor suggest that manufacturers ffanretailers financial compensation

for their services to ensure the same conditionsefmilers who promote products and free

riders who may be advantaged by not carrying pranat costs. This compensation could

®1 B. Klein, “Competitive Resale Price Maintenancetia Absence of Free-Riding” (2009) Atitrust L.J.
437.

%2 W.S. Grimes, “A Dynamic Analysis of Resale PricailMenance: Inefficient Brand Promotion, Higher
Margins, Distorted Choices, and Retarded Retaileovation” (2010) 53ntitrust Bulletin101.

%3 See Areeda, Hovenkamfpntitrust Law 418-422.

% Rey, Stiglitz, “Exclusive Territories” 446.
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be reflected in the wholesale price for the distidios or retailer§® Telser argues that it is
difficult to set prices for services because dif§icult to predict how many customers of a
particular retailer will be interested in the prdiooal services. Moreover, he presumes
that it can be very expensive, including the cdstiegotiating and concluding such

contract<®

One could argue that if a manufacturer investsinie and money to introduce RPM, then
it is difficult to imagine that it would be less@ensive than agreeing on direct coverage of
services’ expenses. It is also difficult to set theimum price or price in RPM because
different distributors will have different promotial and general costs; in other words,
their efficiency differs. RPM or territorial resinés conceal efficiency and effective

competition and can discourage more efficient ifistors.

Furthermore, if the minimum cost is too low, thevsees theory cannot apply. Or, at least,
there will be distributors who would like to invesbre money into promotion. If it is too
high, distributor efficiency is restrained. Thisutd also set excessive prices for customers
and increase profits, similar to a monopoly, depsnadn the market structure and its

nature.

These arguments, supported by Mathewson’s and Y\ar@eonomic study that shows that
a simple uniform price maintenance is not efficienthe competitive markéf, contradict
the reasoning by Gould and Preston. They claim ®RBM is a useful tool for a
manufacturer to set up efficient, in other wordfpable, outlets, and avoid less efficient

retailers staying in busine®%.

Finally, RPM or VTR do not directly oblige or modte distributors to invest in services.
On the other hand, if a manufacturer compensatedens for the costs of promotional

services directly, it can directly motivate itsaiétrs to promote its products. Areeda and
Hovenkamp argue that the competitive alternativey fiail to offer optimal service®.

However, it is questionable as to how RPM and/aitteial restraints can offer optimal

% peritz, “Genealogy” 571; Comanor, “Vertical Prigaing” 987.

% Telser “Why Free Trade?” 92-94; also see Ippofi®PM Myths” 161.

" G.F. Mathewson, R.A. Winter, “An Economic Theorfy\¢ertical Restraints” (1984) 1Rand Journal of
Economic27.

% J.R. Gould, L.E. Preston, “Resale Price Mainteramd Retail Outlets” (1965) Fonomica302
®Areeda, Hovenkamgntitrust Law 24.
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services if the manufacturer does not control ses/or their volume and does not directly

influence its distributors to use services.

Easterbrook claims that if RPM is imposed, it isyet observe if services are used: if the
price drops then services also dfégdowever, there are several factors which influence
price aside from the cost of services. A retailmn sell below price to clear its stock or as
part of a promotion. Furthermore, as previouslguassed, RPM does not ensure the use of
services. Additionally, Steiner argues that sewiand other previously-described

objectives are usually better achieved throughratiaketing strategies.
6.3.1.8. Direct Obligation or Imposing Serviceselestive System

Pro-competitive effects can be achieved throughnsi¢hat do not restrict competition,
that is without using RPM, and that protect contpetness and the more efficient

competitors’? One such means, direct compensation, was discpsseidusly.

Bailey and Leonard argue in their economic studgtthnstead of using RPM, a
manufacturer can use other tools, such as minimawerdsed pricing policy, to achieve
the same retail pricing practices but without dasmeg total welfare, as is the case in
RPM.” Steiner explains that such competitive means ane reffective than RPM, which

does not monitor the performance of the pro-cortipetactivities in questiof*

As Brunell rightly observes:
these other activities raise demand directly, anly andirectly raise prices, while resale price

maintenance raises prices directly and only indiyenay lead to the hoped-for benefits.

Pitofsky argues that there is no guarantee thatlees know what the manufacturer wants

and, even if they do, that they will follow its tnsction when RPM or even territorial

0 Easterbrook, “Vertical Arrangement$56.

I R.L. Steiner, “How Manufacturers Deal with the deriCutting Retailer: When Are Vertical Restraints
Efficient?” (1997) 65Antitrust LJ443.

2 Brief of Amici Curiae Economists in Support of fiener, Leegin 2007 WL 173681, at 9 in the article:
R.M. Brunell, “OverrulingDr. Miles: The Supreme Trade Commission in Action” (2007) A&itrust
Bulletin511-512.

8 E.M. Bailey, G.K. Leonard, “Minimum Resale PriceaMtenance: Some Empirical Evidence from
Maryland” (2010) 10The B.E. Journal of Economic Analysis & Polity6; also see Gundlach, Cannon,
Manning, “Marketing Research” 410-411.

" Steiner, “The Leegin Factors 52-55.

5 Brunell, “OverrulingDr. Miles’ 513.
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restraints are use@.This applies to both services and quality cediiien. There is no
direct empirical evidence to support that applyusgtical restraints increases services or
the quality of a product. On the contrary, caseswudised in previous chapters and some
studies, such as the study of the US music industdjcate that not only do RPM and
VTR not increase services and quality, but thep &sd to welfare lossé§.Moreover,
parties base their arguments on free riding, sesvand quality theories in situations when
their intention was not to improve services andjoality. For example, the party in the
case ofGolf Salesmentioned this; however, RPM applied also to atigled online dealers

who did not offer any consulting servic8s.

In certain cases, it is possible for a manufacttoc@mpose services itself. Comanor pointes
out that if it does so, distributors are not jedised by free riders and the manufacturer’s
profit increases, as does the price charged takmisbrs. It is important to understand that
this only applies to certain markets where consudenand increases with serviéés.
However, some services cannot be performed by thrufacturer, in particular shop
assisting. This kind of promotional service alstabbshes a retailer's reputation and

becomes a part of its ability to compete.

Another possible way to avoid free riding and easervices, quality and the reputation of
products is the manufacturer’s refusal to deal with-suitable retailers. The manufacturer

can specify the exact standards required from igfildutors, including services. It can

"% pitofsky, “In Defense of Discounters” 1493.

" press Release, FTC, Record Companies Settle FEEg€h of Restraining Competition in CD Music
Market (May 10, 2000)http://www.ftc.gov/opa/2000/05/cdpres.sht@rimes, “Dynamic Analysis” 134-
142; Press Release, FTC, Record Companies Set@e(hBrges of Restraining Competition in CD Music
Market (May 10, 2000), http://www.ftc.gov/opa/2008/cdpres.shtm; Ornstein, Hanssens, “RPM: Output
Increasing or Restricting?” 1-16; Hearings on 8B B@fore the Subcommittee on Antitrust and Monopdly
the Senate Committee on the Judiciary? @bng., ' Sess., 173 (1975); Hearings on H.R. 2384 befae th
Subcommittee on Monopolies and Commercial Law eftfouse Committee on the Judiciary”"®ong., '
Sess., 122 (1975) — Statement of Keith I. Cleamsat®eputy Assistant Attorney General, Antitrust
Division; Overstreet’s and Ippolito’s studies asatissed in the case lodeginare based on assumptions and
do not offer direct evidence that RPM would ince=asrvices and quality; even the latest publicatibich
summarises existing empirical studies on RPM igbas assumption in regards with precompetitivect$f

of RPM and not on direct at least economic evidensee F. Lafontaine, M. Sladexclusive Contracts and
Vertical Relationships: Empirical Evidence and RobPolicy (2008, Cambridge: MIT Press); Territorial
Restraints: Durand, “On the Efficiency”; W.F. Mu#l] F.E. Gaithman, “An Empirical Test of the FradeéR
and Market Power Hypothesis (April 12, 1989) (urmited manuscript, on file with the University of
Wisconsin) in W.S. Comanor, “The Two Economics ari€al Restraints” (1992) 2%w.U.L. Rev1281;
W.P. Culbertson, D. Bradford, “The Price of Beeont& Evidence from Interstate Comparisons” (1991) 9
Int. J. Indus. Org 275; W.P. Culbertson, “Beer-Cash Laws: Their Ecpit Impact and Antitrust
Implications” (1989) 34Antitrust Bulletin209; W.J. Jordan, B.L. Jaffee, “The Use of Exalasrerritories in
the Distribution of Beer: Theoretical and Empiri€tservations” (1987) 3&ntitrust Bulletin 137.

8 MD Products v. Callaway Golf Sales Cd59 F. Supp. 2d 434 (W.D.N.C.2006) — this cadeaied on a
successful unilateral-conduct defense; Grimes, ‘dbyic Analysis” 137-142; also see Chapter 4
“Development of the US Law of Vertical Territoriahd Price Restraints”.

9 Comanor, “Vertical Price-Fixing” 994-997; also s&einer, “How Manufacturers Deal?” 416.
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offer its product only to those retailers or distiiors who have a quality certification.
However, this can be difficult for a new competidno must be able to attract distributors

and offer them reassurance.

Therefore, the manufacturer can base its distubusiystem on a selective system and
create objective selective criteria, including marar services and/or quality, when
choosing its retailers. If the retailers do notylketh the distributive agreement, then the
manufacturer can terminate their agreement. Thiansiéhat all retailers have to use
services directly; nonetheless, they are free inepcompetition and, thus, efficiency

remains’

6.3.1.9. Increasing Non-Price Competition

Both the theory of services and the theory of dqualertification presume in a certain way
that RPM increases non-price competition as it vabéis distributors to compete in
different areas than just price, such as compeitingervices, innovation, quality and
reputation®® This presumption does not apply to absolute VTRliasibutors in absolute
territories do not have to increase non-price cdimpe within one brand. Arguably, they
are not motivated to compete at all. However, ié throduct is not significantly
differentiated in such aspects as brand reputative,more competitive the interbrand
market is, the more the distributors are motivatedompete, as discussed in Chapter 3

“Vertical Competition and Structure”.

Moreover, market structure, consumer demand andhah&e of products, amongst other
factors, play important roles. For instance, whdephisticated products, such as
computers, or more complex products, such as hpos@ginvolve the need for services,
this is not true when selling simple products, sasHruit, sheets and drinks. Therefore, a
general claim that RPM increases non-price competédnd is, thus, justified cannot apply

in all cases.

8 For instance, se®EG-Telefunkerparagraphs 33-34.
81 See Kneepkens, “Resale Price Maintenance” 658eT&Why Free Trade?” 86.
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6.3.2. Theory of Welfare Effects

The theory of welfare effects explains that RPMoé@neficial for consumers because it
increases their welfare. Welfare can be improvednioyeased services, innovation and
other factors based on the use of RPWMhe previous theories focused on the
manufacturer’s choice; however, this theory is Hase consumer interests. Nonetheless,
the theory also presumes that manufacturer intesst the same as consumer interests.
Bork and Brief claim that RPM increases competitionservices, which subsequently
increases consumer demand and, hence, RPM is yhpgblcompetitive and enhance[s]

consumer welfare by stimulating interbrand rivalt§”

Pitofsky disagrees with Bork and Easterbrook thahuofiacturer interests are the same as
consumer interests. He also does not believe tlmaiufacturers and their dealers share
interests either. Dealers do not want the bestitpi@f manufacturers but for themselves
and, understandably, consumers do not want theesighrofit for the manufacturers and
retailers but the best price, quality and serviceshemselve&® Although, manufacturers
must attract consumers (and also distributors) tofitp the highest profit for a

manufacturer does not exactly mirror the best @stefor a consumer.

