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Chapter 16

RECENT DEVELOPMENTS IN THE
ECONOMICS OF
EXCLUSIONARY CONTRACTS
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Anderson Graduate School of Management
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L0 INTRODMMCTION

Esclusionary praclices have long been a concern of antitrust law, There
are sound and innocuous business reasons for many kinds of esclusionary
practices, but there has also been considerable worry (hat they might have
more sinister reasons. An carly example is the 1922 Ulnited Shoe Maochinery
case, in which the United States Supreme Court objected Lo certain cliuses in
Ibhe coniracts used for Il:nslng shoc-making machinery, The leases, explained
lhe Court, had “the praclical effect” of “specilic agreements nol 1o use the
machinery of a competitor,” The specific exclusionary clauses banned were:

{1} the restricled wte clsuse, which prosides dhsl the l2aged machmmery ghall nol...
he used upon shies . ugan which cemaln oilber oporatons have nol been performed
om olher mdchmes of the defendanis; (2} 1he coclushe use dauase, which prerides
that if the lessee fails 10 use caclusively machinery of cemain kinds made Ly b
leszar, ihe lessor shall have the right 1a cancel ike night in use all cark miachincry
&0 lensed; () ihe supplics clause, shich provides thal dbe kesce shall parchase
Swpplies eaglusively [rom ke lesson (4) the patem) msole clawse, which prissdes thai

The paper was woicen when Lhe auwihar was vekiting & the Cemler Tor thc Kludy af the
Fcunomy and the Siale, Universitg of Chicagn. He would like e thank Siaaley Dinsisin and
limmariuel Meienkis [or Lheip conpments.
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the lessee shall only wic machingry lemicd on shoes whach bave had ceniain ciher
opreraliong peafnamed wns themn by (be defendania’ machies; (5] the addivieaal
makchinery cliuse, which peovides inst ihe lessen shall 1ok all mldilmas) medsinery
tor ceriain kinds of wurk from the lesor or loge hig righs o redain the machines e
has alreasdy Ieascid; (/] the factor ouiput dlasse, which reguires the paymend of &
nnally o Shoes nperaied apon by machincs made by compelitem, (7] the
discriminatery eogalty clause providing bosver royally Tor lessces whis agree nol 16
WS :::;Iﬁn gnkchinery o shoes lagted on machines olhcr than Thass leased Tom ehe
bemaor,

There have been a number of other cases in which exclusionary
agreements were held 1o be bad conduct. In Klor's Inc. v. BrogdwayHele
Stores, Inc..' Klor's, a depariment store, complained (hat Broadway-Hale,
another depariment slore, had demanded that manufacturers and distnbulors
of major appliance brands not deal with Klor's,. They complicd, although Lhe
appliances were still sold Lo other nearby retailers. The ULS. Supreme Courl

ruled Broadway-Hale's action to be a group boyoott, In Loraie Sfoumal Co.

v S a monopalisiic newspaper laced competition for advenlising [rom a
pew radio station,  The pewspaper responded by refusing to pont
advertisements from anvone who advertised with the ratio station.  The
Supreme Court found that this was an atlempl o moncpolize, and illiegal
under Section 2 of the Sherman Act. In Packard Moder Car Co. v, Webster
Motor Car Co."' on the odher hand, caclusion was allowed. Cuoe of several
Packard dealers in 8 town Lold Packard that he would quit unless Packard
made him the exclusive dealer, shulling out another dealer named Websier.
The appeals eourt reversed the district court's finding of a conspiracy in
restraint of trade in vinlation of Section 2 of the Sherman Act®

If it is decided that exclusion should be prohibited, there arc important
practical problems in determining which contracts are ellectively exclusionary,
o1 in detecting unwrilten cxclusionary agrecmcnts. The lirst step, however, is
to decide whether harm is caused even by paked exclusion: a trader's
straightforward requiremcnt that anyone who irades with him must trade with
him alone, when there arc no apparenl efficiency reasons [or such a
requirement, s anything wrong with naked exclusion?

The naive view is thal exclusion agreements are bad because Lhey
increase munopoly profits by shutling out competition. This ignodcs the fact

2. United Shoe Mirclnery Corp v L5, B8 LS 4560 ([ 1922)
3030 LS A7, 212-13 (193

4 M1 U5 43 (1)

£ 34 F2d. 418, 420, 421 (D0 D B95T).

& UHber cises wnciude Saancard 0F Coeaf Caidaran §Sardand St ] v Drared Seaier, 817
L 293 {1940) and Federed Trvde Coesnzerion v Mosom Mones Aomog Femuce Co, ¥

LIS 392 {1959).
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that EvEn undber monopoly ao consumer will }ig_n away a vEluable right unless
he recenes some kind of compensation, something noted by Director and Levi
a5 long ago as 1956, Suppose, for example, thal 8 cuslomer is willing 1o pay
up o 310 for a product, bul oo more. A monopolisi could then charge a price
of $10, but if the consumer must sign the exclusion conlrad on top of the
$10, he will balk and refuse to buy. The monopolist cannot have both the
$10 and the exclusion contract; Lo oblain the exclusion contract, he must lowes
the price (o, say, 38, The question is then whether exclusion is worth §2 1o the
monapolist.

