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Abstract in English

Whenever you phone your mother, switch on the Jighbuy health insurance you purchase a
service or product from a chain of vertically reldtindustries. Providers of these products or
services need access to a telecommunications retameelectricity network or to health care
services. In such industries, integration and esieicontracts between vertically related firms
may have important welfare enhancing effects, lntalso deny or limit rivals’ access to input
or customers, leading to foreclosure. Foreclosarelarm welfare if it reduces competition.

This document provides policymakers with a framdwtorassess the potential for welfare
reducing foreclosure of vertical integration andtieal restraints and describes possible
remedies. The framework consists of four stepshistep requires its own detailed analysis.

First, market power should exist either upstreardawnstream. Second, a theory of
foreclosure should be formulated that explains ¥dmgclosure is a profitable equilibrium
strategy. Third, the existence and magnitude oémtl welfare enhancing effects of the
vertical restrains or vertical integration shouleldssessed. Fourth, suitable policies to address
foreclosure should be found.

Key words: Vertical foreclosure, Competition politletwork industries
JEL code: L13, L42,L51

Abstract in Dutch

Als je naar huis belt, het licht aandoet, of eergzerzekering koopt, neem je een product af
van een verticale keten van toeleveranciers eropetkde bedrijven. Aanbieders van deze
producten hebben toegang nodig tot een telecommigmnetwerk, een elektriciteitsnetwerk en
zorgdiensten. Integratie en exclusieve contraaiesein bedrijven in zo’'n verticale keten
kunnen belangrijke welvaartsverhogende effectet&ebmaar ook de toegang van
concurrenten tot input of klanten beperken. Inlhatste geval leiden ze tot uitsluiting.
Uitsluiting kan schadelijk zijn voor de welvaarsalit de concurrentie vermindert.

Dit document biedt beleidsmakers een raamwerk amigieo te bepalen van
welvaartverlagende uitsluiting door integratie g€leisieve contracten en beschrijft mogelijke
oplossingen. Het raamwerk bestaat uit vier stapgienelk een gedetailleerde analyse vereisen.

Ten eerste moet er bovenstrooms of benedenstro@msmacht bestaan. Ten tweede moet
uitsluiting een winstgevende evenwichtsstrategie Zien derde is van belang welke
welvaartsverhogende effecten bestaan en hoe geaetzijn. Ten vierde moeten er geschikte
beleidsmaatregelen gevonden worden om uitsluitiggn te gaan.

Steekwoorden: Verticale uitsluiting, Mededingindslok Netwerk industrieén
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Preface

In recently deregulated markets, such as the teleamications, the electricity, and the health
care sector foreclosure features prominently omptileey agenda. Foreclosure also plays an
important role in the assessment of mergers andphécation of antitrust law. Policymakers
wonder whether there is a risk of welfare redudimgclosure and what measures may address
this problem.

However, a priori foreclosure neither lowers ndseas welfare. In addition, there are
various strategies that can lead to foreclosuris.therefore often challenging to assess the
potential for welfare reducing foreclosure anditwfsuitable remedies. This document
provides a policy framework rooted in theory ando@ios to assist policymakers in their
decisions.

Michiel Bijlsma, Viktoria Kocsis, Victoria Shestala and Gijsbert Zwart wrote the study,
which benefited from discussions with our CPB cadlees Paul de Bijl, Bas Straathof and
Henry van der Wiel. We gratefully acknowledge comtseéby Jan Kees Winters (NMa),
Gulbahar Tezel (NMa), Vincent Verouden (EC), Jamm»(UvT), Marco Haan (RUG), llaria
Mosca (NZa), Sander Onderstal (UvA), Robert StiP@), and Tjade Stroband (EZ) that have
led to many improvements. The responsibility far dontent and the conclusions of this report

is, of course, entirely ours.

C.N. Teulings
Director






Summary

Whenever you phone your mother, switch on the Jigby health insurance, connect to the
Internet or turn on the television you are paraahain of vertically related industries. Your
telephony, television or internet provider needseas to a telecommunications network to
reach you. Your electricity producers can only dymbectricity to your doorstep through an
electricity transport network. Your health careurey needs to contract health care services
with the hospital you visit.

In such industries, integration and exclusive caets between vertically related firms can
have important welfare enhancing effects relatmthe alignment of pricing or investment
incentives. However, these strategies may alsetaffeals’ abilities to compete by denying or
limiting access to the market, i.e., they may leafbreclosure. Foreclosure can harm welfare if
it reduces competition. An assessment of thestegies’ potential for welfare reducing
foreclosure is challenging for three reasons. Fagiriori foreclosure is neither good nor bad
for welfare. Second, it can be the result of défarcommercial strategies. Third, the analysis
and effects of foreclosure are sensitive to thegilieg market structure.

The potential for welfare reducing foreclosure @omés to play an important role in the
policy debate on recently liberalised sectors,targi enforcement and merger control.
Policymakers worry that vertical integration andtigal restraints can lead to welfare reducing
foreclosure and try to find policy measures to agddrthis problem. This document aims to
provide policymakers with a framework rooted indhgeand empirics to assess the potential for
welfare reducing foreclosure of vertical integratiand vertical restraints and describes possible
remedies.

An assessment of the potential for welfare reduwigrtical foreclosure should consist of
four steps. First, foreclosure should have the pi@ikto reduce competition. Both theory and
empirics show that vertical foreclosure is not vigkgly to be welfare reducing when there is
fierce competition both upstream and downstreamxtfusive contracts or vertical integration
occur in such markets (and they do in realityyyilt be to increase efficiency by eliminating
double marginalisation, free rider effects or hofrlproblems.

Second, if welfare reducing foreclosure is possiblprinciple, we should assess whether it
is also likely to happen in practise. The theomysgnted in chapter 2 provides guidance in
finding circumstances that make anticompetitiveftosure profitable market equilibrium. We
distinguish between two types of foreclosure: infouéclosure and customer foreclosure. Input
foreclosure means that downstream retailers aecfosed from buying from a particular
upstream supplier. Customer foreclosure meansathapstream supplier is foreclosed from
selling to a particular retailer. The theory praglithat the likeliness and type of welfare
reducing vertical foreclosure differs between méskeith and without vertical integration. In
addition, markets with competing vertically intetgré combinations differ from markets with a



single vertically integrated entity. In the absen€eertical integration, the following three
cases can be distinguished

If a monopoly exists upstream while the dowrsstréndustry is potentially competitive, there is
a danger of input foreclosure. Customer foreclossireot an issue here, because there is only
one upstream firm.

If a monopoly exists downstream while the ugstrendustry is potentially competitive there is
little probability of customer foreclosure. Inpuatréclosure is not an issue because there is only
one downstream firm.

If both the upstream as well as the downstreamket are oligopolistic, while economies of
scale or network effects are important upstrearstarner foreclosure may occur. Entry in the
upstream market then requires a particular scalenaay be prohibited by signing exclusive
contracts with a sufficient number of downstreamaiters. However, fierce downstream
competition may reduce the number of contracteailezt necessary to achieve sufficient scale

for entry.

In the presence of vertical integration, the follogvthree cases can be distinguished

If a monopoly exists upstream while the downstréahustry is competitive, then some degree
of foreclosure is likely without the need for exgiiexclusion. By vertically integrating, the
monopolist can credibly limit supplies to non-intagd retailers.

However, exclusion is less likely if there anerf-integrated) upstream rivals that are efficient.
The integrated firm is limited in its possibility £xtracts rents from the retailer by the retadler’
option of sourcing from the upstream rival.

If upstream competition is less fierce (for exderbecause upstream rivals are less efficient):
firms may choose to physically commit (e.g. by cting incompatibility) to exclusive

practices.

If multiple competing vertically integrated combiiwas exist, the following two cases can
be distinguished.

Foreclosure of downstream entrants becomedilkedg as they are more likely to win market
share from integrated competitors (e.g. if upstrgmotucts are close substitutes).
Foreclosure of downstream entrants becomes liketg if their retail products are closer
substitutes to the provider’'s own retail produbist to those of the provider’s vertically
integrated rivals (e.g. if upstream products ang differentiated).

Third, if a theory of foreclosure is formulated, wleould assess whether there exist welfare

enhancing effects of the vertical restraints otigat integration that can outweigh the
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detrimental effects. The empirical literature sugigehat such effects are almost always
present, but does not distinguish between diffeeffiects. On the basis of economic theory it is
often possible to argue that some effects are tilaly than others to be present. However,
assessing the magnitude of the various effectsimlienging exercise in practice to which we
offer no guidance.

Fourth, if foreclosure is likely and the welfarecdeasing effects outweigh the welfare
enhancing effects, we should assess what policgesuitable to address foreclosure. Here it is
important to realize that there are several wayacbieving foreclosure and banning one of
them will lead firms to substitute another. In amidi, different policy instruments differ in
intrusiveness and complexity. Finally, althoughréhis no straightforward answer to this
guestion, it is important to think about the consstres of false positives and false negatives.
What is worse for welfare: prohibiting a contractnaerger for which the welfare enhancing
effects outweigh the welfare reducing effects towiing a contract or merger for which the
welfare reducing effects outweigh the welfare emiagneffects? If the former is worse that the
latter, policymakers should be lenient on forectesif the opposite is the case, they should be
tough on foreclosure. We stress that there is monlmguous answer to this question because
the answer depends in part on the relation betwe®vation and competition, which can be

either increasing or decreasing.
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Introduction

Whenever you phone your mother, switch on the Jigby health insurance, connect to the
Internet or turn on the television you are paraafhain of vertically related industries. Your
telephony, television or internet provider needseas to a telecommunications network to
reach you. Your electricity producers can only dymbectricity to your doorstep through an
electricity transport network. Your health careurey needs to contract health care services
with the hospital you visit.

Firms operating at different levels in verticalglated markets have to decide individually
on strategic variables (for example prices andstwents) that affect their joint profits. This
can lead to conflicting incentives and decisiorat #re inefficient from a joint perspective. For
example, given the price for the transport of eleity, your energy provider wants to raise the
price you pay as high as possible to increasadfitg. At the same time, however, the transport
network wants the energy retailer to lower its préss far as possible, so that it can transport
more electricity and increase its profit. Your Hahsurer may want to invest in preventive
measures implemented by health care providerseltydowering its future expenses. However,
if you decide to switch to another insurer afterd&githe latter will free ride on these
investments. This reduces your insurer’s incentteeavest in your health.

Firms can often align their incentives and (paljalestore joint efficiency by using vertical
restraints or by vertically integrating. Examplésoch strategies abound. Microsoft signed a
variety of exclusionary contracts involving browsese and promotion with computer
manufacturers, Internet access providers, Interoetent providers and software vendors
(Whinston (2001)). In Germany, ice-cream produtensgnese-Iglo and Schoéller used
exclusive purchasing agreements that required @ttliets to exclusively carry ice-cream.
Exclusive contracts are usual in the beer markeererbrewers require exclusivity from pubs,
sometimes in return providing financing for intargecoration of the pub. The Dutch health
care insurer Menzis recently acquired local gengrattitioners in the cities of Tiel and
Houten! In the telecommunications market, vertical intéigrabetween retailers and network
providers is a key feature of the market.

A central concern of policymakers is that thesatstzies may harm welfare by denying or
limiting competitors’ access to the market. Thisgmially harmful effect, commonly called
foreclosure, forms a rationale for ex ante seatgutation, plays a role in the assessment of
mergers, and may lead to ex post intervention uadepetition law. It has played an important
role in the formation of sector-specific regulatetgeh as the Onafhankelijke Post en Telecom
Autoriteit (OPTA) for the telecommunications sectihie Dienst Toezicht energie (DTe) for the

energy sector and the Vervoerskamer for the pufditsport sector. Examples of antitrust cases

* Alleen huisartszorg Menzis in Tiel, NRC, 20 November 2007.
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where foreclosure featured prominently are Langrgke/ Scholler, Toys ‘R’ Usand the
famous Microsoft case mentioned previously.

Apart from its ongoing relevance for regulation axmnpetition law enforcement, the issue
of foreclosure features prominently in several entmpolicy debates. The Dutch
telecommunications sector is moving from a markie¢re television and telephony were tied to
a specific network, to a market the two networks cfer both services. This changes the
potential for network owners to foreclose accesbsafects the need for regulation of access to
these networks. At the same time, at the Europmagi the necessity of vertical separation in
telecommunications markets, a reality in the Uke (@penreach initiative), is being debated. In
the Dutch healthcare market, some insurers havintbetion to vertically integration with
health care providers. Policymakers worry that thight create the ability for insurers or health
care providers to engage in welfare reducing behavin the energy sector, the emergence of
dominant international gas suppliers such as Gazphas led policy makers to think about the
effects of vertical integration of such supplierishawarious national gas retailers. Does such
integration influence the ability of Gazprom to eise market power? Alternatively, do long
term supply contracts with such firms constituteagtempt to foreclose new entrants? In a
market for green certificates for renewable engnpduction (currently being debated in the
Netherlands and introduced in the UK) wholesalelpoers of renewable energy receive a
green certificate for every unit of renewable dledy produced. In addition, a certain
percentages of the electricity sold by every retapplier should be produced from renewable
sources. Suppliers have to acquire these greeific@ds in order to meet their renewable
obligation. If only a small number of energy prodighave green energy production capacity,
foreclosure is a potential problem in such a market

Whether or not strategies such as vertical regganvertical integration that may lead to
foreclosure actually harm welfare is ambiguouseseence, the argument why the concerns of
policymakers might not be warranted was formulaigginally by proponents of the Chicago
school, associated with University of Chicago (seg Bork (1978) or Posner (1976)).
According to this school of thought, contracts wittical restraints can not be used to sustain
market power in the face of efficient entry andtiea integration can not be used to extract
monopoly profits. Even though an exclusive contgaohibits a supplier to sell to other retailer
or a retailer to buy from other suppliers, suchtcacts are motivated by efficiency
considerations and lead to lower costs and highgrut.

Following the advent of game theory, the Chicagpuarents were revisited and it was
shown that under specific circumstances, vertiesiraints and vertical integration can serve
anti-competitive purposes. However, the theoryisplex and fragmented. It is difficult for
policymakers to distil general insights from thitedature. In addition, empirical work on
foreclosure has lagged behind, especially for markéth substantial market power where the
issue might be most relevant, and answers proadegbartial and preliminary.
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In general, it is therefore not straightforwardgudge ex ante (1) whether foreclosure will occur
after a merger or due to a particular contract wittical restraints (2) whether the overall
effect of strategies that may lead to foreclosueedeetrimental to welfare or not, and (3) that
banning a particular strategy eliminates the p@étd foreclose access to intermediate
markets.