This is well demonstrated in theeginexample: Mr. James Donahau had bought Leegin’s
belt at a discount of $20 and not at the full pé&60. He asked sarcastically whether he
would have been better off if he had bought it$66 after RPM was used. He said that he
would not as there were no other advantages orcesryor him as a consumer than the

price?*

The theory of welfare effects is based on an assomghat consumers make their choice
merely in relation to non-price aspects, such asaeservices — the more services offered,
the more products consumers buy or the more consutingt are interested in buying the

products — and that RPM increases the choice di sispects (services). As explained

8 R. H. Bork, “The Rule of Reason and tRer SeConcept: Price Fixing and Market Division” (1968
Yale L.J.373, 403 (quotation); Brief for the United Statesfamicus Curiae in Support of Petitioner at 6,
Spray-Rite (N0.82-914); also seeegin, at 889; GSK, paragraphs 171-172; Kneepkens, “Resale Price
Maintenance” 658.

8 Pitofsky, “In Defense of Discounters” 1491; compavith Easterbrook, “Vertical Arrangement$35,
147; Bork, “Price Fixing and Market DivisiorB73; Adam Smith already recognised that producenew
driven only by their own interests (mainly profibking) — see A. SmitlThe Wealth of Nation8ooks |-l
edited by A. Skinner (Penguin Group, London, 198k I, Chapter II.

8 The American Bar Association, Section of Antitriusiw, “The Antitrust Fall Forum” (November 12-13,
2009) Washington D.C. (Mr. James Donahau — Noventber1%).
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above, in reality, this does not motivate all consus. As Durand demonstrates in his
economic thesis when analysing pre-sale servicgsuwner welfare is only positive if the
elasticity of pre-sales services of demand is figh.

Furthermore, there are other important factorsctmmsumers when making their choice.
These factors are linked to the product, the beardithe market. As explained by Spence,
this theory supposes that there are only marginasumers who are sensitive to any
product improvements and servié&sdence, even though the price increases, theybwill

more interested in the product if it is improved affered with additional services.

However, there are also other consumers, or ofigratonsumers, in the market who are
not interested in price at all and will continueylmg the same amount of a product; these
are called infra-marginal consumé&fsSchulz’s economic model proves that the efficiency
of RPM depends on the characteristics of consunersparing those consumers who buy

spontaneously and those who search for differdatrimation®

Types of consumers other than marginal and infregimal consumers exist in the market.
For example, there are also consumers whose pneteis only price. As Comanor points
out, to claim that vertical restraints have a poopetitive effect by increasing consumer
welfare, leads to the assumption that it must be that all consumers value new services.
However, if only one half of consumers are margimadl value services, with consumer
surplus declining, services will not increase grafnd vertical restraints will be not

efficient °

Rey and Stiglitz argue in their economic study ttie¢ standard theory of consumer
behaviour or Posner’s test of the presence ofciefficy-enhancing” costs causing a shift
in the demand curve does not exactly apply in tyedlecause the structure of different
markets is more complicated and includes a numbdifferent aspectS’ Nonetheless, in
the competitive market, as Mathewson and Wintecutated, a simple uniform price

#Durand, “On the Efficiency”.

8 A.M. Spence, “Monopoly, Quality, and Regulatiod’975) 6Bell J. Econ417 — 419.

87 Comanor, “Vertical Price-Fixing” 991; see alsoifa, Mills, “The Economics of RPM” 7-8.

8 N. Schulz, Resale Price Maintenance and the Semigument: Efficiency Effects (2005) Wuerzburg
Economic Working Paper No. 53, 1-23.

89 Comanor, “Vertical Price-Fixing” 997-998.

% Rey, Stiglitz, “Exclusive Territories” 431.
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maintenance was not efficieHtHowever, economists Fisher and Overstreet obtdined

opposite results in their economic study.

Conversely, Ippolito argues that consumer pricagdcdecrease if RPM is introduced, if
RPM motivates distributors to promote and/or introel services; thus, the manufacturer
can decrease its own activities in this séfidéowever, this statement is based merely on
an assumption without any practical evidence antlout considering the basic aspects of
RPM and competition. This thesis shows the oppoBitstly, manufacturers are driven by
high profits and, therefore, unless they are pressby circumstances or the bargaining
power of vertical competitors, they simply wouldt ecrease their wholesale prices.
Secondly, with the same motivation, distributorauldonot decrease retail prices primarily

when RPM is used.

Generally, the structure and the nature of a pdaianarket, as well as aspects such as the
rightly-set objective of antitrust/competition lashould play an essential role in theories.
The protection of consumers does not necessarignrtiee same as economic efficiency or
the protection of competition. However, consumemaded is an important factor for

competition as it should determine which compegit@main in the market.

Comanor summarises that to say that vertical ressrancrease consumer welfare is too
general and is not based on any economic anafBistk refutes Comanor’s arguments as
“thoroughly inadequate”, claiming that Comanor segjg that promotion, advertising and
other sales efforts should be illegaér se®™ However, as is obvious from Comanor’s
article, he explains that vertical restraints awvemecessarily used for promotional or other
services but more probably restrict competitionirtcrease profit. He also stresses that
there are other, more direct methods to promoteodugt or avoid the benefits for free

riders® As Williamson summarises, Bork presumes that tiesmost no friction on the

vertical chain, which grossly suppresses the ingma¢ of one of the main aspects of

business: the operation of strategic consideratioskiding transaction costs.

1 Mathewson, Winter, “Economic Theory” 27; see a38d~. Mathewson, R.A. Winter, “The Law and
Economics of Resale Price Maintenance”, (1998R&8. Ind. Org.57, 67.

% A.A. Fisher, T.R. Overstreet, “Resale Price Maiatece and Distributional Efficiency: Some Lessons
from the Past” (1985) Bontemp. Policy Issuet-50.

% |ppolito, “RPM Myths” 155.

% Comanor, “Vertical Price-Fixing” 1001-1002.

% R.H. Bork, The Antitrust Paradox: A Policy at War with Its€lfhe Free Press, New York, 1978) 291.

% Comanor, “Vertical Price-Fixing” 1001-1002.

" Williamson, Antitrust Economics 157-158.
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6.3.2.1. Interbrand Competition

Cases discussed in previous chapters include amarg that RPM and VTR increase
interbrand competitio® However, RPM and territorial restraints can alsstrict
interbrand competition in certain markets, as Hag been discussed in previous chapters
and was argued by Durand in his economic resedddnand studied car distribution
systems in the US, which are based on franchiseeaggnts containing exclusive

territories®®

The vehicle industry includes various types of costrs. Some pre-sale services are
essential for selling cars, such as showrooms asddtives. This is in the nature of a
product that is expensive and technically complexi @omplicated. The results of
Durand’s study show that reducing the number ofedledy imposing exclusive territories
had an anti-competitive effect in the US vehiclerkes The consumer welfare effect was
low, if at all, because the pre-sales service ielastof demand was not statistically
significant (almost equal to zero) and thus thelwesice territorial restraints raised the
price-cost margin and allowed producers to exeraidagher degree of market power.
Restricting intrabrand competition also reduceermtand competitioh’® Therefore, the
territorial restraints in this market were ineféot and restrictive towards competition and

general welfaré®*

6.3.3. Theory of Output

The theory of output discusses the same reasorsngrevious theories, but from the

opposite angle, concentrating on production réten consumer welfare.

Bork believes that anti-competitive theories oftial restraints result in a restriction of
output!®® He claims that output increases when imposing RBMwell as any other

% US casesLeegin,at 890-896Business Cards Tomorroat 1205;Sylvania,at 51-54, 65; EU case&SK,
paragraphs 91-98, 104-108, 29&valliance / Systemformaragraph 76Consten & Grundigp. 342.
% Durand, “On the Efficiency”.
100 |
Ibid.
10 1bid., pp. 110-111.
192 Bork, The Antitrust Paradox95.
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vertical restraint) because additional servicesease the interest of consumers to buy the

product concerned. Therefore, vertical restrairgspao-competitivé®

This could apply only if the market structure alemfor such a result; that is, if the market
included only mere marginal consumers and not atmerogroups. If it does, then
increasing the price will decrease output becaossumers whose preference is price will
seek a cheaper alternative, as explained in preljionentioned theories.

For instance, suppose that a manufacturer produgasy products and, therefore, wishes
to maintain an image of luxury products. It applRBM or a vertical territorial restraint to
obtain such a result. If there are both consuméis ave motivated by price and consumers
who shop only in luxury shops, then the manufactsireutput will not increase when
applying RPM or a vertical territorial restraintdag@ise consumers motivated by price will
stop buying the product, or they will start to Hags, while other consumers will continue
to go to luxurious shops. However, if there areyoobnsumers who buy the product
because it is luxurious, not everybody can affdrcand the product is only sold in
expensive fashionable stores, then their interafit remain the same, or potentially

increase after the use of RPf4.

6.3.4. Facilitating Entry by New Entities

RPM and VTR can assist a new company to penetreentarket or a company to
penetrate a new market by motivating distributord eetailers to get involved and sell its
products. In general, the risks of unknown profé eeduced if RPM or absolute territories
are introduced”® RPM used by a penetrating company could also eéitei or minimise
slotting allowances, in other words, fees paidtfar retailer's shelf space, in the case of a
producer seeking large retail stores. Slottingvediloces can be very high if a producer is
new to the market®

193Bork, The Antitrust Paradox295-297; Bork, “Price Fixing and Market Divisiom03; also see the
discussion in P.E. Areeda, H. Hovenkar@®09 Supplement to Antitrust Law: An Analysis ofitArst
Principles and Their Applicatign{Aspen Publishers, Frederick, 2009), 238-239, 243

194 For further explanation and discussion, see ChaptBevelopment of the US Law of Vertical Territalr
and Price Restraints”, mainly the discussion orctise of_eegin

195 van den Bergh, Camesas€ropean Competitior222; Steiner, “How Manufacturers Deal?” 430, 446;
P. Rey, J. Tirole, “The Logic of Vertical Restrah{1986) 76AER921; Yamey, The Economicsh2-56.

1% See Organisation for Economic Co-operation and eld@ment, “Buying Power of Multiproduct
Retailers” 7 OECD (Policy Roundtables), (1998) DAFELP(99)21, pp. 38-39 at
http://www.oecd.org/datacecd/1/18/2379299 (8. 1/2009).
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RPM offers some certainty for distributors thatithevestment in the new product will be

profitable while lowering distribution costs. Inctua situation a distributor can better
predict risks and returnability of investment. Degieg on the time period, this seems to
be beneficial for the market as it increases imgar competition at the beginning because

the market is enriched with a new product.

This theory is well-established in both EU and @Sas-’’ However, according to the EU
approach, it is illegal to maintain the verticadtrection after the product is no longer new.
It is based on the understanding that, after aaicettme, maintaining such a restriction

would restrict free competitiotf®

Comanor proposes two different approaches: onprtmtucts which are new to the market
and where the increase of consumer welfare is pteband another one for older products
where promotion or other information services aog¢ likely to increase the interest of
consumers” If competition policy allows and legalises verticastraints in general, this
could lead to a contra-effect. In particular, usiegclusive territories can establish
oligopolies and, thus, “implements to entfy®. This restricts potential distributors from
entering the market and even potential sellersdcbel restricted as they would have no
distributors to choose from. On the contrary, ifNRBnd territorial restraints are used for
new competitors to enter the market, this woulddléa the promotion rather than

restriction of competition.

Paldor argues that manufacturers initiate RPM mdy 6o penetrate the market but an
established manufacturer may use RPM to assure stablsh downstream-level

exclusivity; in other words, as a motivation fa& distributors to sell only its products or to

197 Territorial Restraints: EU: C-56/650ciété Technique Miniére v. Maschinenbau Ulm Gijil66] ECR
235, p. 250,Nungesser & Eiseleparagraphs 44 - 68; Guidelines, paragraphs 67(b)c); Green Paper
1996, point 12; USSylvania at 55;White Motor at 269; Areeda, Hovenkamfntitrust Law 16, 424-426,
430-432; Gellhorn, Kovacic, Calkindntitrust Law and Economic860-361;

RPM: Areeda, HovenkampAntitrust Law 17-18; 308; Gellhorn, Kovacic, Calkingntitrust Law and
Economics,333-334; sed eegin at 891; Guidelines, paragraph 225; Regulation/Z0® on technology
transfer agreements [2004] O.J. L123/11, pp. llatficle 4(2)(b)(ii); Guidelines on the applicatiar
Article 81 to technology transfer agreements, [30D4. C101/27, pp. 2-42, paragraph 101; see disms
in previous Chapters.