Dhrector and Levy raised this question, bat they did not answer i, The
first step of the formal modelling will be to show that the monopolist will nog
findd 3t worthwhile 1o sacrifice prodit in return for exclusion unless the siluation
ivolves special complications, These complications can be of three kinds:
*elficiency reasoms,” “price discrimination reasons, and “siralegic reasons.”

Elficicncy reasons for exclusion are unobjectionable from the viewpoin
of public policy, since they increase economic elliciency rathes than decrease
il, They include any reason which raises the quality o lowers the cost of the
product. A high-quality automaker, for example, might nol want a dealer 1o
sell both its 0w ciars and another automaker's shoddy cacs from the same lot,
fw Tear of degrading ais wmage of high quality. Efficicncy reasons are
nuwincious and varicd; for a survey see Ornstein {1989).

Price-discrimination reasons [or exclusion depend om pre-exisling
monopoly power, which can use exclusion o fully exploit the gains from
irade,”  Price discrimination s a different Navor of argument than either
elliciency or stralegy, because price discrimination can either help or hort
elliciency and consumers, depending on the circumslances. This makes ils
policy implications unclear.

Strategic reasons for exclusion explon lack of cooperation among the
parlics offered the exclusion contracts. Such problems arise in special, bul no
necessarily uncommon circumslances that will be described below. Our
understanding of strategic behavior has been considerably extended by recent
ailvances in game theory, and it will be the focus of this article.

I will begin by answering the Dircoior-Levl question using an argument
from basic price theory 1o show why cxclusion will erdinarly fail 10 he
profitable. 1 will then Tay oul three recent models of strategic exclusion:
Kratteomaker & Salop (1936), Rasmuscn, Ramsever & Wiley (1949, and
Aghion & Bolton {1987). Sinec these models use game theory, rather than
mure Iraditional price theory, the lopic of exclusion provides a nice example
of 1w styles of economic analysis.

1 5ce Rasmasen, Ramseyer & Wiley (1530, which explains the “Full Faplacaim A rgumes
frelated 1o angaments Top Te-any im Tonsicin I:]';'U.-'_I Ior bewr 2nnclusjom mighl alfow 3 prodecied
hsd-przecal miipaahal fe fully nl'||||'q| he I_':l:iﬁl:ir.'; MEHEIly ey
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2,  THE TRIANGLE-LOSS ARGUMENT: EXCLUSION FAILS

The first model addresses the Director-Lev gquestion: 15 the excluder
willing to pay for exclusion?

Naked cxelusion might conceivably be used to acquire either monupuly

or monopsony power, and any model of exclusion can be adapted Lo either
case:
{1) Monopoly exclusion. A seller induces buyers Lo sign conlracls agrecing
nol lo deal with any other seller.  Example: If United Shoe requires
shoemaking firms nod 1o buy shoemaking machinery from any other company.
{2) Monopanay exclusion. A buyer induces sellers Lo sign conracls agrccing
nol o deal with any other buyer. Example: IT Alooa requires clectric utilitics
not Lo sell 1o any other aluminum company.

To be consistent, | will use monopsony exclusion as the paradigm through
all the models.

Consider an industry wilh 1wo stages of production, First, suppliers of
a raw material sell to intermediate firm at price R, The inlermediate firms
process the good at cost C per unil, and then resell o final consumers al price
P. You might imagine that 100 farmers produce [omaloes in & given region
and 10 grocery chains package and sell the tomatoes. Let us assume that all
the input suppliers have identical upward-sloping supply curves of the kind
shown in Figure 1. 3 _

We starl by assuming that demand in the final market 1s perfectly elastic.
The reason might be that packaged tomatoes can be brought in from ol side
al a cerlain price, which puts a ceiling oo whal a monopolist could charge.
This assumplion allows us to start by isolating the case of .',upplitr-!na:k:t
monopsony; the next section will add linal-market monopaly o the piciure,

In competition with each other, the intermediate lrms scll at a price of
F_in the final market. Hence, they bid up the input price 1o 8 - Fo-C M
this price a supplicr's producer surplus cquals arca A, + A5 + A; in Figure
|

Let us suppose that one of the intermediate buyers, whom we will call
the excluder, offers a bonux of X 1o soy supplier who will sign a naked
exclusion contract in which the supplicr agrees to sell only (0 the excluder.
If the supplier signs, the excluder becomes a monopsonist with respect Lo that
supplicr, and offer him the low monopsony price of B, < F, - C. The
supplier's producer surplus then falls 1o A, : i