The aim of this document is threefold. First, toyade policy makers with a framework
rooted in the theoretical and empirical literattoexssess the potential for anti-competitive
foreclosure. This boils down to asking the righésgtions in the right order. A relevant question,
which we feel does not receive sufficient atteniiourrent policy oriented documents, is
whether foreclosure can be an equilibrium strat@dys question is especially important in
market with an oligopoly both downstream and ustreSecond, we want to illustrate how to
apply the framework in practise by discussing thpekcy relevant case studies. Third, we aim
to provide a basis for further in-depth researchdme of these cases.

There exist several papers that review (part alierature on foreclosure, most notably
Rey and Tirole (2003), Riordan (2005), Rey and ¥ég2005) and Church (2004). These papers
are more theoretical in nature and aimed at anrexgenomic audience. Our contribution
focuses on vertical foreclosure by means of ger{prating) contracts. We combine a
comprehensive overview of the literature with aipobriented framework, which is applied to
practical cases.

This document is structured as follows. In chagtese review the theory of foreclosure. It
starts with a discussion of possible welfare entmgnand welfare reducing effects, and
continues with the possibility of welfare reduciimgeclosure in market with upstream or
downstream monopoly and bilateral oligopolies. Batiakers might want to skip this section
and read only the summary of the theory (secti6i 20 chapter 3, we review the empirical
literature. In chapter 4, based on the theory,l&ypframework is laid out. Finally, in chapter 5,
the policy framework is applied to two antitrustea, Langnese-Schéller and Toys ‘R’ Us, and
three case studies, the electricity, the health aad the telecommunications market.

15
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Scope

In the economic literature, various definitionsfmfeclosure can be fourfdSome definitions
take the behaviour of firms as their starting poittereas others define foreclosure according
to the effect this behaviour can have. Accordintheformer, a firm engages in foreclosure if it
stops transacting with other firms in the internageligoods market or if it simply increases its
intermediate good price level for certain firhaccording to the latter, foreclosure only arises
if a rival firm is actually forced to exit the makcompletely or if the ability of rival firms to
compete is harmed (but they are not forced totagitmarket).

We focus on foreclosure in vertically related maskevhere the intermediate input is not
directly provided to consumers. Markets are velijozlated when an intermediary good sold
to firms in the one market (‘the upstream markistised as an input for a good sold to final
consumers in the other market (‘the downstream atgriMarkets are horizontally related if
the goods in both markets are sold to final consanWe do not consider horizontal
foreclosure, which may occur in horizontally retitmarkets. An example of behaviour that
may lead to horizontal foreclosure is bundlingying of software and hardware.

We do not consider strategies such as predatocingr{or limit pricing in vertically related
markets) that may cause rivals to exit. These damvolve denying or limiting access to an
input. Instead, firms deterring entrants by pricaggressively, leading to an initial loss which
they can later recoup due to increased market pdvieally, we do not consider exclusionary
practises where a several firms coordinate thdiab®ur, thereby in effect forming a cartel,
nor do we discuss the possibility of foreclosumtigh non pricing instruments, such as
sabotage. These would broaden the scope of therdotutoo much.

For the purpose of this document, we thereforengefioreclosure asehaviour in one of two
vertically related markets where an individual firmone of these markets directly or indirectly
denies or limits access to its input

The theory of foreclosure is complex for three ozws First, there are many different
market structures in which foreclosure might ariBlee archetypical foreclosure arises in
market with a downstream or upstream monopoly,egsatied in figure 1.1 below. The
upstream supplier can be either vertically integplawith a retailer or not. The gas market is an
example of a market with a vertically separatednag@sn monopolist. The market for
specialized health care provided by a local hokpéa be viewed as a market with a vertically

2 For example: ‘Input foreclosure occurs when the integrated firm no longer sells, or sells at a higher price to downstream
rivals. Customer foreclosure occurs when the vertically integrated firm no longer buys from upstream rivals’, OECD (2007).
‘A situation in which (i) a firm dominates one market (bottleneck good); and (ii) uses its market power in the bottleneck good
market to restrict output in another market, perhaps but not necessarily by discouraging the entry or encouraging the exit of
rivals’, Rey and Tirole (2006). ‘Strategic behaviour by a firm or group of firms to restrict market access possibilities of
potential competitors either upstream or downstream’, EC, glossary of terms used in competition related matters,
http://ec.europa.eu/comm/competition/general_info/glossary_en.html, accessed November 2007.

® Note that this intermediate good or intermediate input can denote both upstream services (for example access to a
telecommunication network) as well as downstream services (for example shelf space at a supermarket).
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Figure 1.1

separated downstream monopolist. the beginning of the 1990’s, when telephonykeats in
the Netherlands were first privatized, the ownethef telephony network was an example of a

vertically integrated upstream monopolist.

downstream or upstream monopol y

Supplier A Supplier B Supplier

N AN

Retailer Retailer 1 Retailer 2

Figure 1.2

In addition, foreclosure may also arise in markith a bilateral oligopoly and any degree of
vertical integration between the downstream andrepm markets as depicted in figure 1.2
below. An example of a market with multiple vertlgantegrated firms is the current market
for electronic telecommunication. In the Netherlatidere are two competing network
infrastructures: the one originating in the formational telephony provider and the other
originating in the former regional cable televisimrovider. The beer market in the UK is an
example of a market with partial vertical integoaiti Some brewers have their own pubs,
whereas others do not. Supermarkets and their whlglesuppliers are an example of a market

with vertical separation and upstream as well agrtream oligopoly.

bilateral oligopoly

Supplier A Supplier B | Supplier A |i | Supplier B ‘ Supplier A ‘ Supplier B ‘
Retailer 1 Retailer 2 ! | Retailer 1 Retailer 2 !| Retailer 1 | Retailer 2 Retailer 3

Second, there are various strategies by whichmadan deny or limit access to its input for
upstream or downstream competitors. Foreclosumuoipetitors is a direct consequence of
exclusive contracts or a refusal to d&@hese contracts restrict the rights of one or Ipattiies
signing such an agreement to engage in businesgestiver parties, leading to a complete
denial of access to a certain facility or prodymsduced by these firms. The main types of

* If the nearest other hospital is located sufficiently far away, and for medical treatments for which patients are reluctant to
travel.
® We view refusal to deal as a contract with zero quantity or a prohibitively high price.
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exclusive contracts are exclusive dealing, exckipinrchasing and exclusive territories. An
exclusive dealing agreemdmtween a producer and a retailer requires thdeetat to

engage in other businesses that compete with tiesiof the producer (or sometimes in any
businesses). An exclusive purchasing agreemeniresgtine retailer to buy exclusively from

this producer. An exclusive territory agreementriets the ‘territory’ of the retailer’s activities

At the same time, the producer commits not to supphnother retailer in this territory. Here

the territory can be defined either geographicailyas a specific market segment or a customer
group.

However, other commercial strategies may lead tedlosure in an indirect way. Examples
are vertical integration, most favoured nation sksy limitation of productive capacity or
installing a firm-specific technologiThese strategies can be seen as ways to credikvignit
not to supply downstream rivals other than a lichirember of firms (possibly one firm only).
For example, vertical integration internalises ¢iffect of upstream pricing on downstream
profits, which can make the commitment to foreclosalible.

Last but not least, the practises that lead tocfoseire can have welfare enhancing effects
as well as welfare reducing effects. Welfare enmaneffects include preventing eliminating
double marginalisation, eliminating free-riding émtives and reducing hold up problems that
arise due to incomplete contracts. These are athples where externalities are internalized.
Welfare reducing effects other than maintaining omly power by foreclosing access are
reducing inter-brand competition and facilitatinglasion. Different effects can occur
simultaneously (for example exclusion and solvioglile marginalisation) and have the same
origin (for example network or scale effects). Agsassment of the overall welfare effects of a
particular strategy needs to take these effectsantount.

® Most Favoured Nation clauses (MFN clauses) are vertical contractual agreements in which the seller (producer) agrees not
to charge the buyer (retailer) more than the lowest price it charges any other buyer. If the seller sells the product to another
buyer at a lower price, then he must offer the same price to the buyer who signed the contract with the MFN clause.
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2.1

Theory
Introduction

Until the 1970’s, the U.S. courts were suspiciofigestical restraints such as exclusive
contracts and vertical integration and prohibitedtical mergers that lead to relatively small
market shares on the ground that these would eggatential entrants thereby reducing
competition’ These views were attacked by proponents of thea@i school who argued that
a monopolist cannot use exclusive contracts tasustonopoly profit in the face of efficient
entry and that vertical integration is not needeehttract the monopoly profit. The argument is
presented in more detail in textbox ‘The Chicagguanents’ below. They concluded that
exclusive contracts and vertical integration doamtur for anti-competitive reasons. Instead,
pointing at potential efficiency gains, they claohtéese practises realize efficiencies that
cannot be achieved otherwise.

Indeed, when firms are vertically related decisionscommercial strategies that affect the
joint profits of the whole vertical structure areagntralized. Decisions may therefore be
inefficient from the viewpoint of the whole verticgtructure. Prices may be too high or
investment in service quality to low. The effectsofch inefficiencies may be to lower welfare.
Internalization of these externalities by meansgesfical restraint or vertical integration can
therefore be beneficial from a welfare point ofwie

Following the advent of game theory, the Chicagpuarents were revisited and it was
shown that under specific circumstances, vertiesiraints and vertical integration could serve
an anti-competitive purpose. In this document, veeraainly interested in an assessment of
these strategies’ potential to reduce competitiorestore market power by foreclosing market
access. However, when determining the overall etiacvelfare of a particular merger or
vertical constraint, both pro-competitive and asttimpetitive effects need to be taken into
account. First we therefore discuss the differegifave enhancing and welfare reducing effects

of vertical restraints and vertical integration.

" For example Brown Shoe Co. v. United States, 370 US 294 (1962), and Ford Motor Co. v. United States, 286 F. Supp. 407
(E.D. Mich. 1968)
8 Bishop et al. (2005) provide an extensive overview of efficiency enhancing effects of vertical integration.
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The Chicago arguments

For exclusive contracts the Chicago argument runs as follows. An exclusive contract between a downstream retailer and
an upstream supplier is entered into voluntarily by both parties. The retailer should therefore be compensated for any
lost opportunities, including buying from a more efficient supplier. The maximum compensation the upstream supplier
can offer equals the monopoly profit. However, monopoly pricing leads to a restriction of quantity and a deadweight loss
relative to a price below the monopoly price. The maximum compensation the upstream supplier can offer is therefore
less than the surplus gained if exclusive contracts are absent. The supplier is therefore not able to compensate the
retailer for his lost surplus and the retailer will not sign an exclusive contract if offered. Profitable compensation is only

possible if exclusive dealing leads to (sufficiently large) efficiency gains.

The Chicago argument for vertical integration claims that a monopolist supplier does not need to integrate in order to
extract all the product is worth. There is only one monopoly profit to be had and the supplier can already earn it by
charging an appropriate price in the upstream market. There are no additional profits to be gained by vertical integration.
Therefore, proponents of the Chicago school again claim, integration is driven by efficiencies that cannot be achieved

otherwise.

The Chicago argument on exclusive contracts may fail if so-called contracting externalities exist. Such externalities arise
if the terms of a contract affect the utility of firms that are not a party to the contract. For example, when a supplier and a
retailer bargain over prices, they do not consider the effect of their agreement on other retailers’ profits. Because of this,

an upstream monopolist is not able to commit to charging the monopoly price to downstream retailers.

The literature on vertical integration mentions several reasons why the Chicago argument may fail in this case, see
Church (2004). First, if nonlinear contracts are not feasible, downstream market power leads to double marginalisation
which prohibits the appropriation of monopoly profits upstream. Second, firms might be able to substitute away from the
key input when its supplier tries to exercise market power (for example because downstream production involves
variable proportions), which prohibits the appropriation of monopoly profits by the supplier. Third, the input might be
used in a variety of different downstream products with varying elasticities. If the supplier is unable to engage in price
discrimination it cannot charge each user its (user specific) monopoly price. Integration might be a way around this
problem. Finally, regulation of access to the suppliers’ key input might lead to incentives to vertically integrate or to

foreclose by means of other anticompetitive strategies such as quality degradation in order to extract monopoly profits.

2.2 Welfare enhancing effects

221 Double marginalization
Double marginalization is a vertical externalitattarises because a downstream retailer or an
upstream supplier’s individually chooses priceg ra inefficient from the point of view of a
vertically integrated entity. This may lead to ativeefficiencies, such as inefficient input
substitution and inefficient investment decisions .

Double marginalisation occurs when two verticalated firms both have market power. In
this case the downstream retailer optimizes prgjiten its marginal costs, which are
determined by the wholesale price its upstream Igempgharges. The supplier in turn optimizes
profits taking into account that the retailer vallarge a mark-up over marginal costs. The

20



resulting consumer price exceeds the monopoly pEtiminating double marginalisation
reduces consumer prices and increases welfare atilee same time raising the combined
profit of the supplier and the retailer.

Double marginalisation will not occur if there isrfce competition either downstream or
upstream. In that case, either the retailer ostigplier cannot charge a mark-up over costs,
which eliminates double marginalisation. Also i tlownstream firm is a durable goods
monopoly, the effect of double marginalisationdsdened, since the downstream monopolist
competes with itself.

Double marginalisation may lead to inefficient ingubstitution and inefficient investment
decisions. Inefficient input substitution arisesanta mark-up charged by an upstream firm
causes downstream firms to switch to an alternatigat which is produced less efficiently but
sold with a lower mark-up (Riordan and Salop (199B)roducts are sold in fixed proportions,
if they are perfect substitutes, or if the levetompetition in the different markets is uniform,
inefficient input substitution will not occur.

If firms are not vertically integrated, the bengff investments made by a firm at one level
in the vertical chain may accrue to a firm at arotlevel. This lowers the incentive to invest
and leads to an inefficient level of investmentirthe point of view of a vertically integrated
entity. Suppose an upstream firm can invest to tatgemarginal costs. If double
marginalization exists, it can not appropriate énére surplus its investment generates. The
level of investment will therefore be lower tharden vertical integration.

Sufficiently powerful contracts, such as two-parifts, resale price maintenance (RPM)
and quantity forcing, can allow firms to price eféintly and eliminate double marginalisation.
Two-part tariffs allow the monopolist to fully apypriate the profit of the combined retailer and
supplier. By using RPM the monopolist can set #iail prices equal to the monopoly price.
Quantity forcing allows the monopolist to force tiegailer to produce the monopoly quantity.

Different types of contracts are not always subttlle if retailers have different risk
appetites. Two-part tariffs cause the retailerriogpoptimally by making it the residual
claimant, but it also bears all the risk of fludioas in demand. RPM guarantees a price
independent of demand, but require a mark-up wtegends directly on distribution costs. If
retailers are risk averse, RPM is preferred unésnahd uncertainty, whereas two-part tariffs
are preferred under distribution cost uncertaifgy and Tirole (1996)).