1% For example, C-234/8®elimitis (Stergios) v. Henninger Bra@s February 1991, [1991] ECR 1-935,
[1992] 5 CMLR 210, [1992] 2 CEC 530; Case 258Nithgesser (LC) KG v Commissifii®82] ECR 2015;
[1983] 1 CMLR 278; Case 161/8&ronuptia de Paris GmbH v Pronuptia de Paris Ismya&@chillgalis
[1986] ECR 353; [1986] 1 CMLR 414Case 56/64, 58/6&tablissements Consten S.a.R.L. and Grundig-
Verkaufs-GmbH v. Commission of the European Ecanddimmunity [1966] ECR 299; Guidelines,
paragraphs 61, 107(b)-(c), 225; see PeeperkorrsdlRd’rice Maintenance” 201, 211-212.

199 Comanor, “Vertical Price-Fixing” 1001-1002.

10 williamson, Antitrust Economics130-137.
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display them exclusivel}{** Although this is a logical reason for initiatingPRl by a

manufacturer, it is also conditional. Firstly, tlwan be of benefit to the manufacturer in
question if its competitors do not also use RPMo&dly, this does not offer any certainty
that the distributors will comply, as it is in thénterest to sell as many different products
as possible and thus receive the highest profiMRBes not ensure exclusivity in contrast

with, for instance, exclusive territorial restraint
6.3.5. The Reduction of Distribution Costs; Effrooy

Some market structures are such that territorsthats can minimise distribution costs
and create the most efficient method for distritmutiFor instance, this can be true in the
personally delivered newspaper markéfThis justification was confirmed in the US cases
of McDaniel®* and Newberry"** However, the negative, anti-competitive effects of

absolute territorial restraints could prevail odestribution efficiency.

Areeda and Hovenkamp claim that, although it issfids that vertical restraints have
alternatives which do not restrict competitidithis does not mean that vertical restraints
should automatically be illegal. They believe thhae fact that vertical restraints, in
particular RPM, have been used in practice (evengh some forms of vertical restraints
are illegal and RPM has been illegar sefor a long time) means that, in some cases,
these restraints are more effective than theirradtéeves, or the alternatives are not always
available™*® This can also have other explanations, for ingatiee manufacturer and its
distributors were not aware of the illegality of RRFor the territorial restraint was used

simply for anti-competitive reasons.

Areeda and Hovenkamp continue with their argumtaiing that the transaction costs may
be excessive, for instance, if the manufactureerefto pay for services separat&lyThis

can be true if RPM or territorial restraints do matlude any financial loss and cost or the
financial loss is smaller than the cost of sepagathe services. On the contrary, allowing

free riding can lead to lower costs and higher Itotalfare’® However, as further

111 paldor, “RPM as an Exclusionary Practice” (2088 Antitrust Bulletin309-342.

112 Areeda, Hovenkamgntitrust Law 406, 422-424.

113 McDaniel v. Greensboro News $A984-1 Trade Cas. 165,792 at 67,286 (M.D.N.@3).9
114 Newberry v. Washington Post. C438 F. Supp. 470, 475 (D.D.C. 1977).

115 See above.

116 Areeda, Hovenkampntitrust Law 22-23.

17 Areeda, Hovenkampntitrust Law 24; also see Williamso#ntitrust Economics] 23-160.
18 Gundlach, Cannon, Manning, “Marketing Researct0-421.
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discussed in this chapter, RPM and/or VTR do na@rgntee any pro-competitive aims,
such as providing services: their first objectigerestrictive. Therefore, how would a
manufacturer calculate the cost of RPM if it wattause it for a pro-competitive reason
when it does not even have the certainty of sucleffett? And why would it use such

vertical restraints for pro-competitive reasonis dannot assume such results?

The manufacturer has means other than direct casagien, for example, a selective

distribution system where it can specify that itulbsell its products only to distributors

who will offer specific services (what kind, howteri etc.). Maintaining and announcing
RPM and/or territorial restraints have arguablyikincosts to selective systems; however,
the manufacturer can be sure of its pro-competitgeilt.

However, if the manufacturer is hoping to createxary brand with high prices without
offering anything else, the RPM or territorial rests could possibly create artificial
luxury products without reflecting the reality dfet product concerned. This is certainly in

contrary to welfare and efficiency.

6.4. Anti-Competitive Theories

The anti-competitiveness of RPM is not as obviogstlae anti-competitiveness of
horizontal price fixing, which usually raises pscand strengthens the market power of
manufacturers involved in the horizontal conductor&bver, as Bernett, Fletcher,
Giovannetti and Stallibrass claim and as it is o=@ in this thesis, the number of
economic studies analysing possible anti-competigffects of RPM and VTR is much
smaller than those analysing the possible econawmanations of pro-competitive
effects'® Therefore, in addition, this section introducesneofurther anti-competitive

explanations aside from analysing existing antijgeftitive theories.

6.4.1. Retailer Cartels

19 Bennett, Fletcher, Giovannetti, Stallibrass, “ &esPrice Maintenance”, pp. 17, 20; further seep@fra
“Introduction”.
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In general, it can be stated that RPM or VTR cavehtie same effects as a cattél.
Comanor explains that RPM, if initiated by retalewill have an anti-competitive
intention and also probably an anti-competitiveeefif as powerful retailers may fear
intrabrand competition, particularly if they aresdeefficient, and may thus pressure their
manufacturer to use RPM* Rey and Stiglitz highlight that exclusive terrigs limit the
number of retailers, which may enable them to eagagtacit collusion. This is less
possible and likely in a competitive retailer marké

A retailer cartel based on vertical arrangemenligety to be more stable than a horizontal
agreement because the cartel is managed by a notumefaand followed by its retailet&®
Retailers or a retailer with significant bargainipgwer based on a monopsony or
oligopsony can pressure their manufacturer to ir@osertical restriction, such as setting
prices above the competitive levé&t. Shaffer explains that retailers are interested in
softening competition to keep higher profits andstop more efficient retailers and other
price cutters, including more efficient competitdresm “stealing” the profit from thert?®

There are several factors, such as products, thieetrand competitors, which always need
to be considered when claiming that RPM or ternialarestraints have the same effect as
cartels. Moreover, vertical restraints are notdame as horizontal restraints. A horizontal
cartel restrains interbrand competition. A resitt where a manufacturer and its
distributors agree to fix a price primarily affedise manufacturer’'s products at the
intrabrand level. This can have a negative or esepositive effect on interbrand

competition. If the market is highly competitivetlvia number of competitors and the
product is homogenous, then price fixing can ineeethe output of other competitors.
Therefore, interbrand competition will not be retéd and such vertical restraints will not

have the same effect as interbrand cartels.

120 Kneepkens, “Resale Price Maintenance” 660-661;. FSkherer, D. Ross)ndustrial Market Structure
and Economic Performan@ Edition (Houghton Mifflin, 1990) p. 550; see Guiides, paragraphs 100(c),
223.

121\W.S. Comanor, “Antitrust Policy toward Resale Bridaintenance Followingeegirf (2010) 55Antitrust
Bulletin 60-63, 67-69, 75-77.

122 Rey, Stiglitz, “Exclusive Territories” 446.

123 Bennett, Fletcher, Giovannetti, Stallibrass, “Red@rice Maintenance”, pp. 21-22; Gellhorn, Kovacic
Calkins,Antitrust Law and Economic842; Pitofsky, “In Defense of Discounters” 1490.

124 Comanor, “Antitrust Policy” 60-63, 67-69, 75-77edperkorn, “Resale Price Maintenance” 201, 206;
Areeda, HovenkampAntitrust Law 20; Elzinga, Mills, “The Economics of RPM” 5; Wa@mson,Antitrust
Economics123-160.

125 Shaffer, “Slotting Allowances” 120-136.
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Bork, paying particular attention to interbrand guatition, recognises vertical restraints as
instruments that “would not eliminate the rivalry @sellers of other manufacturers’
products™?® However, there would be a significant restrictioh competition limiting
consumers’ choice of a cheaper substitute if coitipetis oligopolistic and other
competitors “follow the leader”, or if the brand fisonopolistic or significant in other

ways?’

Durand shows that restricting intrabrand competitibirough the use of territorial
restraints in the vehicle industry in the US hadate effects on interbrand competition.
Moreover, it had no positive impact on consumer @ean but, instead, allowed car
manufacturers to raise their prices above the ctitiyeelevels'?® As Rey and Stiglitz

highlight, exclusive territories can significantffect prices and profits, and it is not only
the retailers who can benefit from the lack of cefitppn but also the manufacturers,

primarily in the form of a franchise fé&
6.4.2. Manufacturer Cartels

RPM helps to maintain manufacturer cartels by enguthat not only wholesale prices

remain the same or in the same range, but alsib petaes by maintaining the price at the

retailers’ level and, simultaneously, by preventwhgating. Manufacturers might introduce
RPM as part of their cartel to assist them to nworéind enforce collusion and enhance
price transparenct° VTR can also be used to maintain manufactureelsass territorial

restrictions make transparency obvidtrs.

Such vertical arrangements restrict interbrand aipn, strengthen the manufacturer

cartels and prevent manufacturers from chedtth@imilarly, when imposing territorial

126 Bork, The Antitrust Paradox92; see also Elzinga, Mills, “The Economics of RFVb.

127 See Chapter 3 “Vertical Competition and Structure”

128pyrand, “On the Efficiency”; also see Chapter 3 tml Competition and Structure”.

129 Rey, Stiglitz, “Exclusive Territories” 446.

130 Guidelines, paragraph 224; Bennett, Fletcher, &ioetti, Stallibrass, “Resale Price Maintenance21p
Peeperkorn, “Resale Price Maintenance” 201, 20&elkkens, “Resale Price Maintenance” 661; Elzinga,
Mills, “The Economics of RPM” p. 6Scherer, Rosdndustrial Market,550; P.M. Ippolito, “Resale Price
Maintenance: Empirical Evidence from Litigation"98@1) 34The Journal of .Law & Ecan281; also see
Press Release, FTC, Record Companies Settle FT(@&haf Restraining Competition in CD Music Market
(May 10, 2000)http://www.ftc.gov/opa/2000/05/cdpres.shi@rimes, “Dynamic Analysis” 134-142.

131 Guidelines, paragraph 151; Areeda, Hovenkahmitrust Law 439-441.

132 Areeda, HovenkampAntitrust Law 19-20, 321; Shores, “Contract Conundrum” 3772-403; see
Guidelines, paragraph 100(b).
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restraints, it would also strengthen the manufactirand retailers’ power if a cartel

divides the market not just among manufacturersalso among retailers.

Bork refutes this theory, arguing that RPM is tigtainnecessary for manufacturer cartels,
considering the outlet reports and opportunitied Hre reasons for cheating inside the
cartels. Moreover, RPM attracts government attengiod, therefore, RPM would be used
as part of cartel collusion only very raréf§ Although, these arguments are valid, it can be
observed that even a horizontal cartel attractpisiom from a government; it occurs
frequently in reality, even though the competitaarthorities generally focus on horizontal
rather than vertical restrictions to protect intarld competition. Finally, the market
structure and amount of participants need to bsidered when claiming the presumption
that a participant is cheating. A cartel consistafgmanufacturers and retailers would,
logically, have more members; therefore, the assiomphat parties could have more
opportunities to cheat is correct. However, theetas also more transparent as using
vertical restraints in a horizontal cartel makesasier to determine whether somebody has

cheated.

6.4.3. Restrictive Effects

The above explanations of the reasons for keepPigl Rnd VTR illegal are based on an
assumption that cartels are illegal. This coul@réfore, lead to the conclusion that the
form itself is illegal. However, such a form, prirtain vertical restraints, does not have
to restrict effective competition by reducing efficcy. Therefore, this sub-chapter

discusses the possible restrictive effects of RRWM\ATR.

6.4.3.1. Price Increase, Output Decrease and BR@stri on Growth of Efficient

Distributors

Vertical restraints can have several restrictifea$. RPM, and sometimes VTR, increase

prices at the vertical level at led3t The scarce empirical studies from France, the b a

133 Bork, The Antitrust Paradox93-295; see also Elzinga, Mills, “The Economic&k&iV” 6.

3% Guidelines, paragraph 224; Peeperkorn, “ResaleePKaintenance” 201, 207; Pitofsky, R., “Are
Retailers Who Offer Discounts Really ‘Knaves'?: T®eming Change to thBr. Miles Rule” (Spring 2007)
Antitrust61 64; Burns, “Vertical Restraints, Efficiency” B9
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the US show that RPM and VTR increase pri¢e®©n the other hand, free price policy

can increase competition, decrease prices andasememand.