Tahle 1 illustrates the payolfs (not the prices) received by supplice i given
the actions of all the other suppliers, Such a ahle is useful [or testing whether
an equilibrium exists in which all suppliers chouse the same action.  |f the
ather supplices reluse, will supplice i refuse too? I they sign, will he sign?
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Table 1; Bazic Model: Mo Exclusion

All Ciher Supplcrs

Reluse Sien
Refuse A, 4 A, + A I, #A4,+ A
S Pzt A Ay A
Supplier i
Sign A v X A+ X
Paypoylls i Supplier |

Everything depends on the value of the signing bonus X, I the excluder
offers & big copugh X, exclusion succeeds, Krallenmaker & Salop (1986b)
suggest this as their *Real Foreclosurc” argument for exclusion, Bul one musl

answer the obvious question; how big does X have o be? I X eguolks $1
hillion, the suppliers will sign and exclusion will succeed, bul the excluder will
sulfer heavy bosses.  Failure 1o ask this question is what Director and Levi
(1956) complained of: it is nol enough to say that exclusion is possible; the
question is whether it is profithle.

In the present case X must equal al least A, + A lor the supplier 1o be
willing Lo sign, since his revenue [alls by 4, + A in going lrom com petilion
to maonopsony. But the moaopoly profit is only A5, so the excduder is only
willing to offer X wp o A, Exclusion, while possible, is nod profitable.
Hence, unless one helieves that firms purposely earry out unprofitable policies,
fears of exclusion im Lhis simplest case are groundless.

30 THE CARTEL RINGMASTER ARGUMENT

Although exclusion Fails in the simplest monopsony model, changing the
assumplions might chaoge the conclusion. The previous model assumed (hat
final demand wag perfocily clastic.  Instead, I us assume (b the final
demand curve is downward sloping, 5o success{ul exclusion resulls not just in
monopsony in ihe nput market, but also i monopely in (he Tinal market.
Thus, this model wiall mix werfical monopolization  with  horizoatal
monopolization. To keep down (he level of complexity, et us also assuine [ht
the supplicrs are infinitcsimal, and that they form a comtinuum of length 2,
all with the same production cost A, as shown in Figure 2. (Mole that Figure
2 shows the entire market, unlike Figure 1, which showed just a single
supplier.)

The cucluder now obtains twio benelits from exclusion; monopsony power
in the input market (35 in the previous example) gad monopoly power inthe
linal market. The previous seclion showed that monngsoay power in the inpu
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market was nol vilueable cnough to owtweigh the cost of inducing supplicrs to
sign coniracts.  Bul what il the additional benelit of monapoliziog the final
markel is added? Krattenmaker & Salop (1%86a) suggest in their "Cartel
Ringmaster” argumeit thal cxclusion will be profitable because the excluder
gets the monopaoly henefit from baying the rights Lo a supplier’s raw malerials,
whereas the olher intermediaries would onky get the competitive benefit, Hut
apain wg mnst ask how big X must be and whether the excluder wouold he
willing 10 pay that much. ; :

Table 2 shows the payofls to supplier i per unil of raw material supplicd.
IT all the suppliers refuse, so there is & Tully competitive markel, then the final-
market price is P, and the intermediarics bid the inpul price up o & = P, -
. ‘The supplier’s cost of production is M, so his profil is £ - C - M per unid.
If supplicr ¢ refluses, but all the other suppliers sign, then the excluder will
raise the fnal-market price 1o the monopoly level P A rival intermeadiary
would then be willing Lo also charge P, and (o pay supplier i R = £, - C per
unit, Effectively, supplicr i and the rival can undercul the ringmaster’s cartel.
Finally, is supplier i signs the exclusivn contract, he receives Ihl:_l:l-unus A, b
the cxcluder will pay him only R = M for the raw malerial, so his total payolf
is just X »

How big an exclusion boaus is the excloder willing Lo offes?  For
cxclusion 1o succeed, supplier i must prefer the Sign-Sign payodt of X o thz
Refuse-Sign payoll of P - C - M, so it musi be frue that X =F, - C- M.
But the unit profit of the excluder from the combination of monsopoly and
monopsony is oaly P, - C - M, since he obiains P, from the consumer, pays
 for processing, and pays M to the supplier. Moreover, the excluder must
pay X to gain control of each of the ), units, bul be receives the monopoly
profit only on the monopoly cutput of O, which must be smaller than Q10
raise the monopoly price ahove the competitive price. Paying X' =F_- L - M
is therefore unprofitable, and cxclusion is unprofilalde in this L.