If resale is possible nonlinear contracts enalidtrage and a supplier is restricted to linear
contracts. Vertical integration may then still imalise the vertical externality. It may also not
be possible to fully eliminate inefficiencies ifiyate information exists about costs or demand,
leading to adverse selection, or about actions aggtromotional activities, resulting in moral
hazard. A contracts then has to address two inefidtes due to inefficient pricing and private
information. In general, it will not be possibleftdly solve both (see e.g. Martimort and Stole
(2003)).
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2.2.3

Incomplete contracts and hold-up

Vertical integration and exclusive contracts calweséold-up problems. A hold-up problem
may arise when one of the parties to a contractdasake relation a relation specific
investment that loses its value when the relatiaeliminated. The possibility of ex post
opportunistic can then lead to underinvestment.

Suppose two firms can trade at some future dateniexone of the firms can make a
relation specific investment that increases thee/gienerated by a future transaction, but the
terms of this transaction cannot be fixed. Ex plostinvestments are sunk and bargaining leads
to a sharing of the surplus generated by the invest. The investing firm can therefore not
fully appropriate this surplus. Because the firmi@pates ex post opportunism,
underinvestment results. This is the hold up pnoltleat plays an important role in the
property-rights theory of the firm (Grossman andt{£986), Bolton and Dewatripont, (2005)).

Vertical integration solves the hold-up problemdngse an integrated firm appropriates the
entire surplus generated by its investment. Exetuggrritories and exclusive dealing may also
help avoiding opportunistic behaviour by protectfingy specific investments. However, for
exclusivity to influence investment incentives, oontractible investments must affect the
value of trade with parties outside of the cont(@¢hinston (2006)). Because the investments
are assumed to be noncontractible by nature, exelgsntracts can only alter the retailer's and
supplier’s disagreement payoff. If the investmemiy@ffects the value of the supplier’'s and the
retailer’s trade, exclusive contracts will not affethe incentives to invest.

Horizontal externalities

Horizontal externalities occur when free rider ogipoities exist between competing retailers or
producers. If such opportunities exist, the beredftan investment made by one agent partly
accrue to another agent, leading to a suboptimal l&f investment. In contrast to vertical
externalities, horizontal externalities exist oiflypstream or downstream competition is

present.

Spillovers across downstream retailers

Retailers often provide services that affect thenaled for their products: pre-sale advice by
specially trained personnel, parking facilitiesyadising for a specific product etc. If the
benefits of these services cannot be fully appeded and spill over to other retailers, provision
of such services likens the provision of a pubtiod and underinvestment may result. For
example, if a customer, who has just received akteradvice from a retailer that has invested
in extensively training personnel, subsequentlysiiine product more cheaply from a retailer
who has not invested in such services (and thexdfas lower costs), the incentives for making
such investments are reduced. Vertical restrasnish as exclusive territories or resale price
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maintenance, or vertical integration may reducéasr effects, thereby allowing the retailer
to appropriate a larger fraction of the benefitagrated by the provision of addition services.
Vertical restraints can either reduce competitietwzen different brands (inter-brand
competition) or competition between different riges selling the same brand (intra-brand
competition). If there is sufficient inter-brandropetition, vertical restraints that reduce intra-
brand competition will most likely not harm welfabat enhance firm specific investments.

Spillovers across upstream suppliers

A supplier often invests in a retailer in ordeiiriorease the sales or lower the distributions costs
of its brand. Suppliers can for example provide@infation about potential customers, technical
support for advertising and promotion, financingbtald a retail outlet, sales training for retail
managers and employees or equipment for servicidgepair (Marvel, (1982)). To the extent
that these investments also benefit competing Isranttl by the same retailer, other suppliers
can free ride on them. This induces an externalltietween brands sold by the same retailer.
Exclusive dealing may prohibit this kind of freaing by excluding other brands from the
retailer’s outlet.

Besanko and Perry (1993) formalize this idea andysthe effect and adoption of exclusive
dealing in a differentiated products oligopoly witlrtical externalities. They identify two
opposing effects when there is an oligopoly botstigam and downstream. On the one hand,
exclusive dealing eliminates spillovers and allomdividual suppliers to appropriate the
benefits of their investments. On the other hamdimptional investments are a form of
competition between suppliers. Eliminating spillevenight therefore reduce profits by leading
to more fierce competition in promotional investriee\s a consequence in equilibrium
exclusive dealing is not necessarily adopted. Serpiay find it beneficial to maintain the
externality, because it softens competition. Besaarid Perry find that due to exclusive
dealing, investments and wholesale prices increfse, as exclusive dealing becomes more
prevalent, industry output increases whereas rptaiés decrease. Consumers therefore prefer

more exclusive dealing to less.

Competition and investment
A firm engaging in anticompetitive vertical foreslare increases its market power and reduces
competition. Market power and competition affect’ incentives to invest. The effect of

reduced competition and increased market powenwagstment is, however, ambiguous.

On the one hand, a firm with market power can appate a larger fraction of the surplus its
investments, (through new products or lower cogtsjerate for consumers than firms without
market power. This is called the surplus approjmmbr Schumpeterian effect. As an example,

consider a market with a non-integrated firm owngngetwork and many downstream retailers.
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Assume the monopolist can increase demand by gignifinvestments in its network. If the
monopolist cannot restrict access, it faces a camerit problem with many downstream
retailers. This then leads to an access price ¢toggarginal costs. Profits will be too low to
recoup the initial investment. If the monopolishoat (partially) restore its market power, the
investment will not take place. Exclusive contramtsertical integration are a way to restore
market power and the profitability of the investrhen

On the other hand incumbents have less of an iiveettt innovate than entrants, because
new products eat into its existing profits from pl@dducts. This is known as the Arrow
replacement effect. In addition, competition sedghe most efficient companies and creates
incentives to increase productivity (Boone (2000})ese effects cause an increase in
competition to increase investment or innovation.

Generally, the relation between competition anduation is expected to be an inverted-U
shape (Aghion et al. (2005)). Depending on thelleffeompetition, the relation between
competition and innovation may be positive or negatRestoring market power through
foreclosure (thereby reducing competition) may ¢fi@re either increase or decrease a firm's
incentives to invest or to innovate. For exampiehie famous Microsoft case, the effect of
restricting the use of exclusionary practises a@stiment is an important point of discussion
(Schmalensee (2000)). Although the short run effe€such a restriction might be to expand
choice for consumers, in the long run it ‘may makéry easier, but the reward to success
smaller.” (Whinston (2001)).

Based on theoretical arguments, a negative rekttiprbetween competition and innovation
may be expected in markets with several of the¥alhg characteristics: low marginal and high
fixed costs, intensive use of labour and humantahpietwork effects, competition for the
market (winner-takes-all-race) and very profitatvlarket leaders (Evans and Schmalensee
(2000), Canton (2002)).

Too much entry

If entry involves fixed costs, competition can fésutoo much entry. On the one hand, if new
firms enter the market, increased competition leilVer prices and increase consumer welfare.
On the other hand this gain has come at a cosfixi@ cost of entry. Entry is socially optimal
if the gains from entry are larger than the cadtswever, a firm will enter the market if its
expected profits are larger than the costs of eRtayt of its profit will be generated by
customers that switch away from other firms (thecabled business stealing effect). Thus, entry
may be privately profitable even though it is stigiavasteful because the fixed costs of entry
outweigh the subsequent increase in total welfsl@nkiw and Whinston (1986), Rey and
Tirole (2003)). Foreclosure can prevent this wefemwering effect by limiting entry, even
though entry is profitable from an entrant’s pertpe. However, nothing guarantees that a
firm with market power will restrict entry to theaially optimal level.
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Welfare reducing effects

For completeness sake, we briefly discuss two amtpetitive effects of vertical restraints and
vertical integration other than welfare reducingefdosure: reducing inter-brand competition
and facilitating collusion. Inter-brand competitioncurs when different brands compete. Intra-
brand competition occurs when different retaileztlirsg the same brand compete.

Softening competition

Upstream suppliers can reduce inter-brand competliy means of vertical restraints if these
allow the supplier to delegate strategic decistordownstream agents, thereby committing the
upstream supplier not to compete fiercely.

As an example, consider two suppliers that bothteélvo retailers. The retailers compete
in prices and the two products are differentiai&ithout exclusive contracts, both retailers sell
both products. Due to intra-brand competition dawaesn the retail price for each product
equals the retailer’'s marginal costs. Suppliers ttempete more or less directly with each
other, as if they were vertically integrated.

Exclusive contracts (for example exclusive teriéey eliminate intra-brand competition.
The retailer selling the one supplier’s product wdw compete with the retailer selling the
other supplier’s product. If the one supplier n@ises it prices, this will only indirectly affect
the other supplier’s profits. Downstream retaileosv function more or less as a cushion,
softening competition between the upstream supp(iRey and Stiglitz (1995), Caillaud and
Rey (1995)).

Facilitating collusion

Successful explicit or tacit collusion requiresttballuding firms can agree on a collusive
strategy, that deviations from this strategy canldiected and that deviators can be punished. If
any one of these conditions is not satisfied, tmikdly deviating from the collusive equilibrium

is profitable and collusion unsustainable. Resatepmnaintenance (RPM) has been suggested
to facilitate collusion by allowing deviations te betected more easily, by leading to more
uniform retail prices (Mathewson and Winter (199B)lien and Rey (2000)).

Vertical integration has been argued to facili@usion. If vertical integration leads to
customer foreclosure, it reduces the incentivagpstream rivals to defect from the cartel
agreement because their potential market shaeglisced. This means there is less to gain for
deviators. In addition, a vertically integratedhfidoes not have to renegotiate supply contracts
before punishing deviations from the collusive t&tgy (Nocke and White (2005)).

° This effect is not robust to the type of downstream competition. If retailers compete a la Cournot, suppliers delegating their
sales to independent retailers intensify competition. Delegating retail activities has no commitment effect if contracts are
unobservable and the retailer and the supplier face no contracting restrictions and have symmetric information.
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Common agency can also facilitate collusion. Irtipalar, if upstream suppliers choose a
common downstream retailer, they will be able targe joint profit maximizing prices at
equilibrium, even when they do not delegate priaegisions to downstream retailers but use
RPM to set downstream prices (Bernheim and Whingt&85)). Rey and Vergé (2002) show
that this result may also holds in case of a hi¢dtguopoly.

Foreclosure and monopoly

We now turn to foreclosure and its potential tousal competition or restore market power.
Foreclosure is a direct consequence of an exclesiaeract. As a natural starting point for our
discussion we therefore focus on such contracteeftieeless, other types of vertical restraints
may also lead to foreclosure, such as using afipétitead of a generic technology, or
nonexclusive vertical contracts that change upstrpécing incentives such as RPM or Most
favoured nation (MFN) clauses.

Whinston (2006) defines an exclusive contract #svs: ‘An exclusive contract states that
one party to the contract will only deal with thier party for some set of transactions’. For
example, a wholesale supplier and a retailer megler into a contract excluding other
suppliers from selling through that particular iieta Consequently, these suppliers are
foreclosed from serving the market through thidipalar retailer. Alternatively, a retailer
might enter into a contract with a supplier exchglother retailers from selling goods
manufactured by that supplier. These retailergtae foreclosed from serving that particular
supplier's goods to the market.

Starting from the premise that market power eadfser upstream or downstream, a theory of
foreclosure should show that foreclosure is anldayivim strategy. Of course the next question
should be: what are the welfare consequences etlfisure?° In this chapter, we will concern
ourselves with the first question. Answering theas®l question requires an assessment of the
presence and magnitude of both welfare decreasidgvalfare increasing effects.

® These are similar to the three steps proposed by the EC in their draft guidelines on the assessment of non-horizontal
mergers, (1) ability to foreclose (2) incentive to foreclose and (3) impact on effective competition.
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Figure 2.1

Input foreclosure versus customer foreclosure

Itis common (see e.g. EC, 2007) to distinguish types of vertical foreclosure: input
foreclosure and customer foreclosurgut foreclosurearises when an upstream firm (also
called ‘producer’ or ‘supplier’ or ‘manufacture®jther refuses to supply a downstream firm
(also called ‘retailer’ or ‘seller’) or raises tipeice of its input, while a competing retailer is
supplied or provided input at a lower price. Thisreases the profit of the competing retailer.
The producer might engage in this type of exclusigiehaviour if it expects that it can
appropriate some of the additional gains resulfiog the increased profits of the advantaged
retailer. Input foreclosure might for instance acttuough a vertical (exclusive) contract
between the producer and the retailer, or becdesprbducer vertically integrates with this
retailer (in which case the advantaged retailer ssibsidiary of the producer itself).

While input foreclosure involves harming a downatrecompetitorcustomer foreclosure
amounts to a downstream retailer buying from orapcer, but refusing to buy supplies from
competing upstream producers. This reduces the nigtfion the upstream competitor's
products. Under the assumption that this incretiesompetitor’s marginal costs or induces
exit, customer foreclosure reduces the competjiressure on the upstream producer. The
downstream retailer may benefit from such a stsateiy can appropriate some of the upstream

producer’s additional gains.

The simplest situation

We can illustrate the various types of foreclosare] analyse the conditions in which they
might occur, by focussing first on the simplestiatgular’ situation in which there are three
firms, either two producers and one retailer, oo t&tailers and one producer (see figure 1). In
first instance, we assume that the retailer hathalmarket power and makes take-it-or-leave-it

offers to the suppliers A and B.

downstream and upstream monopo  ly

Supplier A Supplier B Supplier

N N

Retailer Retailer 1 Retailer 2

Downstream monopoly
To see the Chicago argument at work, considematsin where a monopolist retailer buys an
upstream good from two symmetric competitive maatufeers, depicted in the panel on the left
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hand side in figure 2.1. The central question igthhr the retailer has an incentive to engage in
customer foreclosure of one of the manufacturersyrder to reduce upstream competition (i.e.
to engage in customer foreclosure). The answde&ly no: the retailer can control the
guantities it buys from either manufacturer, arstriet them to supply the monopoly quantity.

If the upstream goods are homogeneous and magiodliction costs are constant, this implies
that the monopolist would conclude contracts witthtmanufacturers that in aggregate add up
to the monopoly quantity. In this case any distiiu of this aggregate quantity would do. All
rents would be appropriated by the monopdfist.