Ornstein and Hanssens show in their study basest@momic data and focusing on output
that RPM in the US market of alcoholic beveragelsmdit have any pro-competitive effects
but simply lessened competition as it decreaseguol® Saas and Saurman analysed
territorial restrictions in the US beer market. @ary to the previous study, they argue that
such restrictions had pro-competitive effects beeaalthough it increased retail prices,
output remained the sam¥.However, such a conclusion would indicate thateheas a
welfare loss rather than a gain. Even if VTR inesgh promotion, the output did not
increase, in fact it remained the same despitefabethat retail prices increased. This
could be explained by the popularity of beer constion. As the beer industry does not
offer special services to consumers and as promatithout other benefits cannot be seen
as completely welfare enhancing, there was a coesuvelfare loss. It is possible that
distribution improved and the output remained tlaenes but this did not necessarily
enhance total welfare, as retail prices increaséidating higher profits for both breweries

and their distributors.

Generally, anti-competitive conduct is that whiobreases prices and/or decreases output.
Brunell, Peeperkorn and Steiner argue that amoingr @nti-competitive explanations and
theories, RPM should be illegal because (and if)dteases prices and prevents efficient
distributors from growing. In other words, it re@scdynamism and innovation at the

distribution levef:*® More efficient distributors benefit from free costjtion and with

135 RPM: Press Release, FTC, Record Companies Séitle Gharges of Restraining Competition in CD
Music Market (May 10, 2000), http://www.ftc.gov/d@B00/05/cdpres.shtm; Ornstein, Hanssens, “RPM:
Output Increasing or Restricting?” 1-16; Hearings ®. 408 before the Subcommittee on Antitrust and
Monopoly of the Senate Committee on the Judici@d)! Cong., ' Sess., 173 (1975); Hearings on H.R.
2384 before the Subcommittee on Monopolies and Cential Law of the House Committee on the
Judiciary, 94 Cong., f' Sess., 122 (1975) — Statement of Keith . CleasatDeputy Assistant Attorney
General, Antitrust Division; also see Grimes, “Dgmia Analysis” 134-142; Release, FTC, Record
Companies Settle FTC Charges of Restraining Commpetin CD Music Market (May 10, 2000),
http://www.ftc.gov/opa/2000/05/cdpres.shtTR in US market with malt beverages: T.R. SaBsS.
Saurman, “Mandated Exclusive Territories and Ecanodgfficiency: An Empirical Analysis of the Malt-
Beverage Industry” (1993) 3Burnal of Law and Economic$53-177; Culbertson, Bradford, “The Price of
Beer” 275; Culbertson, “ Beer-Cash Laws” 209; Jardmffee, “Exclusive Territories” 137; US car metrk
Durand, “On the Efficiency”; US mattresses market FR reduced output and increased prices: Mueller,
Gaithman, “An Empirical Test” in Comanor, “Two Eamnics” 1281.

1% Ornstein, Hanssens, “RPM: Output Increasing otrivéing?” 1-16.

137 Saas, Saurman, “Mandated Exclusive Territoried. 17

138 peeperkorn, “Resale Price Maintenance” 201, 2a&nél, “Overruling Dr. Miles’ 475-529; Steiner,
“How Manufacturers Deal?” 407; also see Grimes,riByic Analysis” 101-149.
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them consumers, competition and the economy isebeitf because this promotes

competitive efficiency.

Steiner argues that in the Japanese market, asigetarriers to entry, RPM has prevented
more efficient distributors from performing at thdistribution level as highly and
efficiently as in the US*® He claims that when vertical restraints preventamefficient
distributors from being rewarded for their capatityoe efficient, several restrictive results
occur on the vertical stage. Firstly, distributioasts are higher because less efficient
distributors benefit from such conduct. Secondhg total costs in the vertical system
remain higher because of eliminating the option adfocating functions between
manufacturers and more efficient distributors. dlyr advertising has a tendency to be
lower as the cost of distribution is higher, whitAs a negative impact on output. And,

finally, innovation, product quality and consumépice are restrictetf?

Obviously, RPM prevents price decreases becaudebdisrs of a certain brand are

prevented from lowering their sale prices. This émad to a general price increase as
argued above. In VTR, a distributor of a certaianor who does not compete with other
distributors due to territorial restrictions is noiotivated to decrease the price if, for
example, the demand curve for this product hastémelency to be inelastic. When

imposing such restraints, distributors do not hewvée as motivated to compete, nor do
they have to be as effective and have as effi@edistribution system as they would need

without the existence of such restraints.

6.4.3.2. Influencing Retailers’ and Consumers’ €haoiForeclosure

As previously discussed, RPM restricts consumeésiae of potentially cheaper products
or services and territorial restraints can leatheosame restriction as RPM. In addition to
what has been said in the previous sub-chaptey,dde also restrict consumers’ choice of
products that are more innovative or improved bseamost notably, absolute territorial
restrictions foreclose the whole intrabrand comyetj however, the foreclosure of price

intrabrand competition in RPM can also restrictovation as effective distributors are not

139 Steiner, “How Manufacturers Deal?” 439.
10 bid., pp. 439-440.
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rewarded accordingly. Such results are contra-rabtig factors for retailers to be as

efficient and as innovative as possible.

RPM and/or VTR can influence retailers to promatelmose manufacturer’s products at
the expense of the manufacturer's competitors. Mage they reduce consumers’ choice
due to the excessive concentration on brands,dimgupromotion and high pricé& This
statement would not apply when fixing maximum psice when fixing prices at a lower
level. However, when the price is fixed high, thmimum price is set high or the product
market is divided into territories, retailers magceive a higher profit. A retailer can set
prices high without RPM or territorial restraintstlthey would risk a loss of profit if other
retailers (competitors) maintained lower pricesMR&ssures retailers that all will sell for
the same price or the same minimum price. Thergioie profitable to favour this product
at the expense of the manufacturer’'s competitorsven decide to sell only this product,
depending on the position of the other retailetse €xistence of territorial restraints can

influence retailers’ choice in the same way as RPM.

Bork claims that this discrimination is very rake assumes, without further explanation,
that such a situation can even be beneficial fasomers** It is difficult to prove beyond

a doubt whether the previously-described situatemesor are not real threats, particularly
because empirical studies are lacking and the afatdr in question have not been
completely legal. However, it is very difficult tionagine that consumers could benefit
from a form of discrimination that restricts comipeh, when retailers “refuse” to

distribute competitors’ products preferring a maatdirer with RPM or with a territorial

restraint. Moreover, such behaviour restricts cdrtipe because it decreases distributors’
choice of other competitors. On the other handoés not directly make distributors refuse
to distribute competitors’ products. This is ratleerside-effect because it can be still
profitable for retailers to sell other products.efdfore, knowledge of the market is

essential when making this assumption in a pagrocadse.

141 Steiner, “How Manufacturers Deal?” 407; Consumecus “Focus Response” pp. 11-12; also see Daniel
J. Schuler’ statementConsumer Protection Against Price Fixindgiearings on S. 429 before the
Subcommission on Antitrust, Monopolies and BusinRgghts of the Senate Commission on the Judiciary,
102d Cong., T Sess. 66 (1991); Retail Competition Enforcemerit Bearing before Senate Commission on
the Judiciary, 100 Cong., ' Sess. 281 (1987).

1“2 Guidelines, paragraph 224; Kneepkens, “ResaleeP¥aintenance” 661-662; Elzinga, Mills, “The
Economics of RPM” 7Areeda, HovenkampAntitrust Law 436-437; R.L. Steiner, “Exclusive Dealing +
Resale Price Maintenance: A Powerful Anticompetit@ombination” (2004) 33w.U.L.Rev447-476.

143 Also seeChapter 3 “Vertical Competition and Structure” alapter 4 “Development of the US Law of
Vertical Territorial and Price Restraints”.

144 Bork, The Antitrust Paradox295.

235



Barbora Jedtkova Chapter 6: dhes of Pro-Competitiveness v. Anti-Competitivenes

6.4.3.3. Manufacturers’ Margin and Profits

Steiner discusses situations in different markdisrwa manufacturer is forced by retailers
or the situation on the vertical stage to introdueetical restraint$** Peeperkorn argues

that in some RPM cases a manufacturer may introRirdd because
the manufacturer generally prefers [intrabrand] petition not to be so fierce that it also starts to
put pressure on its own margins, in other wordg tha downstream competition means that

important buyers demand lower purchase prites.

Although this argument is highly valid, it would thapply to all market situations in
practice. This is only possible if the manufactudees not have a strong bargaining power.
If it did, it could more or less dictate the coimafits of the market. A competitive intrabrand
situation is usually of benefit to the manufactuaad retailers generally have no power to
pressure it to lower selling prices as there ar@ther strong manufacturers to buy from.
Therefore, to apply Peeperkorn’s argument, powestroa on the side of retailers, as this

presumes that retailers can choose from variousifaeturers.
6.4.3.4. Manufacturers’ Business Profit Strategies

Manufacturers can be motivated to introduce RPMwan VTR as part of the process of
making the right and most efficient business deosi for themselves. A similar
“justification” was discussed previously in the easf Consten & Grundingwhere the
applicants claimed that the vertical territoriadtraint in question assisted the distributor to
plan its business. The Court of Justice rightlytestathat this was not a reasonable
justification because risks are a part of busin@sd the restriction of competition to
eliminate potential risks is not on its own legagtjfication**’ Since this case, parties have

not used this or similar explanations.

Excluding situations discussed in the pro-compatitiheories, introducing vertical
restraints by a manufacturer could be illogicafiet glance as this could contradict its
interests and cause potentially fewer sales amdettbre, less profit. However, this is not

always the case. Firstly, a manufacturer can intteda vertical restraint to persuade its

145 Steiner, “How Manufacturers Deal?” 407-448.
146 peeperkorn, “Resale Price Maintenance” 207; as@simes, “Dynamic Analysis” 148.
147 Consten & Grundigp. 348; also see the US caséNational Society of Professional Engineers
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distributors into another restraint, such as ani¥® Secondly, VTR and/or RPM can be a
useful business tool to assist a manufacturer irimiaing production and profit. If the
manufacturer knows or sets the retail price, and/ioknows the number of products it is
going to sell in a certain period, it can determitseprofit and plan and adjust its future
production accordingly. RPM and/or setting vertigatitories are useful tools in this sense
for assisting the manufacturer to set the mostatfe production and price to maximise its
profit.

However, the obvious question arises as to whetheform of motivation for using VTR

and RPM is anti-competitive and illed4f. The aforementioned pro-competitive theorists
claim that RPM (or VTR) are manufacturers’ tooldjieh they use to introduce and/or
maintain pro-competitive purposes. However, it rguad in this sub-chapter that a
manufacturer introduces RPM or a vertical terrégbrestraint for its own benefit, without

including any extra benefit for consumers. It idoes it merely to increase its profit
based on the ability to make better judgments afréusituations in the market if it uses

one of the restraints in question.

Williamson argues that vertical restraints promtbte strategic purposes of a manufacturer;
however, Williamson does not specify what thesatsgic purposes are. He explains that a
manufacturer considers different transaction cwsits business strategy. Williamson also
claims that a manufacturer’s strategic decisiores tmually more effective as they save
rather than increase transaction costs, unless lis@y to dependent oligopolies or
monopolies, or such “restraints”, most notably esnle dealing such as exclusive
territories, are used in monopolistic or oligoptdisnarkets->

In summary, Williamson argues that, aside from afi@rementioned situations, vertical

restraints could restrict competition only seemynghs such “restrictions” can save

transaction costs and subsequently lead to moextafé competition, which is pro-

competitive rather than anti-competitive. Hencegheaituation must be economically

analysed based on the transaction costs to deterwinether it is pro- or anti-
151

competitive.>~ Although Steiner agrees with the conclusion thathesituation must be
economically analysed he illustrates in severalmgtas why vertical restraints, in

148 Areeda, Hovenkampntitrust Law 19, 32, 319.
149 Easterbrook, “Vertical Arrangement$40-145.
120 Williamson, Antitrust Economics]23-160.