Table 2 Carlcl Ringmaster
All Oiher -Suwliﬂu-
Refuse Sign
Refuse P -C-M Foo-C-M
Supplicr i Sign X

FPeryerffs per weat sugrplied 1o Supplier .
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The situation is very much like the standard cariecl problem. 1F all the
supplicrs sign, then the excluder, acling as caricl ringmaster, can restricl
owipul and increase industry profits. Some or all of those industry prodits
coubd go Lo the suppliers, so the supplicrs might be betier off if they all signed.
Bul acting individually, each supplicr prefers to stay out of the cartel and scll
to the rival, who then undercuts the cartel ringemaster, The game is a form of
the prisoner’s dilemma: the suppliers would be willing 10 eatee inta 2 jint
agrecment 1o sign exclusion contracts, but individually each one prefers 1o
refuse to sign,”

The cartel ringmaster method of carlclization would succeed if sume wiy
could be found around the hold-oul problem. The cartel fingmasster method
does not provide an answer (o the problem of how to get suppliers o join the
cartel, but il courts eaforce the exclusion agreemenis, it ducs provide a
mechanism by which 1o prevent cheating.  Cartels usually face three big
proflems: getling everyone Lo join, deterring entry, and punishing those wha
join and then violate the cartel rules, The cartel ringmaster seheme does ot
help solve the first two problems, but it docs solve the third, because no
supplicr who signs the agreement can lood the owtside marker,  As
Krattenmaker and Salop note, a seeming vertical restraint (the exclusion
agreement) might actually be a horizonial resirant.

Returning to the details of the carel ringmasier model, the discussion
above estublished that exclusion docs nol vecur in equilibrium, il not what
actually docs ocur. The equilibrium outeome is thal exclusion contracts will
be relused, but the sirategics that lead 10 the ootcome are complicated. For
completencss, 1 will present the technical argument, which many readers may
prefer to skip. Although the excluder will choose not 1o try o exclude in
cquilibrium, the stralegies must specify what happens il he does try to exelude,
which is where the complexity lies. The Mash equilibrium turns out o be the
following sirategy combination, which involves mised strategies off the
equibibrium path.

Excluder: Offer X <F_ - M - C.
Each Supplier: Do not sign if X <P_. A -
Sign with probability 8(X) it X = P_- M - (.

The mixing probability #(X7) s chosen so that P{Qﬁ“”} SC-M =X,
where (g, is the amowit sold in the final market, which' depends on &, The
amaotnl ﬁ'u"mr 15 the sum of the rivals” sales {which coual the total free supply,
- ﬂ'}lﬁ',jr and the excluder’s sales (some amount less than 82 which js
chosen by him as Stackelberg Follower 1o maximize his peolis),

£ Far ancuher statement al this agusent, see Spalbzr {1559 EELE]
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To test whether this strategy is a Nash equilibrium, we must see whelher
any player has incentive Lo deviate. First, consider the supplices. I a supplier
sigrs, he receives B = M. 0 the free-markel input price is R = P - C, as il
would be under open competition, the supplicr should sign il and only if X" =
P, - C-M. Bul it will not be true that B = P, - C il some supplicrs sagn,
because their signing allows the final-market price (o fse above P, which abao
raises the free-market input price. The equilibrium stealegy asserts Lhat some
supplicrs sign and some refuse.  For no supplier lo wish Lo deviate, the
supplicrs must be indilferent between signing and relusing. The equilibrium
tinal vulpul price is F[ﬂ'ﬁm,j_. If the .*._upp]il:r 5i.g,!u.. his payodT is X7 il he does
not sign, he can sell Lo some intermediary af a price of B < P{Q ) - C sinot
the intermediary can resell for PO in the final market, For the supplicr
tex be indiffercnt belween signing arT:'IInm signing, it must therelore be troc
that the refuser’s payoll of P{Q,_ ) - C - M cquals the sigace's payoll of X
The percentage that sign, @, is ;ﬂ:ﬁmd o make this true. Hence, nu supplice
can profil by deviating.

Second, consider the excluder. Can he profil by offcring some X = P, -

- M7 Proportion #x) of the supplicrs will sign, al a total cost of 80X o
the eacluder, Given the definition of #, this amount equals 80P Qg, o) - [
M). But the excluder's nel revenue from the linal market wall be no greater
than 80 (P(Q g, ) - € - M), because he must pay M 1o the suppliers and C for
the processing. And in fact the excluder’s net revenues from the final market
are less than ﬂﬂc{}‘{ﬂﬁrd -0« M), because if ¢ = (I it must be that the
excluder does not sell the full amount he mnlrﬂl&ﬂmllt good. Hence, the nel
revenues from the final market casnot recoup the cost of the exclusion
coolracts.

This has been a complicated argument, so il 15 worth restating the point
maore simply. IF inpul suppliers could eollude, they could increase their profits
by restricting industry outpul, Collusion is hard to enlorce, but onc way (o
make il easier (o enforce is by somehow getting all suppliers o agree (o scll
o a single imermediary, The intermediary then restricts output Lo the
ullimate consumers.  The point s not especially o exclude  rival
intermediaries, bat to caniclize the supplicrs, 1T this works, the suppliers gan,
unlike in true exclusion models, But the scheme sullers from @ problem
similar to that of any cancl how is everyone brought into the scheme?