This argument remains valid if we look at it frohetpoint of view of the manufacturers,
where these two make take-it-or-leave-it offerthim monopoly retailer (Bernheim and
Whinston, 1998). In this case, Bernheim and Whimstoow that the monopoly profit can be
realised using a simple two-part tariff consistofg wholesale price and a fixed fee. Again,
customer foreclosure would appear to give the escetumanufacturer monopoly leverage over
the retailer (since his upstream competitor has leaeluded from the market). However, since
the upstream manufacturers A and B compete oveglibe exclusive supplier, these rents are
dissipated (i.e. left to the retailer), and the ofaoturer can only extract a profit insofar as his
product has higher value (or lower cost) than hial's, as claimed by the Chicago School
critics. If optimal supplies (in terms of the agga¢e profits of retailer and manufacturers)
involve supplies from both manufacturers to thaitet — which would be the case for instance
if the upstream goods are differentiated, or if¢hare diseconomies of scale in production
then both manufacturers can do strictly bettelndéfytdo not resort to exclusivity, but instead
supply their share of the optimal quantities. Femlegeneous goods and constant marginal
production costs, on the other hand, the monopatstld appropriate all rents and conclude
contracts with both manufacturers that in aggregdteup to the monopoly quantity.

Upstream monopoly

The story changes and the Chicago argument breaks dewhwe consider the reverse
industry structure: the case of a monopolist preduand a retail duopoly, depicted in the panel
on the right hand side in figure 2.1. In this cagrit foreclosure might take place, in which the
monopoly producer only supplies one of the retajlsay retailer 1 (or, more generally, supplies
the other retailer, i.e. retailer 2, at less faadale conditions), in order to decrease competition
in the downstream market. The rationale for thisildde to increase total downstream profits,
which the monopolist could appropriate througkciistract with retailer 1.

A valid question is whether exclusion is necessamgchieve this goal: again, at first sight, the
Chicago argument suggests it is not. Since the puigh controls all (upstream) production, it
could be expected to distribute exactly that outpat maximises total industry profits (e.g. the

" The indeterminacy results from the assumption of constant marginal costs. In contrast, if marginal costs are increasing,
the retailer would prefer to buy exactly half of the monopoly quantity from either manufacturer, in order to minimise
production costs. With decreasing marginal costs, the monopolist would buy from one producer only.
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monopoly output if the retailers’ final goods a@iogeneous). Given its monopoly position it
would then, through its supply contracts, extraese profits from the competing retailers.
Whether it singles out one retailer for servingomers, or makes use of the services of both,
should not matter in the homogeneous good case.

However, as pointed out by Hart and Tirole (1998 also Rey and Tirole (2006), the
monopolist may fail to maximise total industry ptsf in spite of its pivotal position in the
industry, as a consequence of a commitment problénile bargaining with either retailer, the
monopolist would recognise that it can increasgoitst profits with that retaileat the expense
of the other retailerin a hypothetical equilibrium in which the mondipbsupplies half the
monopoly quantity to the one retailers, the otlegaiter and the supplier can increase their
combined profit by selling an additional quantiyhile this decreases total industry profits
(since these are maximised for the monopoly quanittwould be the other retailer bearing the
costs (as a result of lower final market prices)e Thanufacturer and the deviating retailer
jointly increase their earnings (and can distribthiese gains through the contract they
conclude)?

Of course, either retailer would anticipate sucpantunistic behaviour by the manufacturer
and would not be willing to sign the initial conttalnstead, optimal contracts in this case turn
out to involve duopoly quantities and prices, etleugh production is controlled by a
monopolist. To see this, note that the monopolfisinaizes joint profit with each retailer
separately. Therefore, for a given quantity produiog retailer 1 (retailer 2), it will react by
contracting the optimal quantity with retailer 2tiler 1). In equilibrium, the optimal reaction
to its contract with retailer 1 (retailer 2) shoulild the contract with retailer 2 (retailer 1). This
exactly the equilibrium condition in a Cournot debp

Explicit foreclosure through an exclusive salestragt in this case does provide additional
value for the monopolist the contract allows it to commit not to sell (@pfinistically) to the
retailer’s rival. Unlike in the above example ostamer foreclosure, here the Chicago School
argument breaks down, and exclusive contracts aanmto effectively monopolise the
consumer market. Vertical integration is anotheangeof committing not to deliver. If the
upstream monopolist integrates with one of the d&imeam retailers, it effectively internalises
the effects of any opportunistic behaviour. Othertical restraints such as RPM can be

interpreted analogously.

2 Note that this requires that the contract offers are not publicly observable. If contracts are publicly observable, whether or
not the Chicago result holds depends on the distribution of bargaining power. If the supplier makes a take-it-or-leave-it offer
the monopoly profit can still be realized and the Chicago result remains valid. If the retailers make take-it-or-leave-it, the
Chicago result fails because each retailer has an incentive to free-ride on the other retailers’ revenues, see Rey et al.
(2006).
3 Provided the downstream market is sufficiently homogeneous.
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Passive, active and wary beliefs

When the upstream monopolist makes secret offers to competing retailers, the equilibrium outcome depends on
retailers’ conjectures or beliefs about the contract offered to its rivals. These are the beliefs of retailers when they
receive an offer from the supplier about the offer received by other retailers. Hart and Tirole (1990) assume so-called
passive beliefs: the retailer receiving a deviating offer believes that the other retailers are still being offered their
equilibrium contracts. The supplier is then faced with the commitment problem described above. McAfee and Schwartz
(1994) point out that under so-called active beliefs the commitment problem disappears. Under active beliefs a retailer
receiving an out-of-equilibrium offer assumes that its competitors receive the same deviating offer. In this case, the
supplier can credibly commit to charging the monopoly price. Rey and Verge (2004) consider a third variant and assume
so-called wary beliefs. These imply that retailers’ beliefs are consistent with the suppliers’ incentives. A retailer offered a
particular contract believes that given the out-of-equilibrium offer received the supplier offers optimal contracts to the
other retailers. Under wary beliefs, the commitment problem survives, but is less severe.

Allowing the monopolist to offer a menu of contracts, Segal and Whinston (2003) derive general conditions, independent
of the beliefs held by retailers, for an equilibrium of the bidding game of retailers and suppliers to exist. They show that
this equilibrium converges to the competitive outcome if the number of firms becomes large. Thus, if there are many
retailers, the commitment problem leads to a competitive equilibrium, no matter what beliefs retailers hold.

Contracting externalities

The underlying reason for the difference betweent#o scenarios was analysed by Bernheim

and Whinston (1998). They conclude that a necessarglition for exclusive contracts to be

optimal when exercising market power is that thefifs of at least one of the duopolists, given

the contract it has concluded with the monopadisquld depend directly on the contract the

monopolist concludes with its rival. Such depen@eisaeferred to as a contracting externality.

In the example of customer foreclosure (i.e. twettgam retailers and one downstream
monopolist), given the contract a retailer has aated with the monopolist, either
manufacturer will be indifferent to the contractitten with its rival. Total profits are only
decided by the price structure agreed upon in ¢timract, its own production costs, and the
guantity it chooses to sell. In contrast, in theosel case of input foreclosure, either retailer's
profits depend not only on its own costs and cantnath the manufacturer, but also on the
price in the downstream market. This price is @aéfddn turn by the (contracted) sales of the
manufacturer to the rival retailer. The dependesfagne retailer’s profits on the contract
between the manufacturer and the other retailercisntracting externality, and opens the

possibility that an exclusive contract is profitbl

The firm’s response to externalities

Contracting externalities lead to scope for oppasgmn on the part of the monopolist: it has an

incentive to extract profits from one contract gasthen bargaining with a competitor. In effect,

the monopolist treats the retailers as if they vaartive in separate markets, even if the retailers

experience a strong interdependency. In respohedirim’s contracting parties, anticipating
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such opportunistic behaviour, will behave more icaudly, preventing optimal (from the point
of view of an integrated structure) exercise of keapower.

Various strategies are available to the monoptdisésolve this problem and restore its
market power. Clearly, such strategies should dgireducing the scope for opportunism on the
part of the monopolist, and allow it to commit notexpropriate its contracting partner instead.

One form of commitment is through contracts: thenomolist may contractually bind itself
to certain behaviour regarding its sales to thepeiing agent. One simple such contract is an
exclusive sales contract, which specifies thatalessat all are made to the competitor (but no
pricing structure is specified). In this case fdosare is complete. In some cases the monopolist
may sacrifice some efficiency by writing such simpkclusive contracts. For example, if both
downstream retailers are differentiated, then tlyddst total industry profits would involve
some sales through both retailers, and exclusiaisléo strictly lower aggregate profits. In this
case it would be preferable if parties could spetfal sales to both retailers more precisely
(such contractual terms may prove harder to vérifwever).

A second, in some way more flexible, solution ayeenentioned above would be vertical
integration. If the monopolist integrates with afehe agents, it will internalise any
externalities vis-a-vis this agent in its contragtbehaviour with the competitor. Take again the
example of the two competing retailers: verticaégration with retailer 1 would take away its
incentives to oversell the market through retalelt would then cut in its own profits through
its downstream subsidiary. In case of differentdalewnstream goods, the monopolist could
even sell positive quantity (though not necesdagyoiptimal quantity) to retailer 2.

Vertical agreements such as RPM and MFN-clauseslsarbe viewed as means of
committing not to deliver opportunistically to ga#er’'s downstream rivals at lower prices. For
example, RPM (whereby the retail price for all ilets is set by the manufacturer instead of the
retailer) allows the manufacturer to set the reqidite close to the wholesale price, thereby
internalising effects of selling additional quaietit through other retailers.

Finally, as discussed by Rey and Tirole (2006)yla&ipn may help the monopolist to
commit. For example, if regulation forces the mooltgt to make non-discriminatory offers, it
can use this restraint on its behaviour to commiefraining from disadvantaging either
retailer. In this case, the agents’ observatioarof offer they receive gives them, by the non-
discrimination requirement, the information on tr@mpetitor’s offer. Thus in a way non-
discrimination clauses force so-called active bgl{discussed in the textbox ‘Passive, active
and wary beliefs’ above) upon the retailers. Iis 8ituation, the monopolist could for instance
offer half the monopoly quantity to either playand extract full monopoly rents from them.

Downstream Bertrand competition
The commitment problem discussed above was figsitified by Hart and Tirole (1990) for
downstream Cournot competition. Under downstreamr&ed competition with differentiated
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products the commitment problem persists, but aittadditional twist (O’Brien and Shaffer
(1992), Rey and Vergé (2004)). Consider an upstraapplier contracting with two
downstream retailers. For simplicity we restrictsrlves to a two part tariff consisting of a
fixed and a variable part. The upstream supplieosks the variable part to optimize its joint
profit with retailer 1, assuming the contract wittailer 2 to be fixed? Under Cournot
competition a change in the variable price chatga@tailer 1 affects the bilateral profit of
retailer 1 and the upstream supplier in the uswgl:whe total quantity sold changes and the
price-cost mark-up changes. If these were the efibcts on bilateral profits under Bertrand
competition, the results from Cournot competitioould straightforwardly carry over to the
Bertrand case. In equilibrium the supplier wouldugfe a variable fee equal to its upstream
marginal costs and both firms would charge duojpoiges (instead of producing the duopoly
guantities). However, a change in the wholesaleeprharged to the one retailer also affects the
market share of the other retailer. Under Courmanhjgetition, retailer 1 and the supplier
optimize their joint profits assuming that the gtitgrproduced by retailer 2 is fixed. Therefore
under Cournot competition this indirect effect does influence the variable price set by the
upstream supplier. Under Bertrand competition picestead of quantities are the strategic
variables and the indirect effect on the quantiydpiced by retailer 2 is taken into account
when optimizing the variable fé2.

To identify a possible equilibrium, note that foetquantity sold to retailer 2 the supplier
earns the variable fee minus the supplier's matgiasts. If the variable fee equals the
suppliers’ marginal costs, the indirect effect gisaars: changes in retailer 2's market share
then do not affect the bilateral profit becausephait margin on an extra unit sold to retailer 2
is zero. Therefore, the equilibrium in the abseoicthis effect (with the upstream transfer price
equal to marginal costs and downstream prices @qubk Bertrand duopoly prices) is still a
candidate for the equilibrium in the case of Bertt@ompetition (O’Brien and Shaffer (1992)).

In some cases, this is indeed the equilibrium. Haarefor passive beliefs, it turns out that
the candidate equilibrium is not a maximum if thess-price elasticity is at least half the own
price elasticity. In this case, profitable deviagahat involve changing both contracts at the
same time are possible and an equilibrium doegxist. Rey and Vergé (2004) address this
problem by assuming so-called wary beliefs (disedss textbox ‘Passive, active and wary
beliefs’ above). These imply that a retailer’s bfdiare consistent with the supplier's
incentives. If one retailer is offered a particutantract, it believes that the producer offers the
other retailers’ optimal contracts given this pautar offer'® They show that under wary
beliefs, an equilibrium always exists. It showst e commitment problem is robust and does
not critically depend on particular beliefs heldreyailers or the type of competition.

* The retailers have passive beliefs.

*® This indirect effect is similar to the ‘collusive’ effect identified by Chen (2001) and the ‘accommodation’ effect identified by
Bourreau et al. (2007) in oligopolistic markets. These papers will be discussed below.

16 Under Cournot competition and unobservability of contracts, wary and passive beliefs are equivalent.
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Linear contracts

Nonlinear contracts specify a specific transfer for every quantity sold. In general, the relation between quantity and
transfer is nonlinear, as for example in the case of a two part tariff. Linear contracts specify a constant price per unit

quantity. For these contracts the relation between transfer and quantity is linear.

In some situations, general nonlinear contracts may not be feasible. If goods are (easily) tradable, nonlinear contracts
give rise to arbitrage opportunities and will therefore not be used. Suppliers will instead write linear contracts. Also, in
the presence of information asymmetry fully general non-linear contracts might not be feasible. Incentive compatibility

constraints then restrict the contracts that can be offered (see Martimort and Stole (2003)).

If foreclosure is not optimal when non-linear contracts can be written, it can still be profitable if the available contracts
are constrained, in particular when only linear contract are available. If contracts are constrained to be linear, a
manufacturer cannot extract all that its product is worth and it might not be possible to optimize joint profit. For example,
in the case of downstream and upstream market power double marginalisation prevents the monopoly profit to be
realised. Matthewson and Winters (1987) find that exclusion can be profitable if contracts are restricted to be linear, in
sharp contrast with findings by for example O'Brien and Shaffer (1997) or Bernheim and Whinston (1998). However in
Matthewson and Winters (1987), foreclosure will often not be credible, as noted by Church (2004). In most cases, it will

be profit-maximizing for the integrated firm to sell the product of its non-integrated upstream competitor.

2.5 Foreclosure and bilateral oligopoly

Up to now, we have been mainly concerned with floaae by a single upstream or
downstream monopolist. However, in many marketsre/lugstream or downstream market
power exists, both upstream and downstream maaketsligopolistic (a so-called bilateral
oligopoly). In these markets, in addition to doweain retailers also upstream suppliers may be
foreclosed. This so-called customer foreclosuguilitatively different from input foreclosure.