! 1bid.

237



Barbora Jedtkova Chapter 6: dhes of Pro-Competitiveness v. Anti-Competitivenes

particular RPM but also territorial restraints, deto less rather than more efficient
competition and higher transaction castsAlso, Gundlach, Cannon and Manning argue in
their marketing study that the existence of frekng and thus unrestricted competition
leads to lower costsS® Nevertheless, as Hovenkamp highlights, manufacturse vertical
restraints to control the vertical market becalsy telieve that they will save their own

transaction costs and increase prdfifs.

There are other, different points raised in thig-sbhapter that are not necessarily in
contradiction with Williamson’s arguments, and ameaddition to Steiner's reasoning.
Neither of these scholars openly considers the faatwrer’s business plan as a reason for

using vertical restraints.

Steiner highlights several reasons as to why matwriers introduce vertical restraints:

More often than not, leading brands benefit frortaiteprice cutting even when the off-price
retailing sector has a relatively low share of nearkVhy is it, then, that many leading brands have
adopted vertical restraints before and since thk afnfair trading? ... [T]he fear of having their
goods appear on the shelves of unprestigious stewes probably a decisive factor in the
manufacturer’s decision to restrict competitionSome leading brands seem to have been mistaken
in adopting vertical restraints in the first place,to have retained the restrictions well aftezyth
should have been abandoned. Still other brandshaag had a “mutually dependent” relationship

with larger market share retailers.

A manufacturer only considers its own transactiarstcsaving. As observed by
Williamson, such a decision is based on boundadnaity. Additionally, opportunism
could lead against competitive benefits. If a mantifrer makes an error, it is already
punished by the less profitable resdfsIf such a restriction is used for the purposes
described in this sub-chapter, then the manufacsuirgention is to save transaction costs
and find the most efficient way to obtain the higthprofit for itself. However, this does
not necessarily result in the most efficient inteadd, interbrand and vertical competition,
which can be described as the saving of transactsts for every player in the chain or
within the market and the most effective compatiteond results for consumers based on

fully functioning competition within the nature tifat market. Grimes argues and shows in

152 Steiner, “How Manufacturers Deal?” 407-448; alse $rimes, “Dynamic Analysis” 101; for further
discussion see Chapter 3 “Vertical Competition Strdicture”.

133 Gundlach, Cannon, Manning, “Marketing Researct0-421.

14 Hovenkamp, “Harvard, Chicago, and Transaction 'C&%9.

195 Steiner, “How Manufacturers Deal?"447-448.

136 Areeda, Hovenkampntitrust Law 105-106; WilliamsonAntitrust Economics].23-160.
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several cases that RPM decreases social welfares ardi-competitive because this cost-

saving concerns only the manufacturer and, forréeson, it is interested in RPW.

In such a situation, retailers/distributors aretrreted when making strategic business
decisions and must find their own, most efficiemategies, which means a restriction of
competition in price or territories. This does netessarily result in efficient intrabrand or
even interbrand competition. Moreover, the manuf@tdoes not necessarily choose the
most effective business strategy for itself asdéxision-making process is based on
bounded rationality, which is restricted to the ommfiation that the manufacturer
possesseS® Even if the purpose for using the vertical restisiin question is pro-
competitive, as discussed in the pro-competitivaoties, the transaction costs of such a
restriction are not necessarily lower in compariseith the legal, “pro-competitive”

alternatives discussed.

If such behaviour leads to transaction cost savatdsast at the intrabrand, but mainly at
the interbrand, level, it could increase the edinty of competition and if it does,
economically, it is right for such a conduct tolbegal. However, the question arises as to
whether procedural law in the form of private prextiegs has the capacity to accurately
determine this. And, thus, whether such an appreemhid be applicable in reality and
whether it could ensure legal certainty and the @litle law of vertical restraints, which is

the protection of effective competition.

There are other business decisions, such as logveroduction, which restrict competition
but are also legal. Easterbook includes verticatraets, including RPM and territorial
restrictions, with this group of manufacturers’ im@ss tools and argues that they only
form “a way by which one manufacturer competes withers™**® Generally, if the
manufacturer does not hold dominant power, unéhteonduct is not illegal under the
TFEU or the Sherman Act. Changing its own wholegailees and lowering production,
among other actions, can simply mean that a manutacis adjusting to different

conditions in the market but, mainly, it is makiitg own strategic business decisions

157 Grimes, “Dynamic Analysis” 101-149.

%8 |n the case oBchwinn the manufacturer's shares rapidly decreased aftevducing a restricted, so-
called “franchising” system (although, the prodoctincreased). One could assume that such a ndensys
did not lead to the most efficient competition dnbiness strategy.

159 Easterbrook, “Vertical Arrangements135; also see K.G. Elzinga , D.E. Mills “Leegin and
Procompetitive Resale Price Maintenance” (2010)Ab&itrust Bulletin 349-379; Ippolito, “RPM Myths”
156; D. Gilo, “Private Labels, Dual Distributionnch Vertical Restraints — An Analysis of the Comjpedi
Effects” in Private Labels, Brands, and Competition Pol{2p09, Oxford University Press), p. 141.
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which are within its scope and which do not intexfevith the rights of others. However,

the difference between legal, potentially restvietiunilateral conducts and RPM and VTR
come down to two factors. First is the primary g, which is restriction, as discussed
previously (and the effect is also presumably reste). Second, such vertical restraints
directly change matters which would be based on lsiness decisions of the

distributors/retailers if competition was not regtgd and if the theory of ownership was
incorporated into the law of vertical restrainty¥ei from an economic perspective, both
vertical territorial and price restraints do ndbal the best rewards for the most efficient

distributors. This contradicts the principle ofesffive and free competition.

6.5. Theory of Ownership

Although the theory of ownership is not an estdiglds and existing theory in either EU
competition law or US antitrust law, suppositionsofch an understanding in the law of
vertical restraints was obvious in US case lawhatlieginning of the application of the
Sherman Act® The freedom of distributors was also protectedttis EU case of
Novalliance/Systemforfi* Furthermore, the freedom of the individual wasoeecaspect
in English “competition” law in the Middle Ages thbugh not in the same way as
described in this sub-chaptéf},and this aspect is also reflected in the ordodilistic
protection of individual economic freedom. Finalggonomic freedom and fairness is at

the centre of attention of the current US antitpgaitcy.*®®

The theory of ownership, as recognised and disduss¢his thesis, is not a direct anti-
competitive or pro-competitive theory, but is basedthe participants’ rights and their
freedom to make business decisions. In antitrusipatition law, the theory of ownership
used to partially, and could, play an essentia mldetermining who is responsible for a

particular anti-competitive behaviour and whosétsgvere violated.

The US case dbr. Miles introduced ownership rights in RPM cases. The &uprCourt

explained that only the owner of a product hadrtgkt to determine its pricé* A few

180 sylvania,at 45-46:Schwinn,at 377-387:Simpson v. Union Oilat 16, 20:.Colgate,307; Dr Miles, 404-
406.

181 paragraphs 60-61.

162 seeMagna Carta Dyer (1414) YB 2 Hen V, Vol. 5Tailors of Ipswich 77 E.R. 1218; (1614) 11 Co. Rep.
53: “... no man could be prohibited from working imydawful trade ...”

183 hittp://www.justice.gov/atr/public/speeches/272586.§DOJ WebPages: Ch.A. Varney, “Vigorously
Enforcing the Antitrust Laws: Developments at tHgiflon,” Washington, DC, 24/6/2001, pp. 15, 1).

%4 Dr Miles, 404-406.
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years later, the same Court partially reverseduiiag stating that the manufacturer could
announce in advance its price policy, setting rgiaces, and was free to terminate a
contract with a dealer who did not follow the set@s®

The question is moot as to where the boundaries lai® manufacturer announces its
policy regarding retail prices and the retaileresgr with the policy, then the retailer has
exercised its right of ownership. However, in sackcenario, the manufacturer did not act
unilaterally when setting the prices but, rather,collusion with the retailer. If setting

prices is illegal, or should be illegal becauseegtricts competition in the market, then

they are both responsible for this action.

On the other hand, the retailer does not have tteeagith the manufacture’s price setting
and can determine its own retail prices. This sthdad its right. Additionally, it is the right

of the manufacturer to choose with whom it will daad to refuse to deal with anybody
else. However, the retailer would not be in a pasito exercise this right if it acted under
the threat (arguably duress) that its contract didna terminated or that a contract will not
be concluded in the first place. In this situatithre retailer would not be free to determine
its retail prices. Moreover, the termination of @tract with a dealer who did not agree
with a manufacturer’s policy should be illegal && treason for the termination of the
contract is anti-competitiv€® (This also appliesvia versa in situations when a

manufacturer has little or no bargaining power.¥ddiunately, the Sherman Act and the
TFEU do not cover this kind of issue. Thus, if RR&stricts competition without any

benefit, the European Commission tries to proveettistence of an agreeméft.

Areeda and Hovenkamp, and in some part Williamsogue that manufacturers are the
right persons to decide whether to use RPM or V$Rat of their business. They know
the market and their business and they are beleeg than the courts to recover any
mistakes they make if they enforce a vertical peactthat is inefficient for their

busines<®® However, if the manufacturer decides not to invests own distribution but

185 Colgate,307.

186 Acting under economic duress has not been appliedmpetition/antitrust law. Moreover, some natibn
legislations have even reversed their position tde@conomic duress, claiming that such an actidoliy
legal — for instance, the Czech Republic: Obcharkionik, zakon c. 513/1991 Sb. (Commercial Code),
§267(2); [Compare with Art. 3.9Threa) and Art. 3.10 UNIDROIT Principles 2010; UK doctei of
economic duress, for instanc&riverse Tankships of Monrov{a983)].

167 See B. Jedlickova McCabe, “Boundaries between atanl and Multilateral Conducts in Vertical
Restraints” (2008) 18CLR600.

188 Areeda, Hovenkampntitrust Law 30-31; WilliamsonAntitrust Economics]23-160.
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sells to distributors and retailers, it determirieat its business will not be vertically
integrated and passes certain risks to indepereddities — its distributors/retailers — who
should be free to do their own business. The mahufer should not make decisions on
behalf of the retailers or distributors. Moreovtrey know their local customers better

than the manufacturer to determine their own prigesother condition?

The European Commission observes:
The retailer is the closest of all the institutiansthe distribution chain to the consumer and is

increasingly using the knowledge derived from théasition to develop activities more suited to
consumer demand®

As well as in current US policy, in the EU, theddem of distributors/buyers, to determine
their selling territories and retail or other pscds not protected and such “freedoms” are
not recognised as distributor rights. Moreover trigtsons of such “freedoms” do not
necessarily restrict competitidfi- However, the question is open now as to whether th
law of vertical restraints should be changed antiglly based on the theory of ownership.
Nonetheless, the theory of ownership arguably direapplies in the determination
between agency and non-agency agreements in boemtitBist law and EU competition

law 172

6.5.1. Basic Freedoms
Free and effective competition should be based r@edbm and rights; companies

incorporate human beings and should, thereforeg Bame of the rights of human beings.

Similar to basic human rights, such rights showddralienable if legal persons are truly

189 A good example that shows that retailers knowrtfieal customers well is the large retailer stoires
Europe — see R. Herbert, “Private Labels — Whavé&xiThem Forward?” ifPrivate Labels, Brands, and
Competition Policy2009, Oxford University Press), p. 19.

70 Green Paper on Vertical Restraints in EC Competifolicy, Economic Analysis, COM (96) 721, point
31.

11 See T-168/01GlaxoSmithKline Services Unlimited v Commissionthaf EC [2006] ERC 11-02969
paragraphs 167-168, 170-171; C-309%98uters and Otherf2002] ECR 11557, paragraph 97, and Case T-
112/99M6 and Others v Commissi¢2001] ECR 112459, paragraph 76.