40 THE COORDINATION ARGUMENT

We come nexd (o models in which exclusion is profitable and huris the
suppliers. 1o Rasmusen, Hamseyer & Wiley (1989), exclusion s a possibie
outcome, though not the only one.  The model rctums o the simple
monopsony model of Figure 1, but with o crucial difference, Instcad of the
processing eost £ being independent of the tolal amount processed, ot us
assume thal there is a minimum efficient scale for poocessing. Muore
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specilically, let us assume that an intermediarys average processing eost C(Q)
s suchthal C" < 0for Q@ < @ and Cf@) = Clow @ =0, Joerage cost Falls
wnlil oulpul reaches the minimum efficien) scabe of 0 wnd j5 constani
thercafier, as illusirated in Figure 3. Lel us alao assume thal (2 s grealer
than the output any single supplicr could supply 10 an intermediary.

The supplicr payoffs associated with different stralegy combinations are
shown in Tahle 3. If all the suppliers refuse, then supplier i's payodf is simply
the eompetitive producer surplus, Ap o Ay o Ay I supplier § signs, whether
or not the other suppliers sign, 's payoll & the A he gets [rom his monopsony
sale plug the signing bonus of X.

The strategy combination crucial to the argument is for supplier /Lo
refuse, but the other suppliers (o sign, In that case, onlike in the original
midel, the nval intermediary will choose not to eater. 1 he did enter, buying
just from supplier i, his output would be much less than @ and his average
processing cost C((2) would be ton high to compete with the cacluder in the
final market. But if the rival stays oul, the reflusing supplicr i not only misses
the signing bonus X, he also faces a monopsony buyer, so his payoll is just 4,

Fur low values of X, including X = @ this game has twa MNash couilibriom
oulcomes: (a) all suppliers sign, and (b) no supplices sign. Looking al Table
2, note that if all the other supplicrs sign, so will i but il all the olher
suppliers refuse, so will i, This is 8 coordination game, similar 1o "Pure
Coordination™ in Chapler 1 of my 1989 book. Which of the two dilferent
cquilibria is acteally played out depends on & nwmber of considerations
detailed in Rasmusen, Ramseyer & Wiley (1989) and Rasmusen (1989h).
Profitable cxclusion s open as one possibility, especially sinee the excluder
may be able o influence the expectations and belicf: of the disurganized
suppliers.

The Coordinalion Argument shows a way around the Direetor-Lewy
(1956) puint thal exclusion is costly. In equilibrivm, X' = @, but supplicrs sign
the contract anyway. The reason is that no supplice’s sigrature hurts him
individually; rather, it is the supplicrs’ signing in apgregate that causes harm.

Table 3: Coordination

All Ciher Supplicrs

Reluse Sign
Refuse Ap oA, v Ay A,
Supplicr §
Sign AI,. 1 X .alr e X

FPaya{l® to Supplier 1.
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50 LIQUIDATED DAMAGES AND COMDITIONMAL CONTRACTS:
EXCLUSHON SUCCEEDS

Aghion & Bolton (1987) contains twe models of exclusion, onc hased on
liquidated damages and other on conditional exclusion contracls. 1 will
simplify these models drastically from their original form and use a numcrical
example. Al | will recast the models as monopsony rather than monopoly,
Lo be oonsistent with our analysis so far. The reader should be warned thal
it is nod clear whether Aghion and Bolton wold approve of my simplilication
of their more intricate model”

In both models, 10 supplicrs can cach produce one unil of the inpul at
a oost of M = 1. Demand in the final market is assumed to be elastic al price
£ = 3, 1o avoid the monopoly-monopsony complexitics discussed carlice in the
Cartel Ringmasier model. Initially there is one intermediary buyer, who
processes (he input and sells it in the final market. This initial intermcdiary,
called the incumbent, can process one unil af cosl G, = 0.5 A rival
intermediary, who appears later, can process one usil ilmmr cost O
= 0L If there is no exclusion, the rival enters the market, oulbids the
incumbent for the input, and buys the eatire 10 unils al a price of B = 2.5,
The rival's profits are 4 (= (K3 - 2.5 - 0.1)), the incumbcat’s profils are 0,
and the sum of the supplicrs' profits is 15 (= (10)(2.5 - 1}}.

5.1 Aghion & Baollon I: Liquidated Damages

The first mode] views exclusion as a conspiracy between Lhe incumbent
and the supplicrs to extract profits from the entrant. This is possible becawse
the low processing costs of (he rival would ordinarily allow him 1o make a
profit in competition with the incumbent.