The question is how the analysis of foreclosurmarkets with an upstream or downstream
monopoly generalizes to bilateral oligopolies. tld#ion to the ones already mentioned in
paragraph 2.4, the following additional issue naisea (3) If foreclosure is an equilibrium
strategy, to what extent are the exclusive corigaetms affected by upstream competition?

An important feature in bilateral oligopolies i®thlevel of vertical integration. As argued
in the previous section, if there exists a monopgdgtream or downstream, vertical integration
can be a strategy to protect monopoly power froenctbhmmitment problem that arises in the
face of downstream competition.

We consider three broad types of market structdifésring in their level of vertical
integration. The first type, depicted on the ledhd side in figure 2.2 below, consists of an
oligopoly both upstream and downstream and noacagdrintegration. The second market
structure, depicted in the middle of figure 2.2siimilar to the first except that one of both
vertical pairs has integrated into one verticaltgntonsisting of an upstream and a
downstream division. How does vertical integratioftuence the integrated firm’s incentive to
supply non-integrated downstream rivals? In paldicludoes the integrated firm have an
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incentive to foreclose access or “raise its dovaastr rival’s costs”? The final configuration,
depicted on the right hand side in figure 2.2, thase firms at the downstream level and two
firms at the upstream level that are verticalleigrated with two of the downstream firrfis.
When is it optimal for the vertically integratedrfis to exclude the downstream retailer?

Figure 2.2 Three market structures with bi  lateral oligopoly, and vertical integration

Supplier A Supplier B | Supplier A |i | Supplier B ‘ Supplier A ‘ Supplier B

Retailer 1 Retailer 2 !| Retailer 1 |! Retailer 2 !| Retailer 1 | Retailer 2 Retailer 3
251 Bilateral oligopoly without vertical integrat ion

We first focus on the first panel in figure 2.1etbase of oligopoly up- and downstream,
without vertical ownership ties. Here the theoratiterature is much less systematically
developed than in the previously considered ‘tridag market structures. Although full
understanding of this (practically relevant) castatking, some insights about the general
picture may be gleaned from specific case analysetiscussing such insights we again
distinguish two types of foreclosure through exilesontracts, input foreclosure (where a
supplier refuses to deal with a particular retdilerd customer foreclosure (where a retailer

commits not to buy from a particular supplier).

Input foreclosure
The case of input foreclosure is not substantidiffierent from the upstream monopoly case.
For that market structure, we found that input éwsure is a response to a commitment
problem by a supplier wishing to use his market @owBy contractually excluding sales to a
rival retailer, the supplier solves the problentthia sales to this rival would damage the first
retailer’s profits.

Clearly, if upstream suppliers have significant keampower (e.g. because their products are
substantially differentiated, or because one seppias a significant cost advantage over his
upstream rivals), the same argument as in the n@paase continues to hold and exclusive

contracts remain an equilibrium.

" Of course there also exist market structures with partial integration. Supermarkets and their suppliers are an example with
more than two upstream and downstream firms that are not vertically integrated. Cement production and building activities,
brewers and pubs in the UK are examples with more than two upstream and downstream firms and partial vertical
integration.
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In contrast, without significant market power thex@o reason for exclusion. Bertrand
competition among upstream suppliers leads todvedt (marginal) cost firm supplying the
retailers at a price equal to the runner-up supplimosts (see e.g. Ordover et al., 1990, or Chen,
2001, Hart and Tirole, 1990). Foreclosure is intscases not an issue.

To see this switch from no foreclosure to forectesas market power increases, consider
the case where one supplier has a cost advantagdiswival supplier, and both may sell their
goods to a Cournot retailer duopoly. Can an exetusbntract be optimal for the efficient
supplier if there is a bypass opportunity throulgd fess efficient supplier? In this case, the
excluded downstream firm and the inefficient sugplvould jointly produce the best response
to the (low-cost) exclusive combination’s suppli@sd the market outcome would be the
asymmetric cost Cournot equilibrium. If as we assdnupstream firms make the offers, they
will appropriate the profits. For the efficient qligr, the trade-off is therefore between
producing twice the symmetric Cournot quantitiei virites a common contract, and
compensating the retailers for their outside ogifmhich is buying from the inefficient
supplier), as shown by Hart and Tirole (1990), mducing the asymmetric Cournot quantity if
it writes an exclusive contract (and again comptngahe exclusive retailer for not buying
from the inefficient supplier). Clearly, in the linthat the bypass supplier is very inefficient an
exclusive contract is optimal. The presence ofitleéficient supplier then does not limit the
terms of contract the efficient supplier can off€both suppliers are equally efficient, they will
be indifferent between the two types of contracittBexclusive as well as common contracts
then yield zero profit. For a small efficiency gagommon contract is optimal. The common
profit is then roughly twice the exclusive profit.

We saw in the monopoly case that banning priceridistation might be welfare reducing,
since it allows the monopolist to commit not to &ed opportunistically and sell only the
monopoly quantity through both retailers, ratherttthe duopoly quantity. Interestingly, in the
presence of the inefficient bypass opportunity thiult need not hold anymore (Caprice,
2006). In bargaining with the efficient suppliegtailers have the outside option of accepting
the inefficient supplier’s offer. A lower variabjice reduces the value from this outside
option, allowing the supplier to extract more bamgay surplus through a fixed fee. In
equilibrium this leads the efficient supplier tauee its variable price component below
marginal costs (thereby increasing output). Whil¢his way total industry profits are reduced,
the share that the monopolist receives will bedarg

Customer foreclosure

For the case of customer foreclosure, there isaditqtively new aspect compared to the retailer
monopoly situation analysed in the previous secti@r a monopoly retailer, customer
foreclosure is no equilibrium since the single itetacan perfectly coordinate sales from all
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competing suppliers, achieving the joint profit nimising outcome for the whole sector. There
are no contracting externalities, in short.

This is no longer true for the case of multipleamul downstream players. If the contracting
choices of a retailer impact intensity of competitbetween suppliers, one retailer's
contracting choices affects his rival’s opportwstia contracting externality is introduced.

To illustrate this effect, we start the analysishva situation which is close to the upstream
monopoly case studied in the previous sector. Agesnow that in addition to the upstream
monopolist, there is a second upstream firm that emder the industry. We might say that
upstream, there is ‘almost a duopoly’. FollowingsRaisen et al. (1991) and Segal and
Whinston (2000), in this situation the monopolistying a first mover advantage, may use
exclusive contracting with its downstream custonterdeter entry of its upstream rival (see
also Whinston, 2006, for a discussion).

Downstream customers of the upstream firm wouldafiefit from the entry of the second
upstream firm, as this would introduce fiercer cetitpon upstream (and hence higher
downstream rents). If they expect the second ugstiiem to enter they would not be easily
enticed to sign an exclusive agreement, exceppéata which reflects the higher upstream
competition.

Suppose now, however, that there are economiesat¥:ghe upstream firm can only enter
profitably if it succeeds in contracting with mpl& downstream firms. This may for instance
be the result of fixed entry costs. If all but at@vnstream firms sign an exclusive contract
with the incumbent, entry would not take placethis case, clearly it would be beneficial to
downstream firms to coordinate and avoid endingvith monopoly. There is however now a
contracting externality between firms: any firm s@ning up to an exclusive contract with the
incumbent creates positive benefit for the othemmstream firms. If contracting occurs
bilaterally between the monopolist and the dowrstrdirms, individual retailers do not take
this externality into account in when acceptingejecting a contract. The monopolist can then
use the externality and exclusive contracts mayltes

To see this result, more clearly suppose the bieokfipstream entry to each downstream
firm is b. The upstream firm may now offer (slightly moramfb to all but one firm (which
they would accept) and extract the monopoly prioenfthe last firm (who cannot on its own
induce upstream entry). It can even do better thahby approaching the downstream firms
sequentially: if the first firm approached declirthe offer of (slightly less than) the monopoly
price, the incumbent may threaten to offer alldaling downstream firms a contract including
paymentb, making the initial firm worse off. In equilibriupall downstream firms accept the
contract at negligible cost to the incumiént

%8 Conditions under which this costless (to the incumbent) exclusion can occur in general are derived by Segal and Whinston
(2003).
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The results of this model are modified if all dowwaam agents compete as retailers in the same
market. If downstream competition is fierce, a fiawhieving lower input costs can attract large
volumes of final sales. Because market demandsertdid to low cost retailers, economies of
scale are realised through contracting with onéviddal retailer. In the extreme case,
contracting with even a single retailer can be ghofer an entrant to profitably enter the

market. The first mover advantage will then be letsvant (Fumagalli and Motta, 2002).
However, if retailers can pass on the higher coktaonopoly to their customers, their
incentives to contract with the entrant may be cedu

Exclusive contracting may therefore occur as aegato prevent entry by rivals. It requires

that the entrant needs contracts with multiplea@ustrs as a result of economies of scale. In this
case the incumbent’s strategy is to make sureathad moment in time enough contracts to
make entry possible are up for renewal.

Although formally less well analysed, it may be girved that a similar strategy continuous
to be viable if there is no first-mover advantagette incumbent, so that both suppliers are
present in the (first) contracting stage (Whins@®06). The basic requirement is that one
supplier can benefit from a lack of coordinationtba part of retailers, and execute a strategy
of ‘divide and conquer’ (Inderst and MazzarottaQ&p

Linear contracts

Some models look specifically at situations where suppliers can only conclude linear contracts. Besanko and Perry

(1994) study the effects of exclusive dealing in a model with multiple manufacturers and multiple retailers, where two

symmetric manufacturers sell differentiated brands to retailers (charging linear prices) and the retailers are spatially

differentiated (a Hotelling type of model with consumers on a circle). There is free entry by symmetric retailers. Without

exclusive dealing, retailers carry both brands. With exclusive dealing, they carry only one brand. By assumption,

manufacturers cannot sign exclusive contracts with all sellers. Therefore, neither manufacturer is ever excluded from the

market. They find that under exclusive dealing manufacturer profits are higher, providing an incentive to insist on

exclusive contracts. Exclusive dealing also leads to higher prices and higher transportation costs for consumers. In the

case of exclusivity, increased retail entry due to higher prices and lower fixed costs (inventory and store space) result in

ambiguous welfare effects.

252

Bilateral oligopoly with vertical integration
In this section, we consider the incentive to ftwse in markets with a bilateral oligopoly and
partial vertical integration. Vertical integrati@hanges the incentives of a firm producing a key
input, by internalizing the effects of its wholesglrice setting on the profits of its downstream
affiliate. The literature on the potential pro- atti-competitive effects of vertical integration
has been discussed extensively in recent reviewrpdyy Church (2004) and Bishop et al.
(2005). We will focus on the implications for thessr of foreclosure.

Again, it is common to distinguish between two giéfnt types of foreclosure. Input
foreclosure arises when post-merger the integrtatedraises the price for its product in the
upstream market, or completely withdraws from thirket. Customer foreclosure arises when
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post-merger the integrated firm no longer buys trfpam upstream competitors. However, with
bilateral oligopoly, the two can not easily be gaped. If post-merger a vertically integrated
firm withdraws from the wholesale market, it no d¢rem sells in the upstream market, which
implies input foreclosure, but at the same timasb no longer buys in the upstream market,
which implies customer foreclosure.

Consider a market with two upstream supplier, whkesone supplier is more efficient
(lower marginal costs) than the other, and two dstveaam retailers. We saw in section 2.4 that
without integration and in the absence of exclusiestracts, the efficient upstream firm in
aggregate supplies the Cournot duopoly quantitiddiv between both retail channels. In
contrast, if exclusion is optimal, outcomes woulddlve some production by the inefficient
supplier who then supplies the remaining unintegtatownstream retailer (Hart and
Tirole,1990).

Vertical integration changes that picture. If thiceency gap between the efficient and the
inefficient supplier is not too big exclusion oflawnstream firm is never optimal. It is then
always more profitable for the integrated efficiéinn to also supply the rival retailer a
guantity corresponding to what it would supplyti€ontracted with the inefficient supplier. If
the vertically integrated firm would not supply iten-integrated downstream rival, its
inefficient upstream competitor would. Therefoites vertically integrated firm is better off
earning some extra profit by supplying its dowrsitrerival. In equilibrium then, the market
outcome is that of an asymmetric Cournot equilitiiwvhere the integrated firm sells the
(lower) quantity to the rival supplier at a priogual to the inefficient supplier’s cost. In the
presence of less efficient bypass, vertical intignacan thus lead to a more efficient outcome
than exclusive dealing. In the latter case, thertgtkgam firm that is excluded from contracting
with the efficient supplier would be forced to biugm the less efficient alternative supplier.
This entails a welfare loss compared to the sibmatvhere this firm is supplied by the more
efficient supplier. However, if the efficiency ghptween the efficient and the inefficient
supplier becomes too large, the monopoly outconteitedy and the rival retailer is fully
excluded from the market (i.e. produces zero gtigntexclusion might then be socially
optimal because the alternative would be produdiipan inefficient supplier.

Explaining when firms find it profit maximizing nad supply downstream competitors, or
to supply them at high prices, is the core of ath®f foreclosure. If foreclosure arises due to a
merger, it should be an equilibrium strategy in plest-merger market structure. Viewed in this
light, some core papers on the foreclosure effettaergers (Salinger (1988), who considers
strategic substitutes and Ordover et al. (1990) edrsiders strategic complements) are more
relevant in assessing the potential impact of merga competitiorunder the assumption that
foreclosure arisesthan in assessing under what circumstances wadska&pect foreclosure to
occur. In essence, these papers simply assumpdsimerger a firm can commit not to buy or
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sell in the upstream market (Reiffen (1999)While this assumption may seem intuitive (as the
resulting act of foreclosure ‘raises the downstreaal’'s costs’, it improves the vertically
integrated firm’s profit in the downstream markéthas been demonstrated that in simple
models, such foreclosure is not an equilibriumtstyg. (In addition, the results seem to rely on
an assumption of linear contracts between up- amhdtream rivals.) Without additional
commitment mechanisms, foreclosure is no longegaarlibrium and participating in the
upstream market is profitable (Gaudet and Long §)2®d Higgins (1999)). To assess the
guestion whether or not a risk of foreclosure exite to a particular merger, an assessment of
the credibility of this commitment is required.

One approach to resolving the commitment problgrasforward by the original authors in
response to criticisms along these lines (Ordovat.e1992), relies on introducing a specific
dynamic contracting game. This approach has ledioe controversy as well, see church
(2004) for a summary. Some alternative mechanisaws been proposed that allow vertically
merged firms to credibly commit to foreclose. Chod Yi (2002) and Avenel and Barlet
(2000) introduce commitment by allowing verticailegrated firms to choose for specific
instead of generic technologies. If a verticallegrated pair of upstream and downstream firms
chooses a specific technology (which requires ngakimex ante investment), they can no
longer participate in the upstream market. Suchna@stment then creates the commitment not
to participate in the upstream market for the imediary good (which would require the
generic technology). Non-integrated firms can @&lsoose to invest in such technologies, but
will not do so due to the risk of ex post approtfivia (hold-up problem). Although this does
provide a way in which credible commitment (nostgply) can be achieved, it still has to be
verified that making this commitment is in fact uable for the integrated firm. In Choi and Yi,
the gains of such a strategy are a result of assongpon differences in profitability between
specialised versus general technology markets.