172 For instance, see EU: Case 311/85BL Vereniging van Vlaamse Reisbureaus v. ASBial8daienst
van de Plaatselijke en Gewestelijke Overheidsd@én(dto85] E.C.R. 1-3801; Case 15/7@gntrafarm BV
and Adnaan De Peijper v. Sterling Drug 1ft974] ECR 1183, [1974] 2 CMLR 480; T-325/@aimler
Chrysler AG v. Commissiof2007] 4 C.M.L.R. 15; T-66/9%inoan Lines SA v. Commissif#2003] ECR T-
66/99; US:Ryko,823 F.2dMorrison, 797 F.2d]ll. Corp. Travel,889 F.2dMesirow,703 F.2dHardwick v.
Nu-Way Oil Ca.589 F.2d 806, 808 {5Cir. 1979);0zark Heartland Electronics Inc. v. Radio Sha2k8
F.3d 759 (8 Cir. 2002);Hardwick 589 F.2dCall Carl, Inc. v. BP Oil Corp.554 F.2d 623,627-28 (4Cir.
1977);Miller v. W.H. Bristow Inc.739 F. Supp. 1044, 1052-54 (D.S.C. 1990).
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independent entities and not dependant, such asaddne inalienability prevents possible
abuse such as giving up ownership rights for theefie of the party possessing a
significantly stronger bargaining power.

The theory of ownership of competition law is basedhree basic freedoms:
1) whatto sell or offer;
2) for how much

3) towhom(which includesvhere wher).

Each seller should have some legal certainty tleataw will protect the basic freedoms of
their business decisions, based on the ownershgppobduct/service. Indeed, the issue is
more complicated as manufacturers and other pgaatits may wish to sell, as part of their
products or services, certain services and trademand build specific reputations.
However, this does not contradict the freedom$ugers will buy the products with these
other attributes. Certain boundaries and rulesbeaor are already determined which can
assist to classify what is and what is not paireé product as, for instance, a tied product
is not part of the main product. The cases on tging some idea of such boundaries and

rules.

Price is arguably one of the most important aspémtsprofit making. Therefore, this
would lead to the conclusion that the buyer shdaddree to determine its price once it
buys the product and should not be restricted byntlanufacturer who already exercised

its right when it sold the product to the buyer ahds, determined its wholesale price.

Similar to RPM, in relation to vertical territoriedetermining territories while drafting
distribution agreements, provided they are notddrapon one party, could simply be
recognised as a business deal. However, and ocotiteary, if a legislator allows parties
to restrict and divide their territories, this cdypotentially lead not only to intrabrand
restriction, but also to a “network effect”, whigha situation based on game theory when
several or all distributors are driven to have akmigjust for themselves and can lead not

only to intrabrand but also to interbrand restoies!

13 The situation based on giving up of ownership tsgccurred in the light bulb market in the UShe t
beginning of the 2D century as a result of the Consent Decree fronl f@éventing RPM — see R.P. Rogers,
“Staff Report on the Development and Structure hef US Electric Lamp Industry” (2/1980) Bureau of
Economics, FTC, at 95-100.

7 Such situations occurred in the US after e serule had been changed to the rule of reason for
territorial restraints. Se€oca-Cola Company, PepsiCo. Inc. v. Federal Traden@ission 642 F.2d 1387
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It was argued in Chapter 2 “Objective of the Law \&drtical Territorial and Price
Restraints” that effective competition should betected by the law of vertical territorial
and price restraints. The objective of protectirifipative competition is enhanced by

protecting fair and free competition.

For competition to be effective, fair and free, the must clearly set the rights, in other
words freedoms and responsibilities, of participaiihis means that although, and on the
contrary to the deontological approach, this layrisnarily based on the consequentialist
or teleological approachyhich focuses on the harmful effects, or in otherds the
outcomes and effects, arising from conduct, the s$aauld go even further as it should
precisely determining the participants’ rights arebponsibilities. This determination
would involve applied natural law based on a delogioal approach, as rights and ethics
are considered in such a suggested approach. dherély recognising and applying the
theory of ownership as discussed above, the lawedfcal territorial and price restraints
would ensure economic freedom and fairness. Inrotverds, this would ensure that
competitors are free to compete without being fdrae apply VTR or RPM.
Simultaneously, entities introducing and even fogadther, mainly vertical competitors, to
apply VTR or RPM would be liable for such behavidBuch a situation would assist with
fair allocation of profits based on efficiency ofah entity involved in vertical
arrangements between suppliers and buyers; and thugeneral, with maximising

efficiency.

6.6. Conclusion

Economic theories offer various explanations fa éxistence of RPM and VTR. These
explanations are either pro-competitive or anti-petitive. Although RPM and VTR are
different forms of vertical restrictions, the reasdor their use are almost the same.

The traditional anti-competitive theories are bagedorms rather than on anti-competitive
effects. Such a formalistic approach does not ftdgpect the objective of the relevant law
as set out in this thesis: the protection of effectompetition. It is time to move away

(1981);First Beverages, Inc. of Las Vegas and Will NonoiRoyal Crown Cola Co. and H & M Sales Co.
612 F. 2d 1164 (1980); also s€mmanor, “Antitrust Policy” 77;Saas, Saurman, “Mandated Exclusive
Territories” 153-177; Culbertson, Bradford, “Theiderof Beer” 275; Culbertson, “ Beer-Cash Laws” 209
Jordan, Jaffee, “Exclusive Territories” 137; seafkr 3 “Vertical Competition and Structure”.
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completely from this approach, and consider théediht nature of vertical restraints as
explained in Chapter 3 and concentrate on the rakment of effective competition:
effects and efficiency, particularly when the primmaffects of the discussed restraints are
usually in the form of a restriction of intrabrandnd potentially also interbrand,

competition and consumer choice.

Although there are several possible pro-competitixplanations for the usage of RPM or
VTR, the arguments are not strong enough to suppeger selegalisation of RPM and
VTR. Even horizontal price fixing or minimum prigetting and territorial restraints can
have possible positive effects on competition imsanarkets. However, this does not call
for a radical change in competition legislation gmalicy, which would legalise such
conducts. Horizontal cartels can have some forneffafiency and economic advantages,
for instance, the members of cartels stop competingng themselves and, thus, they save
money which they can use for innovation. Nonetrglesich a potential positive side to
cartels does not lead to the final conclusion these should be legal.

Arguably, the most pro-competitive usage of bothMRBnd VTR when considering

effective competition as the objective of this lancludes situations where new
competitors wish to enter a market. RPM or tenaforestraints can assist a new
competitor in attracting distributors, making thecessary investments and saving

advertising costs and, thus, improves their abibtpenetrate the market.

Nonetheless, the reasoning behind most pro-conyeetitheories is fragile and not
applicable to all markets in general. The majoatythe existing pro-competitive theories
are based on similar reasoning, where the esseaspact is free riding. However, it is
arguable whether free riding harms or promotes @titign. Generally, free competition,
which includes free pricing competition, should gretected rather than lessened. As the
US Supreme Court stated, antitrust law cannot aaejgfence that competition itself, for

instance price competition, is unreasondble.

Although the economy and economic theories aretaivia competition, the law itself
must be based on other, more legal aspects suble aghts, freedoms and responsibilities
of parties. It has been observed that commentagerserally forget that not only

manufacturers, but also distributors, should h&aeesame ownership rights and freedoms

175 SeeNational Society of Professional Engineers
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to make business decisions. The owner of a prashald have the right to set prices and
choose its customers, and it should be free to nsaké decisions without being placed
under duress. Each player must be free to makawits business decisions and take full

responsibility for these.

Moreover, law which is easily applicable and whiatotects legal certainty cannot be
overcomplicated or over-technical. This could occuthe law of vertical territorial and
price restraints if policy shifted focus merelytézhnically-complicated economic analysis
and collecting data in each case. Such an appmaald miss the legal aspect based on
rights and responsibilities, and would not suppegal certainty and transparency, which
are two of the main principles of the law in gehera

To summarise, pro-competitive or anticompetitikedries are justified if they serve the
purpose of protecting effective competition in thense that in reality, within the real
markets, vertical arrangements and their mutu&ractions, it is shown that competition
in general including its all forms has lead to eased efficiency. Without this, hindered
competition is not justified. With the assistandetle theory of ownership, effective

competition will also honour economic freedom aannfess. The competitors will be free
to make their own business decisions without béarged to apply restrictions such as
RPM and VTR and may take responsibility for thaisimess decisions. This will lead to
fair rewards to entities for increasing their affitcies which will motivate them to

compete and be as efficient as possible. Entitiés stronger bargaining power genuinely
introducing restrictions such as VTR and RPM wi#l tesponsible for such behaviour.
Such a balance does not only serve the purposeotdqbing effective competition, but it

also supports free and fair competition.
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Chapter 7: Conclusion

“If vertical competition gets no respect in antistuanalysis, surely the ultimate insult is to

deny that it exists at all”(Robert Steiner)

7.1. Summary

This thesis argues against some existing competgaicies and principles, such as the
objective of the law of vertical territorial andige restraints. Chapter 2 explains that the
principal objective of the law of vertical territaf and price restraints should be the
protection of effective competition and not any esthvalues where the effective
competition is based on maximising economic efficke Efficiency is maximised if
competition and competition law respects the natbfitbe relevant product and geographic
market including aspects establishing the natutbefnarket. Chapter 3 investigated these
aspects in the framework of the vertical chain aR\&nd RPM are based on vertical and
not (only) horizontal relationships and interactiorChapter 2 indicates and Chapter 3
further confirms the complexity of establishing tegact impact of RPM or VTR on
efficiency in particular situations which includersideration of all aspects of vertical
interactions: vertical markets and vertical contpmti However, this must be simplified

when enforcing relevant law.

Chapter 3 revealed the existence of vertical coitipetas it showed that entities at the
vertical level not only compliment each other, thgy also compete as they are able to
take profit from each other. Unfortunately, verticeampetition has not been officially
recognised and acknowledged by EU competition lad/@S antitrust law and the courts
and competition authorities applying them as iblwious in Chapter 4 and Chapter 5.
These Chapters also prove the lack of acknowledgenfebargaining power. Bargaining
power plays an essential role in RPM and VTR ang ghould have played in the law of
vertical territorial and price restraints as anatysén Chapter 3. The lack of this recognition
is reflected in the fact that relevant law andapgplication is focused on horizontal market

analysis rather than addressing the vertical coitygetinteractions and the fact that an

! R.L. Steiner, “Vertical Competition, Horizontal @petition and Market Power” (2008) 5&ntitrust
Bulletin 252.
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entity or entities with significant bargaining pawevhich is not necessarily entity or
entities with a strong horizontal market positiah,one level of vertical chain can abuse
such position and vertically restrict competitiorhe relationship between intrabrand
competition and interbrand competition is simptifiand the importance of intrabrand

competition especially in certain cases is notgeésed most notably in the US.

Chapters 3 and 6 explain and reveal possible mainsfor using RPM and VTR which
are not always obvious in the case law as discuss€thiapters 4 and 5. Chapter 6 further
surveys these intentions in its analysis of thetexg pro-competitive and anti-competitive
theories, and unveils loopholes in these theolliesriticises the formalistic approach
within the traditional anti-competitive theoriesdathe demagogical approach within the
majority of pro-competitive theories, which do nmobve impacts on efficiency, offering

new suggestions and points of view.

Chapter 6 further discusses the issue introducé&thapter 2: the importance of economic
freedom and fairness which assists the princip@gative of competition law as set in
Chapter 2. Generally, any area of law is best eefibrif it respects fairness. This is
determined by rights and responsibilities whicHdal from the theory of ownership and
should play an important role in the law of vertitarritorial and price restraints as
discussed in Chapter 6. In competition law, whestgmting effective competition, it is fair
allocation of profits which means more profit foora efficient entities. Such fairness is
only possible if competitors are free to competthauit restricting effective competition.
An example of such a restriction is a situation mieretailer with significant bargaining
power forces a supplier and other retailers tootiice RPM. If RPM or VTR is forced
upon others by a competitor with strong bargairpoger, it must be this competitor who
should be liable for such behaviour. This refleitts nature of vertical interactions as
discussed in Chapter 3; however, such approacbtisesognised by the current EU and
US antitrust/competition policies which are ratfe@rused on formalistic approach suitable

for horizontal cartels as discussed in Chaptessahd 6.