The most obvious possibility for eollusion is between the incumbent and
the rival, who could cooperate to set the input price al the monopsony lewel
of B + 1 and divide the supplier’s former profits of 15 among themsehaes,
But we will assume that the incumbent and rival do not collude in this way
{which, in any case, would Fail if there were ofher inmermediarics that could
also process at cost © = 0.5). Insicad, we will sec that the incumbent and (he
suppliers can collude (o take away the rival's profits.

The method of collusion is a liquidated damages contract, Suppose the
comtract specilies liguidated damages of 0.4 il a supplicr switches Lo Lhe rval,
The rival would still enter, bul in competition with the incumbent™s & + 2.5
he must offer B = 29 o atteaet (he suppliers instcad of B = 25, The rival’s

9. Tesiles whing monopsony, the cheel diffcrenee berween chis model aml Apkaca & Bolion's
[ 19ET) l.'-rll.:ill-'ll i in Lhe enleand's juressing oosl They assunat 1hal cx anic nluly Krdpws ':.-.",,.
which Lakrs valses herween O and | with wnifirm protsbalivg. This means Lhal cecn withous ang
exchasionary wamduct rn Lhe puapt o the ancumbend, the entrant sould sometimes dat cnier The
present mesdel pules aut This pessililiy of innuecuos escjussn
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profil wall be O (=(10)(3 = 29 - 01)), the incumbent’s prodil wall be 4
{:[111}{.4:!}, and cach supplier will have a profit of 1.5 (=9142.9% - 0.4 - 1))
The suppliers o no worse than under simple competition, and they would de
g::::r il th culudc;EMTt::fIJMm some positive X (o sign the Tiguidsied

ages conlract. e excluder does ver I, 1k 1
husiness and profiting from the liquidat tdyd‘:m;gl;::qh SEC s R

Exclusion could hiappen as a resuli of liquidaled-damages contracts, but
nnl_'r_aecld.tntlllg.r, and in & slightly more complicated world, In the original
Aghion & Bolion model oo one knows in advance whal the rival's costs will
be. Suppose that there is a 0.9 chance of the rival hiving costs Crpat = L1,
and a 0.1 chance of T, = 04, Ten percent of the time the damages of 0.4
will exclude cnbry, Bul this is accidental, and the incombent wil regret the
abscnce of the liquidated damages. This exclusion contract is profitable only
when it fails to prevent eniry. Moreover, the incumbent must pay X = 0.15
b induce suppliers Lo sign this coniract, because with probability 0.1 they will
rmn;hn d“pa:fmc“hl of only B = 1instead of R = 2.5

e chiel limitation on Aghion & Bolton I is that i assumes there i

good chance the polential entrant will have kower costs than the in..:11||’r1'|:+|-:,-’:|.'|ﬂl
which seems unlikely. ]

Mathewson & Winter (1987) have also consiructed a model in which the
two partics o the exclusion contract benchil at the expense of an outsice party
liv their model, Iwo sellers, one of which has lower costs than the other x::li
duﬁcrenll_lalc,d products 1o a monopsony buyer. Uncer unfetiered H.:rllmnd
competition, hoth sellers would make positive profits. 1F (he low-cost one
nt'l'ers_ an exclusive-dealing contract, however, he can do better. He can
tl_fﬁ:twd}' commil 10 a lower price, and the buyer and that seller end up with
higher profits, al the expense of the high-cost scller,

32 u"'l.,g;lnu & Bolton I Conditional Offers
Tn Aghion & Bolton's (1987) second model the rival must incur an emry

r_::sl nLF =TLI‘ which prﬁum:h]}' was paid some time in the past by the
incumbenl. 15 mcans thal the market is a natural monopoly: avera
declings wilh vulpul. il e ol

o tl:u: rival ﬁ‘nqlcmfljld caplures Lhe entite markel as belore, the input
price is the saime R = 2.5, and the endrant’ il ={10)(3 -
g s profil equals 3 (={10)(3 - 2.5
~Im this model the exclusion contract docs aol specily liquidaicd damages,;
It 15 just a maked exclusion contract that says the supplicr cannol serve .m}-un.-;
bt l.!:l':f incumbent. The contract is dilferent in another way, however: il is a
Ell.'lllldlﬂ'l'.ll'_li'll oniracl thal allows the incumbent W commil 1o his Tuture il
prices. bpcuﬁcel]].-, suppose the ckclusion contract specifics that the supplicr
recerves B = 5l the ofher suppliers refuse to sign, and 8 = 1.0 they do
sigm,
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The payolls from dilferent combinations of actions are shown in Ta!:rII:
4. If all the supplicrs refuse, the rival enters, B equals 2.5, and alfier paying
the production ¢ost of M = 1 cach supplicr has a payoll of 1.5, 1f the
supplicrs all sign, then the rival stays out, R equals 1.1, .and each supplier
obigins a payolf of (L1, If supplier § signs but the other suppliers refuse, then
the contract specifies a price of R = 5 for supplier i, and his payoll is 4 afier
paying the production cosi. Hag :