Chen (2001) introduces efficiency differences wgetn (asymmetric marginal costs) and a
switching cost if a downstream firm wants to chasgpplier. In this setup, if a merged firm
supplies a downstream rival it has an incentiveaise its downstream prices, since higher
downstream prices increase the demand for theegrated downstream firm’s product. This in
turn increases upstream demand for the intermegratguct, which increases profits for the
integrated firm’s upstream division. The softenafglownstream competition as a result of
supplies to a rival influences this rival’s choimfinput supplier. In the upstream market, the
integrated firm can charge a mark-up as a resttsdfigher efficiency compared to upstream
(non-integrated) rivals. There is no incentive datounter merger. On the one hand a counter

* Ordover et al. (1990) assume that the vertically integrated firm can commit either not to participate in the upstream
market, or to supply the non-integrated firm downstream firm if the price charged by the remaining upstream firm becomes
too high. How this commitment is achieved is not explained. Salinger (1988) makes strong assumptions which ensure that
the vertically integrated firm do not supply non-integrated downstream competitors (i.e. they do not participate in the
intermediate good market). In particular, his model assumes that downstream firms are quantity setters in the retail market,
but price takers when demanding a fixed proportions input in the wholesale market.
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2.5.3

merger would increase downstream competition, lavgedownstream prices (which lowers
profit), on the other hand it would increase thekatishare of the unintegrated upstream firm
because it is no longer excluded (which increasestp Chen shows that the downstream
losses outweigh the upstream gains. Note thatibishanism only works if there is
downstream Bertrand competition. If there is Coticampetition, when choosing its output the
integrated firms takes the market share of thetegmnated downstream retailer as given. The
integrated firm’s upstream pricing decision is #fere not linked to its quantity choices the in

downstream market.

Multiple vertical integration and downstream entry

We conclude this section by considering a particcdese of a vertically integrated market
structure, namely one in which all upstream firmesiategrated, and the question is to what
extent these firms will accommodate downstream {intggrated) entry. This situation is of
considerable importance in practice, as in mangsapstream bottleneck owners are active
downstream already. An example is the telecommtinite market in the Netherlands, where
multiple networks (e.g. DSL and cable) are presdiriroviding more or less the same
downstream services. The issue here is to whahedt®vnstream entrants are provided access
onto the oligopoly networks in the absence of ratioh. Similarly, in renewable energy
production, upstream producers often are integraiéiddownstream retailers, and if the
market for renewable certificates is concentratiee question is whether independent retailers
will have access to such certificates.

We limit ourselves to downstream Cournot compeiitmd consider the case of general
non-linear contracts. In this case we can applyhberetical framework developed by
Bernheim and Whinston (1998)As discussed in section 2.4 they study non-limeatracts in
a market with contracting externalities betweentigasn suppliers and downstream retailers. A
market with two vertically integrated suppliers qoeting downstream and one downstream
entrant contracting with the suppliers constit@emncrete example of such a configuration. A
contracting externality arises because the conbreivteen the entrant and the one supplier
directly affects the profit of the other suppliaho is not included in the contract negotiations.

In principle, there are three possible outcomestFéxclusion might be the equilibrium. In
this case, neither upstream firm supplies the doneam entrant. For each firm it should
therefore be optimal not to supply given that ttreeofirm does not supply. Second, the
equilibrium might be an exclusive contract betweee of the suppliers and the entrant. By
signing with the one supplier it foregoes the opmaity of signing a contract with the other
upstream supplier. The terms of this exclusive @mtwill be influenced by this opportunity
cost and competition between the suppliers infleeribe terms of the contracts. Note that
although the contract is exclusive and one of tippker is excluded from selling to the entrant,

2 |f a contract between a supplier and the entrant is private
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this supplier is not excluded from the market. @ihthe equilibrium might be that both
suppliers supply the entrant. Bernheim and Whin§1®@98) call this a common contract.
Obviously, common contracts do not lead to exclusibany of the firms.

Exclusion

Exclusion is an equilibrium strategy if it is optirfor both suppliers to supply nothing to the
entrant given that the other supplier does not lsuppything. In particular, neither supplier
should want to deviate by offering a nonzero qugndi the entrant. If the one supplier doesn’t
provide access, the other supplier can offer araohextracting all the entrant’s rents (because
the entrant’s opportunity cost of signing the caatris zero). In addition, the non-linear
contract allows the supplier to determine the qiyaabld by the entrant. Therefore, the
supplier will simply maximize its profits plus that the entrant given that it competes with the
other vertically integrated supplier in the dowesim market. To assess whether foreclosure is
an equilibrium strategy if the suppliers use noredir contracts, the question is whether selling
nothing through the entrant is an optimal stratigya hypothetical entity that integrates the
entrant and one of the upstream suppliers.

Foreclosure will be optimal for such an integragediity if supplying the entrant with a
nonzero quantity reduces its profits relative te $ituation where the entrant produces nothing.
In general, it is hard to imagine markets with sagbroperty. If products are differentiated,
allowing the entrant to sell a nonzero quantitynany cases increases the total profit of the
downstream entrant and the upstream supplier. Thuspst models with differentiated goods
supplying the entrant with a nonzero quantity iiropl and blocking entry is not an
equilibrium?* In models with homogeneous goods, if retail castsequal the integrated entity
will be indifferent to which firm sells the produict the final market. Thus, exclusion of the
entrant will often not be an equilibrium stratefiyon-linear contracts can be written.

Exclusive contract with one of the suppliers

As in the monopoly case, the existence of contngatixternalities is crucial in determining
what types of contracts are optimal. The type aft@xts will be selected to maximize the joint
surplus of the vertically integrated supplier ahd éntrant (the first general principle noted by
Bernheim and Whinston (1998)). If there are no @mting externalities, either exclusive
contracts yield the same outcome as common costoa@ommon contracts dominate
exclusive ones. Therefore, a necessary (but néicuft) condition for exclusionary contracts
to be preferred to common contracts is that theoeilsl be contracting externalities present.
Competition between the vertically integrated sigyplin the downstream markets constitutes

2 An exception would be when the entrant’s retail costs are higher than the incumbents’, and goods are not very
heterogeneous. Then entry would not occur, but this would also be socially undesirable.
41



such an externality. Therefore, we might expect ith@aome cases exclusive contracts are
optimal if suppliers are vertically integrated.

If it is optimal for the one integrated suppliersiopply the non-integrated retailer if the
other integrated supplier does not, the two suppliéll compete to be the retailer’s supplier. In
this way they compete away part of their profite.What extent this happens is determined by
the profit of the vertically integrated firm thabels not supply the entrant. If downstream
competition is in quantities, and upstream comioetiin prices, competition between the
vertically integrated suppliers will always resmitaccess at marginal costs. However, if
downstream competition is in prices instead of djtias, the profit of the entrant’s supplier can
be lower than the profit of the other supplier bigher than the profit if both suppliers do not
supply the entrant. The supplying incumbent hamesntive to reduce its own output because
this raises downstream prices which increasestitrar’s market share and the supplying
incumbent’s profit from upstream sales. If thisteafng of downstream competition to increase
upstream profit happens, the vertically integréteds will not compete to be the entrant’s
supplier. In a way, supplying the entrant is simitaproducing a common good: both suppliers
benefit if the entrant is supplied, but both wdmra bther to supply him (Bourreau et al. 2007).

Linear contracts

Ordover and Shaffer (2006) assume linear pricing and consider a model with upstream and downstream Bertrand

competition. They show that if downstream entry results in so-called own-supplier cannibalization, equilibria exist where

no firm provides entry. Own-supplier cannibalization occurs if supplying an entrant mainly reduces the suppliers own

market share.”? On the other hand if entry results in so-called proportional cannibalization, the entrant is supplied at

marginal costs. Proportional cannibalization occurs if supplying an entrant equally reduces both suppliers’ market share.

2.6

Summary of the theory

Vertical foreclosure occurs when an individual firmone of two vertically related markets
directly or indirectly denies or limits access t®input. It is a common phenomenon in
vertically related markets and arises most oftea esnsequence of exclusive contracts or
vertical integration. Exclusive contracts restactupplier’s possible sales to other retailers or a
retailer from carrying other suppliers’ productss A result, the firms who are not party to the
contract are restricted in either their sourcingelting opportunity. Vertical integration
changes a firm’s incentives to supply to otherilets or to buy from other suppliers and may
lead a firm to withdraw from the intermediate gomdiarket. As a consequence,
competitiveness of the intermediate good’s markanges, affecting the vertically integrated

firm’'s competitors.

22 |n fact, with uniform prices own-supplier cannibalization implies that the entrant’s market share is obtained one for one
from the supplying incumbent’s market share.
42



Vertical foreclosure is not necessarily anti-conitpeg. Indeed, vertical integration and
exclusive contracts in most cases benefit consulneenhancing the efficiency of the
participating firms. The decentralized nature ofntoercial decisions that affect the efficiency
of the whole vertical structure creates exterreditwhich lead to inefficiencies. Vertical
integration and exclusive contracts can (partiahy@rnalize these externalities. Important
efficiency effects are the elimination of doublergiaalisation, the reduction of incentives to
free-ride and the elimination of hold-up problems.

Nevertheless, there are circumstances in whiclstiiaegies that lead to foreclosure lower
welfare; when the main motivation for restrictingcass to an input (for example by exclusive
contracts or vertical integration) is to put eféint rivals at a competitive disadvantage, or even
to force them to leave the market (or not entar ihe first place). Below we briefly sketch the
circumstances under which welfare reducing foraglesan occur. We distinguish between
three situations. First, there can be a monopaheeupstream or downstream. Second, there
can be an oligopoly both upstream and downstrednis. i$ called a bilateral oligopoly. Third,
there can be a bilateral oligopoly with verticakigration.

Monopoly

The theory of exclusive contracts is relatively lhelderstood for situations where either the
upstream or the downstream segment of the marlketrienopoly. In this case, economists of
the so-called Chicago school have argued that #rer@o anticompetitive motivations for
having exclusive contracts: the monopolist showdble to earn its monopoly profits anyway,
and cannot earn more than that by signing exclusiveracts. More recent literature has
challenged this view: while indeed exclusive coctsacannot increase profits beyond
monopoly profits, such contracts may be esserit#ié monopolist iprotectingits monopoly
profits. In other words, the market may be more petitive than suggested by the monopoly
position (and profits lower than monopoly profiis)the absence of exclusivity clauses or
similar agreements.

The condition under which this result holds (andeied, under which an anti-competitive
effect of exclusivity occurs) is that the non-moabpsegment’s firms should have profits that
directly depend on the contracts that the monopsigns with the other firms in this segment.
This condition is met, for instance, when the manigpis a supplier who contracts with
retailers that compete in the same market: indage, the monopolist's supplies to a retailer’s
rival affects the price in the downstream markat aence the retailer’s profit. It is not met,
conversely, if the retailers sell in different (Roampeting) markets, or if the monopolist is a
retailer who buys from non-monopoly suppliers whogsts do not depend on the supplies to
the monopolist from their rivals.
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Bilateral oligopoly

In bilateral oligopoly, both up- and downstream kedis are characterised by oligopoly
structures. While theory of such cases is not fatlstallised yet, various predictions emerge
from existing models.

The case for welfare reducing input foreclosursimsilar to that in the situation of upstream
monopoly. Provided the upstream oligopoly leadsigmificant market power for (any of) the
upstream firms, and downstream oligopoly is rekdincompetitive, input foreclosure may be
an equilibrium strategy protecting the upstreargagioly rents.

While, conversely, welfare reducing customer foseake was no issue in the monopoly
situations, it may manifest itself in the bilateotigopoly. Under the condition that at the
upstream level there are scale advantages, eheeresult of economies of scale in production
or as a consequence of network externalities ammongumers, exclusion of one of the
manufacturers can be an equilibrium. Since inthise multiple buyers are necessary to allow a
competitor to stay in the market, an upstream finay exclude his rival by exploiting
coordination difficulties among retailers. Thisexff may be reduced if downstream competition
is sufficiently fierce that an individual retaileray capture a large share of the market if it

prices below its rivals’ price levels.

Partial or full integration

If firms are vertically integrated, but face comipen in both up- and downstream markets,
exclusion of non-integrated rivals does not seetmetprofitable in many cases. Supplying
independent retailers or buying from independerdrénefficient) suppliers will often increase
profits ex post. A prerequisite for successful es@gdn seems to be that firms can somehow
commit not to supply to or buy from non-integratammpetitors. Such commitment may
originate in choosing firm specific technologies.

In markets with multiple vertically integrated fisptwo key questions should be answered.
First, is it profitable for an individual verticglintegrated firm to supply a non-integrated
retailer, if none of the other vertically integrdtrms does so? Sometimes supplying a non-
integrated retailer leads to own-product canniladion: the new retailer gains mainly at the
expense of the supplying firm’s market share. bt ttase, full exclusion can be a market
outcome. If the entrant also gains substantial etaskare from a competing integrated player,
at least one of the vertically integrated firmsl\wilpply a non-integrated retailer. Second, to
what extent do the vertically integrated supplewmpete to be the non-integrated retailer’s
supplier? The answer seems to depend on the ratdmvnstream competition. If retailers
compete mainly in quantities, competition to beribe-integrated retailer’s supplier will be
fierce and retailers will be supplied at compeétjwices. For price competition, there might be
no competition to be the non-integrated retailstipplier at all, implying that retailers will be
supplied at high prices.
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3.1

3.2

Empirical literature

In this section, we discuss the empirical literatan foreclosure. Although limited in scope, it
complements the competitive assessment on the digsise theory and the antitrust cases
discussed in the policy section.

Classification of empirical studies

Empirical papers fall in two categories. The ondolifactors stimulate vertical integration,
and matches these findings with the theory. Therattudies whether vertical restraints or
vertical integration have led to foreclosure (tbah be either naked exclusion or raising rivals'
costs) and if so, how efficiency was affected. &fincy is measured by changes in prices and
guantities after the vertical relationship was lelsshed. Decreasing prices or increasing
guantities show that production became more efficigielding lower costs, and consumers
were better off. The analyses mainly use priceraacket share data. However, cost data is
often not available due to its commercial sengitivi

The empirical literature on foreclosure can alselassified according to the techniques
used. A large group of studies apply the structumeduct-performance (SCP) paradigm and
estimate reduced models by using classical ecommmethniques such as cross-section, time
series and panel data analysis, natural experinegr@gent studies. Lafontaine and Slade (2005
and 2006) and Cooper et al. (2005) provide an sitersummary of this studies literature.
These models however do not allow for an identiftcaof the underlying microeconomic
parameters. To address this issue, structural mdeded on the equilibrium of economic
models for imperfect competition were developedsTevelopment was termed new empirical
industrial organization (NEIO). Taking market sttwre characteristics into consideration,
these models are able to provide more robust gesLitte other advantage is that one can
evaluate changes of regulation ex ante, by runsiimgilations based on models tested
previously on pre-change data. So far, there haea lvery few applications of NEIO in the
field of vertical restraints (see e.g. Asker (20@}aBrenkers and Verboven (2006), and
Mortimer (2004); NEIO is more commonly used forizontal-market structures). However
this methodology is developing rapidly. The follogibox describes these techniques.