Chapter 4 and Chapter 5 critically surveyed theettgwment of the laws of vertical
territorial and price restraints and included aalgsis of the relevant and significant cases
in both the EU and the US within the broader histdrframework, showing some

inconsistencies, simplified explanations of anthpetitiveness and/or pro-

% See, e.gl.eegin 2 Leegin Sylvania
248



Barbora Jedtkova Chapter 7: Conclusion

competitiveness and uncertainties. For examplesetlvases reveal that the intentions of
parties to use RPM or VTR are not always cleathag have been initiated for the most
part by suppliers. Such intentions do not alwaysvithin the current, most notably US,
understanding of the reasons for the existenceedical territorial and price restraints
which is based on the presumption that suppligr®dace RPM or VTR for rather pro-
competitive reasons. However, the thesis shows #thbugh there is a potential for pro-
competitive intentions of suppliers introducing RRM VTR, the survey in the thesis
reveals that the suppliers can be motivated toodiice RPM or VTR to restrict
competition. For instance, Chapter 5 discussessaalere producers in their own interests
used RPM or VTR to restrict parallel-trade compatit This is typical for the
pharmaceutical market.

The other supplier’'s reasons for introducing RPM/OR which are anticompetitive and
have the potential to restrict effective competitave:

* Increasing Output: If RPM means that there are nietailers interested in
selling manufacturer's products, which increasesufacturer's output and
therefore profit.

e« The Loss of Retailers (an important retailer): Tinst quick consequence of
losing a main retailer leads to decrease of outtetthe manufacturer. At least
before it finds a new one if consumers do not gwitccompeting products.

* A Business Strategic Tool: Producers use vertieatraints to control the
vertical market and adjust its future businessegabecause they believe that
they will save their own transaction costs and ease profits. However, it
rather decreases social welfare because this awstgs concerns only the
manufacturer.

* Maintaining High Wholesale Prices: Producers us®RPVTR to more easily
maintain higher wholesale prices as they guarang¢gl margins through
RPM.

* Maintaining Distributors’ Loyalty.

* Maintaining its Reputation for a Premium, Expenddrand.

» Lobbing; Improving its Position and Increasing Bairgng Power: for example,
a smaller producer may fear even being consideyedl large retailer and/or it
needs to lobby for better shelf position. Therefameoducing RPM can give it
some benefit in the bargaining process.

» Persuading its Distributors into Another Restrasnich as a tie-in.
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As Chapter 6 discusses, the theories based onréseirpption that free riding is anti-

competitive are not necessarily pro-competitivelaxations of the application of RPM or
potentially VTR as free riding can rather enharfzantrestrict economic efficiency and
thus effective competition. The thesis reveals thate is only one clearly pro-competitive
and effective competition enhancing explanation &orsupplier as to why it would

introduce RPM or VTR: penetrating a new market.sTisi usually based on balanced
bargaining power rather than abuse of such poweaus® the supplier must offer some
certainty to its buyer to persuade it to take dertesks of selling a new product, or a

product new in the particular geographic market.

Chapters 4 and 5 among others discuss the curkésing the US approaches to VTR and
RPM. Chapter 4 shows that the US approach to VTR RRM has been significantly
changing. Although the current approach is the afilesason in both cases, the approach
differs from one another. While in VTR introducitige traditional rule of reason in the
case ofSylvanialead tode factolegalisation of VTR, which is not necessarily mhes
real impacts of VTR in different markets as furthléscussed in Chapters 3 and 6, RPM’s
rule of reason is not soundly based. The recemscas RPMMack TrucksandLeegin 2

do not reveal whether the traditional rule of remso its modification will apply to this
form of vertical restrictions. Moreover, it is nolear from the case law as to what is
included and what is not included in the group eitical price restrictiondEven the case
of Leeginwhich introduced the rule of reason to all formR#®M does not offer clearly
persuasive arguments for this change, simplifylegriature of RPM when it generalises,
for example, that the restriction of intrabrand petition increases interbrand competition
which is proved false in discussions in Chapter6 and 4 too. This leads to significant
legal uncertainty and lack of consideration of mataf vertical restraints including the

existence of vertical competition.

The EU approach to RPM and VTR differs and is nuanesistent than the US approach as
discussed in Chapter 5 protecting among othergrafisant aim of the EU: the common
market. Nevertheless, one of the issues identifie@hapter 5 is that the pro-competitive
justifications are not always truly considered bg Commission and that the Commission
aims to protect consumer welfare when it appliésvent competition law and not total

welfare and thus effective competition as it isimed in Chapter 2. Despite all, the current

3 SeeMack TrucksEuromodasBusiness Electronics
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approaches are based on legislative/Treaty pragsiowhich were drafted to tackle
horizontal rather than vertical restrictions, argl this thesis shows, they do not fully
consider the nature of such restrictions includireggexistence of vertical competition.

7.2. Main Findings for an Argument against Legaisa

Although this thesis included numerous findingsterms of the future EU and US policies

and suggestions of legal changes, the followindifigs are the most crucial:

Generally speaking, RPM and absolute territoriatrietions should not be legalised
because:

1. The potential for restricting effective competitiae significant. Even if in
particular cases, RPM and/or VTR have pro-competiteffects, general and
absolute legalisation of these restraints coulchtaadly lead to the restriction of
effective competition without enhancing any effriees. Based on, for instance,
game theory, they will be utilised:

a. To eliminate more efficient distributors. This ocgunost notably when the less
efficient distributors have bargaining power andgsure the seller to introduce
a vertical restraint. Without using such a restralme most efficient distributors
will benefit more from the functions of free comipien.

b. To restrict interbrand competition across the whiotkistry, as anybody would
be free to introduce such a restraint.

c. To restrict intrabrand competition in individualngle cases. Even restricting
intrabrand competition contradicts the objectivetlué protection of free and
effective competition and can have more restrictiwrsequences than those so
far assigned to RPM and VTR most notably by thetsdn the US.

2. RPM and/or VTR dishonour and restrain basic freeslamvertically competing
participants if such conduct is forced upon a pdmgause, in such situations,
ownership rights are not respected and participargsnot free to determine their

business within their ownership-rights framework.

The reason for not legalising as explained in pajnwhich is based on legal rights rather
than on economic effects, leads to the same fioatlasion as point 1., which involves
the economic debate, and that is that the legalisaf RPM and VTR would contradict

the genuine objective of the law of vertical restigby restricting effective competition.
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Nevertheless, the possible and real pro-competiéise of VTR and RPM in individual
cases must be protected. Most notably, VTR and R&gist companies and have
significant pro-competitive benefits in situatiombere they are attempting to penetrate a
market. However, such situations do not justify dbsolute legalisation of RPM and VTR

for the reasons previously discussed.

7.3. Current Approach and Suggested Approach

The law must be transparent and certain, and ft'@ment must be established within a
workable time and cost framework. As this thesis tevealed, these basic principles have
been suppressed in the law of vertical territcaial price restraints in both the EU and the
US. In the US system, and partially in the EU systeot just is the approach to RPM and
VTR uncertain, with only little guidance for lawyewho are left in doubt as to how to
advise their clients, it is also overcomplicatedemtechnical and expensive. It has been
advocated in both jurisdictions that the right emmoic analysis should apply to cases
tackling RPM and/or VTR; however, this advocacy Inas assisted legal certainty and
transparency, as such an approach can be sigrificamplicated. Furthermore, it is not
clear what the correct economic analysis is, aetbees not exist a mutual consensus or
clear understanding of the effects of the vertiestrictions in question within vertical
competition. Moreover, vertical competition is metognised in the existing EU and US
antitrust/competition policies, rather these pekcare based on an understanding of the
term “competition” which is suitable more for harizal restraints, a point criticised by
Steiner. Nevertheless, it must be noted that theapploach is more soundly-based and

more appropriate to this matter.

However, due to economic crises, the recent EU etitign and US antitrust policies have
highlighted the importance of legal certainty amansparency in competition/antitrust
law.®> Furthermore, considering the intensive discussiusst notably on RPM in the US, it
is the right time to begin the process of seriond appropriate changes to the law and

policy to honour the legal principles of transpaneand certainty. Generally, the current

4 Compare the existing approach as discussed in t&h&p“Development of the EU Law of Vertical
Territorial and Price Restraints” with the legislatsuggestions as discussed below.

® US: Ch. A. Varney, “Vigorously Enforcing the Amtist Laws: Developments at the Division,”
(Washington, DC, 24/6/2011), pp. 15, Hitp://www.justice.gov/atr/public/speeches/272586.(EU: A.
Italianer “EU  Priorities and Competition  Enforcertign Dublin, 25/3/2011, p. 10,
hhtp://ec.europa.eu/competition/speeches/text/shATR. en.pdf.
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approach to vertical territorial and price restrsimcludes two issues: firstly, the objective
of the law of vertical territorial and price restris and secondly, the nature of vertical
arrangements and the real effect of RPM and VTRftactive competition.

7.3.1. Objective

The current approach to vertical territorial reistt® in the USA and in the EU has not
always respected the protection of effective coitipatbased on efficiency enhancing
total welfare but it has rather focused on onehef aspects of competition such as the
protection of consumer welfare which does not remdy lead to maximising total
welfare. The principal objective of the law of veal territorial and price restraints is to
protect effective competition based on efficiensydéscussed in Chapter 2. However, for
competition/antitrust law to be easily enforced agspected by the society based on legal
certainty and for competition law to be efficieaty aspect of law: fairness; and an aspect
of competition: economic freedom must be protectewl honoured. This means

following:

- Effective Competition Based on Efficiency: Competit law protecting effective
competition and thus competitive process motivatedertakings to be as efficient
as possible. Only efficient undertakings remainthe market and less efficient
undertakings will receive less or will be even dnwvto exit the market if they do
not increase their efficiency.

» Fair: Fairness has two aspects while protectingcéffe competition: A fair reward
for undertakings which means that the more efficieompetitors having their
efficiency based on competitive and legal condsbisuld be rewarded more than
less efficient competitors. Secondly, only compesitwho make business decisions
in the form of VTR or RPM should be liable and sldobe punished for such
behaviour. This includes competitors with strongargaining power who are
forcing others to apply RPM or VTR and not the éatgarties.

* Free: Competitors are free to compete on fair bases thus increase their
efficiencies without being restricted by e.g. vaatirestrictions. Competition law
must play a role of a referee or a watchdog makungh restrictions, which hinder
effective competition, illegal and punishable.
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7.3.2. The Nature of Vertical Arrangements

As the development of the legal regimes outlinednd Chapter 4 and 5 have revealed, at
the beginning of the existence of the Sherman Adhe US and EU competition law,
vertical restrictions were not at the centre otmtibn when the main legislation was
drafted. Therefore, the existing primary legislatim both the EU and the US do not
respect the differences between vertical compatiiod horizontal competition and the
nature of vertical arrangements, including vertiestraints. Attempts to tackle RPM and
VTR within the existing legislative framework haygoved to be formalistic, mostly

incorrect and insufficient.

Most notably, focusing on the determination of #dstence of multilateral conducts
rather than purely on the effects of certain behand in competition in the form of
increasing or decreasing efficiency is not suffiti@s some conducts are defined as
multilateral, although it could be argued that tlaeg unilateral, and simultaneously, some
anticompetitive behaviour hindering effective cotipen remains legal as multilateral
conducts are not proved. The new approach shouldabed on the understanding that
vertical competition exists. Therefore, even vaitientities compete among themselves
trying to take profit from one another. The compme with better position on the vertical

chain are the competitors who have stronger bargapower in vertical arrangements.

Therefore, the new approach to vertical territoaatl price restraints must be based on
bargaining power rather than horizontal market poBargaining power is power which
occurs between participants on vertical chain wheegotiating their business
arrangements. When their arrangement is not wédinibad but rather inclines to be one
sided and thus offers more benefits to one paliig, dne party has stronger bargaining
power. In general bargaining power is the ability egotiate better conditions in
bilateral/multilateral arrangements including cacts and agreements.

7.3.3. Legislative Suggestions

Considering the above arguments, it must be coedutiat the most suitable way of
changing the approach to VTR and RPM is to ameadeHisting primary legislation: the
TFEU and the Sherman Act. This amendment mustctetiee nature of vertical restraints

based on the existence of vertical competition &edgce, its final wording should include
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two aspects. Firstly, the existence and the siggniite of bargaining powering in vertical
arrangements; and, secondly, the fact that effeatimmpetition must be restricted with
Member States in the EU or within states in thett&flect the ineffective results of such
vertical arrangements without punishing entitiesusing vertical arrangements that have

pro-competitive effects, such as penetrating a manket.