The only nonstraightforward payoll is the 0 that supplicr i ohtains when
he refuses 1o sign, but the other @ suppliers do sign. The rival will not enter
if he can only buy from a single supplier, because his profit from entering,
buying from that one suppoier, and reselling in compelilion with the
incumbent would be 0.6 = 1{1)(3 - 2.5 - 0.1) -1). So the rival will not enter.
But in that case the incumbent has monopsony power over the lone reluser,
and can pay him just B = 1, which yields a supplier payoll of 0, :

The game is like a 10-person prisoner's dilemma. Signing 15 & _dummanl
strategy for supplier £ 17 the other suppliers refuse, @°s payolf is 4 [rom
signing and 1.5 from refusing. 1[ the other supplicrs sign, i's payoll is 0.1 lrlum
signing and () [rom refusing. So supplicr i will sign. Bul every other supplicrs
will sign oo, each will obtain a payoll of 0.1, and cxclusion will be successiul,
And, in fact, the excluder need not offer them even as high a price as 8 = 1L
A price of £ = 1,001 would maintain signing a3 the dominanl stralegy.

Table 4: Comlitivoal Cifers
All (aber Supplicrs

Refuse Sign
Reluse 1.5 i
Supplicr i
Sign 9 .1

Payoffs i Supplier i

Rasmausen WS

Several elements of this model drive the outenme of exclusion, wnd nat
all of them are necessary. Unlike in Aghion & Bolton I, it does nob matler
Ihat the rival has 8 cost advaatage, 17 Lhe two firms have the same processing
cost of £ = (L5, however, the natural monopoly leature of the market resulis
in exclusion wathout any exclusion contracts; il would nod be profitable for the
rival to enter and rive the price of inpuls up 1o & = 1.5, an input price which
vichls no surplus to pay the fixed cost of entry. On the other hand,
conditional offers without any cost advantage are sulficient by themselves 1o
exclude the rival if there is either a fxed cost, or, s in Rasmuscn, Ramseyer
& Wiley (1989), a minimum efficient scale. Making the offers conditional
lurns that model from a coordination game into & prisoner's dilemma,
Suppliers sign because they are not bound to scll to the excluder ynless the
rival fails fo enter, but the rival will not enter because he cannod reach the
minimum efficient scale when all the supplicrs sign,

60 CONCLUSIONS AMD CAVEATS

Of the three categories of reasons for exclusion - efficiency, sirategic, and
price discrimination - only strategic reasons have been discussed in this paper.
Since exclusion lor efficicncy reasons is something that government policy
should ciacourage rather than discourage, it is worth at least giving Lhe Navor
ol possible efficiency reasons. Orostein (1989) surveys these and lists fhe
mativalions. Some examples are:

(1) IT a supplier produces & good of uneven quality and sells it to twe
dillerent buyers, then if onc buyer inspects the good, the other buyer must
inspect it too, of end up wilh all the low-quality ilems, Insisting that the
supplicr s¢ll only (o one seller avoids this inspection cost,™

(2} The buyer might wish to provide the supplicr with capital, technical
expertise, or management advice. If the supplier sells to ather buyers, they
free-ride on those aids,

(3} It may be elficient for the buyer to have a club with which to hit the
supplier in case of supplier misconduel. The supplier might, for example, be
icenpied to produce a low-qualily good, 1T the buyer can threaten w withdraw
his custom and beave the supplicr without demand, the buyer can enaure high
guality, Allowing the supplier Lo sell to other buyers diminishes the foree of
this thrcat.

The government must also be carelul not Lo confuse naked exclusion with
other behavior, A contiact requiring the buyer to buy all of a seller's owput,
fur gxample, s very dilferent from a contract requiring the seller Lo sell ooly
to one buyer, and is also more common. But none of the reasoning in 1his
article applies to requircments that the buyer buy all of a sellers oulput.

1M Keeney & Elein {1983) have made & similar &pumsen with respeEct 14x Sales Coasliac s i the
timmuognd ankal
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Other kinds of sclioins have also been mistakenly thought Lo be exclusionary,
an example with which | am familiar is the government accusalion in the 1953
United Shoe case that the leasing of shoc machinery was intrinsically
exclusionary (see Wiley, Rasmusen & Ramseyer, 198%F).

What conclusions can be drawn for the policymaker Irom all this theory?
It would be dangerous 1o conclude too much yel,; since the theory is stil no
fully undersiood. But the analyst can give some advice to a policymaker who
must act without full knowledge, Firsl, we cannid say calegorically that
antitrusl law ought not to worry about exclusion.  The Triangle- Loss
Argument does tell us that exclusion will not be as general & problem as price-
fixing. Bul the Coordination Argument and (he Aghion-Bollon mudels show
that exclusion can be a danger, and the Carlel Ringmaster Argument shows
that it can [acilitste horizontal collusion. The government should ac
conservatively, but it should act as a check on egregious exclusion when the
excluder canmod present any ellficiency justification [or his aclions,

The various models give some guide to the circumslances in which
exclusion might be a danger. The Coordination Model requires the exclusder
o sign np enough suppliers that o rival can allain the mimimum ellicient
scale. Thus, il some buyer signs up only a small number of suppliers, the
Coordination Argument cannol be used to atiack his actions, If, on the other
hand, the excluder faccs a threal of entry, signs up virlually all the suppliers,
and then actually buys inpats from only a fraction of the controlled supplicrs,
the government should take notice.