Techniques used

Structure-conduct-performance (SCP)

The most straightforward way to examine how vetagreements affect welfare is to analyze
descriptive statistics. However due to providintidiexplanatory value by itself, descriptive
statistics are combined with econometric analy&igsee main classical methods can be
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distinguished: (i) cross section, time series aaokep data analysis of firms and regions, (ii)
natural experiments, and (iii) event studies (farenextensive discussion and also for the
theoretical models behind see Lafontaine and SR@@5 and 2006).

Cross section analysis performs multivariate regjorsacross retail establishments that are
or are not in vertical relations. Besides a dummagable indicating the presence of vertical
restraints, the effects of other variable relatimgupply, demand and policy on prices or
guantities are also estimated. A common probleorags section analysis is relating to
endogeneity of variables. To overcome this probdew if unobserved heterogeneity is time-
invariant, panel data analysis can be performede@®tise and also to compare prices,
guantities or market shares before and after chaimgeertical relations or in legislation, time
series analysis can be run. However in this caser dactors changing over time have to be
considered as well.

Policy changes can also be consideredadgral experiments the sense that it is an
exogenous factor in the market and affects a ecegaiup of firms or brands (treatment group)
and leaves other firms or brands unaffected (cbgtaup). The differences of respective
variables between these groups are estimated handcompared within regions (called
difference-in-difference estimator). If the estim# not constant but depends on changes in the
respective variables, one can conclude on how dlieypchange affected prices and quantities
in that region. This technique is widely used whssessing the effects of vertical divorcement.
When a firm is publicly traded, the effects ofarentrelating to vertical restraints on that
firm's value can be examined by using stock mailkéd. Excursion in value may be easily
shown if the respective event was unexpected. HemaVegal change or an anti-trust case is
rather predictable since they spread out over ttiverefore these events can be partitioned into
sub events. After estimating a system of seeminghglated regressions of each sub event,
estimates across them are added to find the owedfalit of the whole event.

New Empirical Industrial Organization (NEIO)
In the recent empirical literature, articles angg@ich aim at having a better understanding of the
industry structure. Econometric models are basexh tipe equilibrium solution of such
theoretical models for imperfectly competitive metkthat fit best to the market in question.
This empirical technique starts from game theoadticodels of industrial organization where
the equilibrium is determined by strategic intei@ttbetween market participants (see Pakes,
2007) and allow for identification of the underlgibehavioral parameters. However the
empirical analysis has to take into consideratiat theoretical models are based on
assumptions, hence the most robust theoreticaltsdzave to be used to gain verifiable
empirical results.

Imperfectly competitive markets are characterizggtices containing a mark-up over
costs. In principle, these mark-ups together witbgs can be used to measure market power,
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and costs can be used to assess efficiency gates ith the analysis other factors leading to
lower costs, such as development of costs overaimeuled out). However, although price
data is often easily accessible, actual cost dataridly available due to its commercial
sensitivity. Therefore costs have to be estimated.

The general analysis goes as follows (based oryReml., 1995): demand estimates, such as
own- and cross-price elasticities are obtained dhaseprice data. From these elasticities, price
mark-ups are calculated according to the equilibrautcome of the respective theoretical
model. Using estimated mark-ups and actual primests are computed. Costs and prices are
then used to test whether exclusive deals leadistng rivals' costs: cost-based foreclosure
(e.g. forcing rivals to use higher cost distribatichannels) or promotion-based foreclosure (e.g.
forcing rivals to use distributors with less efigetpromotion capacity), respectively.
Foreclosure is also tested in a control group te out other factors leading to effects similar to
foreclosure. These structural models are testeld @ither full-information maximum likelihood
technique (if there is no identification problemmvith GMM (when instruments need to be

used).

Shortcoming of empirical analysis
The empirical analysis may generally fail for thraain reasons: insufficient amount and type
of data, inappropriate technique, and shortcomaighe economic model in use.

The amount and type of data available in certagesanay not be satisfactory, which
impedes appropriate analysis. The main data soliecesresearch done for industry reports or
commissioned by companies and other instituteggarozations. Furthermore companies in
general have enormous amounts of information, hewg\s not public or difficult to acquire
because of commercial confidentiality. Therefore élvailable data set does not necessarily
cover the whole market. As it was mentioned egrf@rthe same reason, cost data, serving as
the basis of supply side analysis is generally aitable. Even though, for instance in NEIO
analysis, price mark-ups can be used to estimatginaa costs, fixed costs cannot be taken into
consideration by this measure. Ignoring fixed eonal therefore distort the analysis if an
important pro-competitive effect, the economiesaile takes place at any level of the market.
Finally, data has to be adjusted as much as pedsilthe question in mind and also to the time
horizon in which the problem is assessed. For mt&aone of the most common critiques about
price data is that it reflects list prices and potes realized in trade which contain discounts.

The reliability of methodology used in empiricaledysis certainly depends on the data
used. Therefore if data is not sufficient or acteir¢he analysis has to consider potential
corrections and intuitions on how those correctiwosild modify the results. This problem
might relate to other shortcomings of empiricahteiques such as unobserved heterogeneity or
ignoring time-variant factors. A careful considéwatof the appropriate methodology may

overcome this problem.
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In general, economic models are used as a basgsripirical analysis. It has to be noted that in
economic models assumptions are made to keepahefwork tractable. Being restrictive,
particularly on the market structure, on the nuntdfgrlayers at each production level and on
the information set of firms, such assumptions @iag diminish the explanatory value of the
respective empirical study.

Nonetheless, it has to be stressed that desp#e stertcomings of empirical research,
when economic theory leads to ambiguous effecigypmakers may have a better
understanding of vertical restraints by relyingemmpirics to measure which of the effects
dominates.

Most studies analyze markets with low concentrati@asure, although some degree of
market power might be present. Frequently analymatkets are the beer market and gasoline
industry. Empirical evidence concerning concenttatglustries is scarce. As a consequence,
relatively few studies examine markets with high@entration measures. Examples are the
cement and concrete industry, cable televisionamgning and distribution, and oil refining
and distribution. Hence lessons should be takelm sdme caution due to the limited number of
studies. In contrast to the limited number of emspirstudies of concentrated markets, these
industries have received considerable attentiaroaipetition authorities precisely because they
are concentrated.

Empirical literature in general supports the théoed finding on under which circumstances
a supplier engages in vertical integration with tbiiler (i.e. bigger investments, higher
complexity of inputs and more uncertainty in theissnment). However results on when a
retailer integrates with a supplier vary over tierature: effects of some factors revealed in the
theoretical literature are confirmed (i.e. effofffioms), some effects are opposed (i.e.
uncertainty), and for effects of some other factrgpirics do not provide robust results.

Independently of the techniques used and markelyzed, the empirical literature
generally shows that privately negotiated exclusioetracts are often efficiency enhancing.
Moreover exclusive dealing increases - or at ldass not decrease - consumer welfare. These
findings are explained in somewhat more detailetthénnext section.
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3.3

Main empirical findings

The first group of the empirical studies assesd@siwfactors determine whether vertical
integration between an independent supplier aredadler comes about. The empirical analysis
based on a theoretical model intends to verifyrésailts of that particular model. Two types of
integration are examined: (1) a retailer integrat@h supplier or remains independent, and (2)
a supplier integrates with a retailer (make or Hagision).

Empirical literature independently on the technigsed supports the theoretical findifiys
in that the higher the effort a retailer (a supplexerts, the less (more) likely a retail will
vertically integrate with a supplier. However, thygposite to the theoretical result saying that
increased risk makes integration more likely isfeamed by the empirical analysis. Whether
empirics match the theory in assessing the effefatther factors, such as cost of monitoring
efforts, outlet size, brand value, etc., strictgpdnds on the specification of the models used in
the empirical analysis. Nonetheless, the incentivieg a supplier is willing to integrate with a
retailef, that is larger investments, higher complexityngfuts and more uncertainty in the
environment, are fully supported in the empiri¢edrature.

The second group of studies analyzing the effefctetical restraints on welfare is robust
in verifying the pro-competitive nature of verticakrgers even in case of concentrated
markets, however the evidence in highly concerdratarkets is still rather insufficient.

Lafontaine and Slade (2006) and Cooper et al. (Rp@#vide an extensive summary of the
existing empirical literature based on differergsdical techniques. The assessment of
foreclosure and raising rivals’ costs motives reedimost of the attention in the econometrics
literature. Moreover, these effects have been rofien analyzed in concentrated markets, such
as cement and concrete, cable TV programming astdhdition, and oil refining and
distribution. Some of the collected empirical papéisclose evidence of exclusion or practices
that negatively affect rivals as a result of pralgtimposed vertical restraints. Excluding
services, however, does not necessarily resulirecfosure of firms from the market (e.g. cable
market where exclusive dealing leads to less priodariety at each cable company, see Chipty,
2001). Furthermore, as it is also shown in the bzl literature, even if foreclosure takes
place, it is usually found to be accompanied bigiefficy gains, such as lessened double
marginalization, positive dynamic effects or higheality of products or services.

Two of these papers (Mullin and Mullin, 1997 onettedustry and Chipty, 2001 on cable
distribution) assess the trade-off between theseefifects and show that efficiency gains
generally outweigh the welfare loss of foreclosiMereover, privately imposed vertical
restraints generally led to lower costs, lower @siand greater consumption and in these
instances benefited consumers or at least didavon them.

2 The studies are mainly based on moral hazard models, for more detail see Lafontaine and Slade (2006).
# Transaction-cost or occasionally property-rights models form the main theory behind. See Lafontaine and Slade (2006).
49



Similar results are found by using the methodsef empirical industrial organization. Asker
(20044, 2004b), analyzing both cost-based foreodo@arcing rivals to use higher cost
distribution channels) and promotion-based foraalegforcing rivals to use distributors with
less effective promotion capacity) in the US bearkat, considers a model with a three-stage
complete information game where products are hataty differentiated. In his paper
upstream players (brewers) form an oligopoly arr#tailer (a supermarket chain) has a
monopoly position. Distributors represent a tietween these two layers, and may contract
exclusively with the brewers, although they havesasentially passive role in the game. A
stylized model of this market describes downstreamnopoly with upstream competitions, in
which market, according to the theory, no anticotitipe customer foreclosure may be
expected. Asker indeed shows that anti-competéfiects are unfounded in the beer market.
His results are supported by three findings: (indad increases in the presence of an exclusive
distributor, (i) marginal costs are lower for bress with exclusive distributors and (iii) not
higher for rival brewers in the same region.

To conclude, we emphasize that the existing engliggidence seems to support the claims
that vertical integration often occurs when paptiting parties find it beneficial and at the same
time it increases consumer welfare and efficiefiaypirical findings are also in line with
theoretical predictions in the following sense: whieere is fierce competition upstream and
downstream, studies show that although foreclogek place in most of the cases, it made
consumers better off. This implies that in thesekeis efficiency enhancing effects dominate
welfare reducing effects. Studies assessing péatigithe trade-off between pro- and anti-
competitive effects find positive overall welfarffeet in case of markets with sufficient
downstream competition and some upstream markeépdadependently of techniques used,
studies yield the same conclusion, however the N&ifroach is more applicable if welfare
gains and effects of policy intervention have tacbasidered. Some findings in the
econometrics literature are summarized in the Yalhg table.
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Table 3.1

Market Country
Insurance® USA
Beer” USA
Beer® UK
Cable TV* USA
Steel® USA

#See Marvel (1982) and for summary Whinston (2006).

P See Aker (2004).

°See Slade (1998).

“See Chipty (2001)

© See Mullin and Mullin (2004)

Empirical studies — effects of vertical r

Method

Classical (not
specified)

NEIO

Natural experiment
(difference in
difference)

- Descriptive
statistics + classical
(reduced form) to
test competition
effects

- NEIO to test
welfare effects

Stock market event
study

Vertical restraint

Vertical integration
(exclusive vs.
independent
agents)

Exclusive dealing
(brewers vs.
supermarket
chains)

Exclusive dealing:
A divorcement
case (brewers vs.
pubs)

Vertical integration
(cable TV
providers and
program
distributors)

Vertical integration

estraints on welfare

Market
characteristics

Non-contractible
investments:
potential for
independent agents
to free-ride in
insurance lines

Upstream
competition,
downstream
monopoly

Tied trade vs. free
trade

Basic vs. premium
service operators

Exclusive franchise
areas

Some market in both
level

Long term lease
agreement

Findings

Higher advertising activity
(more efficient system of
selling);

dynamic effects
(investments in new
products)

Pro-competitive effects:
higher demand, lower (or
not higher) costs

After divestiture, prices
increased and profits
decreased

VI excluded rival services
but no foreclosure
(program specialization)

Pro-competitive effects:
high value product-price
mix offered to consumers

Latter outweighs former

Dynamic effects
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4.1

Policy framework

In this section, we discuss how the insights framamnalysis can be translated into a
framework that policy makers can use to analyseptitential for welfare reducing vertical
foreclosure. We identify four important steps.

First, any assessment should start with the questiether in this market foreclosure, if it
would occur, has the potential to reduce welfdrthis is not the case, foreclosure, though it
might occur in practise, is not a relevant polisgue.

Second, if welfare reducing foreclosure is in pifte possible, we should assess whether it
is also likely to happen. Based on the theory prieskin chapter 2 we distinguish between
different market structures and different typese@itical foreclosure. In each case, we can
provide some guidance to the circumstances undmhwbreclosure may be an equilibrium.

Third, if a theory of foreclosure is formulated, wleould assess whether there exist welfare
enhancing effects of the vertical restrains origattintegration that can outweigh the
detrimental effects. The empirical literature sugigehat such effects are almost always
present, but does not distinguish between diffeeffiects. On the basis of economic theory it is
often possible to argue that some effects are tilaly to be present than others.