The existing provisions are not sufficient enouglbé applied to tackle vertical restraints
in particular RPM and VTR. Firstly, Article 101 ¢he TFEU and Section 1 of the
Sherman Act presume the existence of some formeddtimg of minds; however, as the
thesis shows, the majority of analysed cases aedban situations when one party with
stronger bargaining power forces the other pargotaply.

Secondly, Article 102 of the TFEU when it states &.dominant position within the
internal market...” and partly Section 2 of the ShanmAct require monopolistic or
dominant horizontal market power which is not eglewt to bargaining power, although it
influences bargaining power as further explaine@lapter 3. Thus these provisions focus
on the determination of dominating/monopolising atipular horizontal market which
does not show whether bargaining power was abusttk avertical level in certain cases
dealing with RPM and or VTR but rather whether andertaking/person or
undertakings/persons abused their horizontal madeer in the horizontal market.

Despite this, Section 2 of the Sherman Act has tantial to be interpreted to include
bargaining power as it states that “[e]very persball... mnopolize any part of the trade
or commerce...” if the words “the trade or commerceuld be interpreted as to include
vertical chain; in other words, arrangements betwaebuyer (buyers) and a supplier
(suppliers). This could include situations whenuydy with bargaining power forces a
supplier to terminate a contract with another buybo is more efficient to sell for less.
That they the buyer with bargaining power monogslighe trade in relation to the
product/service of the supplier at the buyer leMavertheless, the US courts have applied
this provision to horizontal market power in siioas when a person or persons have
monopolised (or have attempted to monopolise) aglevhorizontal market. It is difficult
to imagine that such practice of applying Sectioco@ld be changed without introducing

any legislative changes.
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The wording of the new provisions, in addition taséing articles/sections and completely

respecting the existing versions of the Shermanafdtthe TFEU, could be as follows:

The TFEU:
Any abuse by one or more undertakings of bargaipmger which have, as their
object or effect, the prevention, restriction ostdrtion of competition within the
internal market shall be prohibited as incompatieith the internal market insofar

as it may affect trade between Member States.

This provision tackling vertical restraints mustther include the application of Article
101(3).

The Sherman Act:
Every person who shall abuse or attempt to abussoabine or conspire with
another person to abuse bargaining power in anty giathe trade or commerce
among several States, or with foreign nations, #ng restrain trade shall be

deemed guilty of a felony, and, on conviction tleérehall be punished by fine...

In both legal systems and presumably in the corpetiaw systems of all developed
countries, the abuse of bargaining power in thenfof RPM or VTR, such as forcing
another party to use RPM/VTR, should be presumerkstrict competition for reasons
discussed previously, unless proven otherwise b#rty abusing the power. If that party
wishes to justify its conduct and prove the pro-petitive effects, it would have the
burden of proof. Logically, power would not be abasf, for instance, RPM or VTR is
used by an entity penetrating a new market asésdwmt possess significant bargaining
power. However, this situation would change the mwoirit had established its position
and become a powerful competitor. Such an apprzaakell-balanced, making liable that
party or parties who have the power to enforce Ritid/or VTR upon others, avoiding
unnecessary formalism and, importantly, respectivegnature of vertical arrangements,

including the effects of RPM and VTR as discussethis thesis.

Contrary to horizontal market power when applyimgjde 102 of the TFEU and Section 2
of the Sherman Act, bargaining power does not havdoe precisely measured and
therefore, this is a less technical approach. tioiscomplicated and technical to determine

who has stronger bargaining power in a particudationship between a supplier and a
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buyer or in a particular range of relationshipsluding several buyers and/or suppliers.
Simply, by analysing the arrangements between theman be determined whether a
particular vertical restraint such as RPM or VTRsierced upon the other party as it was
one way aim and it served the benefit of the foatty without offering any reciprocal

conduct.

Articles 101 and 102 of the TFEU and Sections 1 anof the Sherman Act remain;
therefore, other aspects of vertical arrangementddcbe tackled using the existing
provisions. Article 101 of the TFEU and Sectionfihee Sherman Act would still apply in
situations based on the existence of a mutual agreebetween parties on the vertical
chain when bargaining power is not abused. For gi@nthis includes cases when two
parties of an agreement agree to apply two formgedical restraints for the benefits of
each party as described by Steiner and discussé&hapter 3. European Commission
should improve its application of Article 101(3) dscussed in the Chapter 5. The US
courts should introduce a structured rule of reasdRPM and VTR which would balance
the burden of proof between parties and simplifg firocedure and serve the legal
certainty. Such a structured rule of reason coeftct the EU practice: at the first stage,
the petitioner should prove the existence of RPMW®R, and then the respondent could
introduce pro-competitive explanations and effectghat case, the petitioner would have
to prove that any anticompetitive effects overweiglich pro-competitive effects to win

the case.

This approach to vertical territorial and price trasts ensures that all subjects of
competition benefit from the legal system apprdphaand fairly. It is based on the
protection of free and effective competition regsjer “fair-play” in competition and

across industries. Only in fair-play can playersipete to their maximum abilities without

unfairly obtaining profit; this is competition @asimost efficient.

7.4. Final Remark

I would like to conclude this thesis in a persomanner as | have built a very personal

relationship with my PhD thesis over these past f@ars of intensive research. Hence, |

believe that readers will forgive me for my finpérsonal lines:
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| believe in justice, humanity and fairness, inahgd fair-play and fair and efficient
productivity in business. These are the princighet should be reflected in any area of
life, such as personal, working, inter-states ansiriess and, thus, in any area of the law.
Therefore, these principles play a central rol¢hia thesis which shows that not only the
law of vertical territorial and price restraintsutbalso the complete law of vertical
restraints should be changed, based on knowledde dretter understanding of vertical
competition with a soundly-based approach thatgutetfree and effective competition and

ensures fairness for everybody.
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APPENDIX

TABLE 1: STRUCTURE OF MARKETS

DEMAND SIDE | SUPPLY SIDE FORM
FORM
MANY FEW ONE
Perfect Competition Oligopoly Monopoly
MANY
Oligopsony Bilateral oligopoly | Monopoly =
FEW oligopsony
Monopsony Oligopoly -t Bilateral monopoly
ONE monopsony

! H. von StackelbergMarktform und Gleichgewicht (1934, Julius Springer, Berlin) in P. Dobson, M.
Waterson, A. Chu, “The Welfare Consequences of giserof Buyer Power” 16 (Sept. 1998) Office of Fair
Trading, Research Paper 8.
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TABLE 2: VERTICAL CHAIN (MARKET STRUCTURE and MARKET POWER)

Raw Materials
Producers

Monopoly

4

Oligopoly

Monopoly + possible
bargaining power o

Oligopoly + possible
bargaining power

=

Y/

Perfect Competition

. U:

M onopsony Oligopsony Monopoly/Monopsory | Oligopoly/Oligopsony |-
Raw Materials | (double (double Monopoly | Oligopoly + possible bargaining | + possible bargaining | Perfect
Disgtributors marginalisation if | marginalisation if power power Competition
bargaining power | bargaining power
is rather bal ancedw - |
@ Monopsony  4— Oligopsony Monopoly/Monopsony | Oligopoly/oligopsony I/_
Manufacturers (double or triple (doubleor triple | Monopoly | Oligopoly + possible bargaining | + possible bargaining | Perfect
marginalisation if | marginalisation) power power Competition
bargaining power | if bargaining
israther balanced) | power israther | v », - 1
ﬁ balanced /f/ % \Xf [L
Monopsony 4 Oligopsony ~ * / Monopoly/ 4 | Oligopoly/
Distributors (double or triple or (double or triple or Monopoly | Oligopoly | Monopsony + Oligopsony + Perfect
multiple marginalisation | multiple marginalisation possible possible Competition
if bargaining power is if bargaining power is bargaining power | bargaining power
M onopsony Oligopsony & Monopoly/Mdfiop | Oligopoly/Oligo [~
Retailers (double or triple or (double or triple or Monopoly | Oligopoly | sony + possible psony + possible | Perfect
multiple marginalisation | multiple marginalisation bargain power bargain power Competition

if bargain power israther
bal anced)

if bargain power israther
bal anced)







Table 2: Explanation

This table shows the basic relationships betweetractual parties at the vertical level. It
determines bargaining power only from the perspectif market structure and related
market power. It manifests that it is complicatew gprobably almost impossible to
correctly determine the impacts of certain condurcthe entire vertical chain and thus it is
difficult to precisely analyse relevant verticahgpetition. However, it is important to note
that market structure and market power are only agects of bargaining power. Other
aspects can influence bargaining power in such @ that the results could be in
contradiction with this table. It would be more qaicated to draw a table showing this as
it would include more options if other aspectsueficing bargaining power, such as brand
reputation and transparent information, were inetud

Vertical Relationship:I Neal Relationship/Interactionldeal Situation:‘ll'

b
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SUBSTANTIVE LEGISLATIONS: EXCERPTS

The European Union

Article 101 of the TFEU

(1) The following shall be prohibited as incompkibwith the internal market: all
agreements between undertakings, decisions byiassas of undertakings and concerted
practices which may affect trade between MembeaeSt@nd which have as their object or
effect the prevention, restriction or distortion @dmpetition within the internal market,
and in particular those which:

(a) directly or indirectly fix purchase or sellipgces or any other trading conditions;

(b) limit or control production, markets, technic&velopment, or investment;

(c) share markets or sources of supply;

(d) apply dissimilar conditions to equivalent tractsons with other trading parties, thereby
placing them at a competitive disadvantage;

(e) make the conclusion of contracts subject toepiance by the other parties of
supplementary obligations which, by their natureoccording to commercial usage, have
no connection with the subject of such contracts.

(2) Any agreements or decisions prohibited purstauhis Article shall be automatically
void.

(3) The provisions of paragraph 1 may, howevedidared inapplicable in the case of:
— any agreement or category of agreements betwadertakings,

— any decision or category of decisions by assweiatof undertakings,

— any concerted practice or category of concerteactiges, which contributes to
improving the production or distribution of goodsto promoting technical or economic
progress, while allowing consumers a fair shariefresulting benefit, and which does

not:

(a) impose on the undertakings concerned restntighich are not indispensable to the
attainment of these objectives;

(b) afford such undertakings the possibility ofnehating competition in respect of a
substantial part of the products in question.
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Article 102 of the TFEU

Any abuse by one or more undertakings of a domipasition within the internal market
or in a substantial part of it shall be prohibisslincompatible with the internal market in
so far as it may affect trade between Member States

Such abuse may, in particular, consist in:

(a) directly or indirectly imposing unfair purchaseselling prices or other unfair trading
conditions;

(b) limiting production, markets or technical dey@inent to the prejudice of consumers;

(c) applying dissimilar conditions to equivalenarisactions with other trading parties,
thereby placing them at a competitive disadvantage;

(d) making the conclusion of contracts subject ¢t@eptance by the other parties of
supplementary obligations which, by their natureaccording to commercial usage, have
no connection with the subject of such contracts.

The United States

Section 1 of the Sherman Antitrust Act

Trusts, etc., in restraint of trade illegal; pepalt

Every contract, combination in the form of trustodinerwise, or conspiracy, in restraint of
trade or commerce among the several States, orfati#ign nations, is declared to be
illegal. Every person who shall make any contractengage in any combination or

conspiracy hereby declared to be illegal shall bented guilty of a felony, and, on

conviction thereof, shall be punished by fine natezding $10,000,000 if a corporation,
or, if any other person, $350,000, or by imprisontm®t exceeding three years, or by both
said punishments, in the discretion of the court.

Section 2 of the Sherman Antitrust Act

Monopolizing trade a felony; penalty

Every person who shall monopolize, or attempt tnopwlize, or combine or conspire

with any other person or persons, to monopolizegary of the trade or commerce among
the several States, or with foreign nations, shelldeemed guilty of a felony, and, on
conviction thereof, shall be punished by fine natezding $10,000,000 if a corporation,
or, if any other person, $350,000, or by imprisontmet exceeding three years, or by both
said punishments, in the discretion of the court.
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