The Cartel Ringmaster Argumeni fails io explaio why the suppliers
should sign up with the ringmaster rather Lthan hold out and sell separately 1o
a rival. But il the supplicrs can be induced to all sign up, which is in their
joinl interest, the exclusion contract does provade & means Lo prevent mcmbers
of whal is effectively a cartel from cheating. This has implications similar (o
the Courdination Argument: if the excluder signs up all the supplicrs and thes
contracts the industry’s outpat, the conclusion of monopolizativn i hard to
avoid. The dilference is that in the Cartel Ringmaster Argument the focus s
on monopolization of the [inal market.

Aghion and Bollon's (1987) arguments poinl Lowards morc specific
features of excdusion contracls, Their first mode] suggests that the liguidated
damages specified by a contract shoubd not be significantly greater than the
harm caused by 3 supplier’s swilch 10 anather buyer. Whether that harm cin
he measured well enough for this 1o be the basis for a legal role is 3 hard

“yuestion.  But liguidated damages for the purpose of exiracting profits from
a more efficicat entrant have the potential to seriously lower elMlciency, The
damages themsclves are just o transfer, and as discussed above, the excluder
has higher profits the less entry he delers. But the situation Ghat fils Lhis
model best is the one in which some rival intermediary does research o
develop a new echnology with lower eost. The liguidated damages il
allow the incumbent 1o scize the bunelits from the new (echnology,

Rasmuseil ':!-Fﬁ

discouraging research. If, for example, any firm that develops a new computer
finds that # musi pay a high price Lo chip makers o indwee Them 1o switch
from their old buyer, fewer aew computers will be develope:d,

The second Aghion and Bolton (1987) argument privides perhaps the
easiest guide 1o policy. Thal argument points oul thal a conditional contracl,
which binds the supplicr only il ather suppliers sign the contract, ean lead Lo
melficicnt exclusion.  The remedy would be 1o refuse 1o enlorce such
conditional conlracts,

Tt is interesting to compare the warnings of these models o the LS.
Department of Justice's 1985 Guideines for Vermical Restroints,  These state
that there is a worry thil exclusive dealing may exclude rivals by “prohibitively
raising their cost of a vital input or their cost of distribution,” but that this is
likely 1o be a danger only if three conditions are met. The three conditions
are that *(1) The ‘nonforeclosed market” is concentrated and leading firms in
the market use the restraint, (2) The firms subject 1o the restriinl conlrol a
large share of the 'loreclosed’ market; and (3) Entry into the foreclosed
market is difficult.” These are preconditions for all the models that have been
discussed; exclusion cannot have harmiul effects unless it is possible 1o lock
wp much of the foreclose market without fear of entry there.
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Figure 3 The Cosl Curves with a Minimum Efficent Scale
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Chapter 17

DECEPTIVE MARKETING PRACTICES

Greorge N, Addy’
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10 INTRODUCTHON

A broad spectrum of deceptive markcting practices are deall with in
sections 52 (o 61 of the Campenition Act.

Belore dealing with the specifics of the law relating 1o deceptive
markecting practices, it is important as a matter of hackground information Lo
bricfly consider the matter u!iu:i&din:liun. Historically, and as recently stuied
in R. v. Shaklee Cangda fne., anti-combines legislation has been wpheld as
validly enacted federal legislation by wvirtue of subsection 91 (27) of the
Constitution  Act, 1867, the Criminal Law power. Peace Order and Good
Government has also been eclerred (o, as bas the Trade and Commerce
power,

In eneral Motos of Canada Lid v Ciyy Natiova! Leasing” the
Supreme Court of Canada in April 1989 held that the Combines fevestigation
Act was inirg virgs Parliament by virtue of the Trade and Commerce Power
and that 5. 36 in particular was also within lederal jurisdiction. The related
Supreme Court of Canada decision, Quebec Ready Miv Inc. v, Rocois
Constriction fac.,’ was W the same effect. The matter of federal juiischiction
over Lhis ype of legislation sow appears seifled,

" Ihe auehor wishes (o aknoeiadpe the subsiasnal ARKLELANCE aiy lllr-].ln:].lal:alil.'ln of ihis [
primdcd by M, Lillles Iraigle, srudeng-an-law with ihe fimm of Uarmwling, Strathy & 1lendeson
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