Fourth, if foreclosure is likely and the welfarecdeasing effects are larger than the welfare
enhancing effects, we should assess what policteswugtable to address foreclosure. It is
important to realize that foreclosure can be realin several ways. Banning one of them may
lead firms to substitute another. In addition, &iént policy instruments differ in intrusiveness.
Policymakers should opt for less intrusive intetiems before resorting to more severe
measures. Finally, the possibility of assessment&should not be neglected. What is worse:
prohibiting a contract or merger for which the veedf enhancing effects outweigh the welfare
reducing effects of foreclosure or allowing a cantror merger for which the welfare reducing
effects of foreclosure outweigh the welfare enhageffects?

Each of these steps is discussed in more detaihbel
Is there sufficient upstream and downstream com petition?

Theory and empirics both show that vertical foreal@ is not very likely to be welfare
reducing when there is sufficient competition bogistream and downstream. Although an
exclusive contract between a supplier and a retdéaies competing retailers access to that
particular supplier, or competing suppliers acdegbat particular retailer, neither upstream nor
downstream competition is reduced because thereramegh other suppliers and retailers.
Therefore, if exclusive contracts and vertical gretion occur in such markets (and they do
in reality), it will be purely for efficiency reass. This theoretical prediction seems to be
confirmed by the empirical literature: when thesdierce competition upstream as well as
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4.2

downstream, all empirical studies we are awarese¢ Chapter 3) show that although
foreclosure took place in most of the cases, itenaahsumers better off.

Is welfare reducing vertical foreclosure likely — ?

If market power is present somewhere in the vdrtibain, denying or limiting competitors’
access to an intermediary input or to customers madyce competition. In this case,
foreclosure may be welfare reducing.

Based on the theory in chapter 2, we distinguigivéen two types of foreclosure: input
foreclosure and customer foreclosure. Input foraate happens when downstream retailers are
foreclosed from buying from a particular upstrearpier. Customer foreclosure happens
when an upstream supplier is foreclosed from sglina particular retailer. The theory predicts
that the likeliness and type of welfare reducingieal foreclosure differs between markets
with and without vertical integration. In additiomarkets where there are several competing
vertically integrated combinations from markets vehthere is a single vertically integrated
entity.

No vertical integration

If a monopoly exists upstream while the dowrastiendustry is potentially competitive, there is
a danger of input foreclosure. As discussed inee@.4, an upstream monopolist negotiating
with many downstream retailers faces difficultinsciedibly restricting its output. By vertically
integrating or signing exclusive contracts the nmiist can credibly limit its downstream sales
and restore market power. Customer foreclosur@ti@n issue here, because there is only one
upstream firm.

If a monopoly exists downstream while the ugstrendustry is potentially competitive there is
little probability of customer foreclosure. As dissed in section 2.4, the downstream
monopolist cannot gain market power by signing @sisle contracts with upstream suppliers,
because it can fully determine how much it sellsdosumers and at what price. Input
foreclosure is not an issue because there is ardydownstream firm.

If both the upstream as well as the downstreamket are oligopolistic, while economies of
scale or network effects are important upstrearstarner foreclosure may occur. Entry in the
upstream market then requires a particular scadenaay be prohibited by signing exclusive
contracts with a sufficient number of downstreamaiters. Fierce downstream competition may
reduce the number of contracted retailers necessaaghieve sufficient scale for entry. This
reduces the scope for customer foreclosure.

53



Vertical integration

If a monopoly exists upstream while the downstré@astry is competitive, then some degree
of foreclosure is likely without the need for exgiiexclusion. By vertically integrating, the
monopolist can credibly limit supplies to non-intagd retailers.

However, exclusion is less likely if there aner-integrated) upstream rivals that are almost as
efficient as the vertically integrated firm. Thedgrated firm is then limited in its possibility to
extract rents from the retailer because of thdlezta option to source from the upstream rival.
Only if firms can physically commit (e.g. by chooegiincompatibility) exclusive practices may

be an equilibrium.

Multiple competing vertically integrated combinatio ns

Foreclosure of downstream entrants becomedikebg as they are more likely to win market
share from integrated competitors (e.g. if upstr@maducts are close substitutes).
Foreclosure of downstream entrants becomes liketg if their retail products are closer
substitutes to the provider’s own retail produbisrt to those of the provider's vertically

integrated rivals (e.g. if upstream products ang differentiated).

Table 4.1 below summarises these results.
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Table 4.1 Is welfare reducing vertical foreclosure likely?

Input Customer
foreclosure foreclosure

No vertical integration

Case 1: A monopoly exists upstream while
downstream industry is potentially
competitive

Case 2: A monopoly exists downstream
while the upstream industry is potentially
competitive

Case 3: Upstream oligopoly, downstream
oligopoly or competition

Vertical integration
Case 1: Upstream monopoly while
downstream competitors

Case 2: Upstream competition (efficient
upstream rivals)

Multiple competing vertically integrated
combinations

Case 1: upstream products are not highly
differentiated

Case 2: upstream products highly
differentiated

Danger of welfare reducing input
foreclosure. Welfare reducing customer
foreclosure is not an issue because there
is only one upstream firm.

Little probability of welfare reducing
customer foreclosure. Welfare reducing
input foreclosure is not an issue because
there is only one downstream firm.
Danger of welfare reducing input
foreclosure. In addition, welfare reducing
customer foreclosure may be rational if the
upstream sector exhibits strong
economies of scale or network effects.
Fierce downstream competition may
reduce the risk of customer foreclosure.

Some degree of welfare reducing
foreclosure, without the need for explicit
exclusion

Welfare reducing exclusion less likely,
except if upstream firms manage to
commit not to supply rivals, e.g. by
choosing incompatible production
technology

Welfare reducing foreclosure of
downstream entrants less likely, as these
will (also) win market share from
integrated competitors

Welfare reducing foreclosure of
downstream entrants may be rational
since retail products will be closer
substitutes to the product sold by the
access provider
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4.3

Is foreclosure detrimental to welfare?

Even if foreclosure has welfare reducing effedts, $trategies that lead to foreclosure often also
have welfare enhancing effects. In fact, the owwbf the empirical literature in chapter 3
shows that efficiency effects were present in almnatisases studied in the literature. Although
one should be careful not to draw general conchssfoom the limited set of industries under
consideration, this seems to indicate that in firstance policymakers should assume that
efficiency enhancing effects are present.

In practice, assessing the relative magnitude ¢faveeenhancing and welfare reducing
effects requires a detailed empirical analysiss™ain be very difficult and we do not address
how to measure such effects empirically. Howevasédd on the theory, guidelines can be given
as to when particular welfare enhancing effects bmpresent and when they will be absent.

Double marginalisation

Double marginalisation occurs if the input priceugrstream supplier charges to a downstream
retailer contains a mark-up over its marginal costel the downstream retailer in turn charges a
mark-up over this input price (its marginal codtsjhe consumer. The resulting consumer
prices are inefficiently high and may be abovertienopoly level.

Double marginalisation is not an issue if thersufficient downstream competition. In this
case, downstream prices will be competitive andbtiig price mark-up will be at the upstream
level. Nonlinear contracts can eliminate doublegiralisation. For example, two part tariffs,
allow firms to set the price for an intermediatedalose to marginal costs, and extract profits
by setting an appropriate fixed fee. However, ibde are (easily) tradable, non-linear contracts
give rise to arbitrage opportunities and cannouised. Suppliers will instead have to write
linear contracts. The presence of large uncertaihtyut costs may also restrict the contracts
that can be offered. Therefore, if downstream cditipe is weak and products are easily
tradable or there exists large uncertainty abosts;overtical restraints or vertical integration

can eliminate or reduce double marginalisation.

Free rider effects
Vertical contracts and vertical integration mayueel free rider effects. Free rider effects occur
if firm specific investments are important and pafrthe benefits generated by investments spill
over to competitors. Such spillovers can exist leetwretailers and between different brands.
As an example of the former, consider investmenwtsekailers in services like providing
guidance to potential buyers. If these buyers eailyeswitch to other retailers free riding
occurs and retailers will under invest.

It is necessary that the benefits from the investrnan not be appropriated by the retailer
or the supplier. For example, if investments irul’p interior decoration make it more
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attractive for potential customers, this does netify exclusive contracts with brewers.
Although other brewers would free ride one brewangestments, the pub’s owner could invest
him self and reap all the benefits due to the iaseein customers.

Hold-up problems

Vertical integration and vertical contracts caroa$fect a firm’s incentive to invest by solving
hold-up problems. For this it is necessary thagfienarising from the investment are non
contractible and that opportunistic behaviour isgible. Exclusive contracts only affect the
incentives to invest investment if the investmdfeds the value of trade with parties outside
of the contract.

In determining the effect on the level of firm sfiiednvestments of protecting such
investments (for example by exclusive contracts) aspects are relevant. First, who makes the
investment: the supplier or the retailer? Second toes the investment affect the profits from
the trade with other suppliers or retailers?

Protecting firm specific investments witicreaseinvestments if (1) theuppliermakes the
investment and the investmatdcreaseshe value of external profits (i.e. decreasesvdiae of
the supplier’s outside option) or (2) theller makes the investment and the investment
increaseghe value of external profits. Protecting firm sifie investments willdecrease
investments if (1) theuppliermakes the investment and the investniecreaseghe value of
external profits, or (2) theeller makes the investment and the investnieareaseshe value
of external profits (Whinston (2006)).

Investment and innovation

Foreclosure can also indirectly affect investméittreduces competition. If investment in new
technologies is important and can be recouped &éyntvestor only if he can protect his market
power by foreclosing access, prohibiting foreclesoray harm welfare. In general, the relation
between competition and investment or innovaticemmiguous (Aghion et al. (2005)).

Based on theoretical arguments, a negative rektiprbetween competition and innovation
may be expected in markets with several of thewlhg characteristics: low marginal and high
fixed costs, intensive use of labour and humantahpietwork effects, competition for the
market (winner-takes-all-race) and very profitatvlarket leaders (Evans and Schmalensee
(2000), Canton (2002)).

Type | and type Il errors

It is important to consider the consequences dsssrent errors, the so-called ‘false positives’
and ‘false negatives’, or type | and type Il errgksType | error corresponds to an unnecessary
policy intervention, and a Type Il error correspenid not intervening when intervention was
necessary. What is worse: prohibiting a contragherger for which the welfare enhancing
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effects outweigh the welfare reducing effects offare reducing foreclosure or allowing a
contract or merger for which the welfare reducifiges of welfare reducing foreclosure
outweigh the welfare enhancing effects?

Consider for clarity the simple case of a mergahwioth a competition decreasing effect
due to foreclosure and a efficiency enhancing &ffeg. because it solves double
marginalisatiorf” Either the foreclosure effect outweighs the effiiy effect, in which case
the merger should be prohibited, or the efficieatfgct outweighs the foreclosure effect, in
which case it should be allowed. However, an drrdhe assessment of these effects may lead
to a wrong policy decision. What type of errorgrisre detrimental for welfare, and therefore is
more important to prevent?

The answer to the latter question depends on tagae between competition and
innovation. Assume that in the long run the dynawedfare effects resulting from innovations
outweigh the short run static effects from effi@grand competition. A type | error increases
competition, but reduces efficiency more. A typeiior increases efficiency, but reduces
competition more.

If increased competition increases innovation gffieiency reducing effect of a type | error
is mitigated by the long run dynamic effects. Hoamthe (in aggregate) negative effect on
welfare of a type Il error is only made worse. Téfere, in this case the emphasis should be on
avoiding type Il errors. If increased competiticgceases innovation, the competition reducing
effect of a type Il error is partially mitigated lblynamic effects in the long run, whereas the
negative effect on welfare of a type | error isyomade worse. In this case the emphasis should
be on avoiding type | errors. The table below sumea this analysis.

Table 4.2 Which error is more detrimental?

Type | error Type Il error
More competition increases innovation less detrimental highly detrimental
More competition decreases innovation highly detrimental less detrimental

This implies that a positive relation between cotitjpg and innovation calls for a tough
stance foreclosure: policymakers should avoid nigrizening when intervention was needed. A
negative relation between competition and innovatialls for a more lenient stance on

foreclosure: policymakers should avoid interveniviten intervention was not needed.

% The case of mergers with only efficiency enhancing or welfare reducing effects is probable very rare.
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4.4

Policies that can address foreclosure

There are several policy options that can redueeitk of welfare reducing foreclosure. We
classify these into two main policy groups: struatand behavioural policies. Structural
policies affect the market structure of the indystthey are more intrusive than behavioural
policies, which affect firms’ behaviour under agivmarket structur®.Below we discuss each

policy option in more detail.

Structural policies
» Merger control
e Structural separation policies

Behavioural policies

» Access regulation

* Common carrier policies

* Banning certain types of vertical restraints
» Ex-post enforcement of competition law

* Non-discrimination requirements

» Disclosure requirements

Merger control

Mergers beyond a certain size have to be assegsauhipetition authorities. The European
Commission is currently working on the new Guide$iron the assessment of non-horizontal
mergers, which provides a framework for such aessment! In the preliminary draft of this
document, the Commission recognises that vertiemtars are generally less likely to create
competition concerns than horizontal mergers, stheg (i) do not entail the loss of direct
competition between the merging firms; and (ii)\yde scope for efficiencies (such as
efficiency gains from better coordination, loweartsaction costs, and consumer benefits from
the possibility of one-stop shopping). Yet, ther@yrbe situations in which vertical mergers can
affect consumer welfare negatively.

With respect to foreclosure, the Guidelines spealfy focus on “anticompetitive
foreclosure”, defined as foreclosure in which “therging companies — and, possibly, some of
its competitors as well — may be able to profitablyrease the price charged to consumers” (p.5
of EC, 2007). The Commission proposes a threefst@pework for the assessment of

% Here we apply the terminology, in according to which the term ‘structural’ is used as opposed to ‘behavioural’, in order to

highlight that such policies intervene in the structure of the industry. Such terminology is used e.g. by OECD and ERT

(European Round Table of Industrialists). Note that in other contexts the term ‘structural’ can also be used as a synonym of

‘permanent’.

%" More details are available on http://ec.europa.eu/comm/competition/mergers/legislation/non_horizontal_consultation.html.
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foreclosure. These three steps include the evaluati (i) the ability to foreclose access (to
inputs or to downstream markets); (ii) incentiveslo it; and (iii) overall likely impact on
effective competition.

Since merger assessment is a difficult task, tteeaepositive probability of mistakes been
made. These mistakes are classified into two typgse | errors efficient mergers may be
disallowed and'ype Il errors inefficient mergers may get throughThere are different views
in Economics on the value of both types of errard an the desirability of the government
intervention to adjust the market structure. Seimgapproach towards mergers is rooted into
the belief that the welfare loss of letting a baerger happen (Type II) is generally larger than
the loss of rejecting a good merger (Type 1), tfaes it is better to prevent bad mergers than to
fight them ex post. Choosing for structural polgie in line with this reasoning. In contrast,
according to the Chicago school, market would tgitycdo better job than the state.
Economists of the Chicago school would, therefoather commit an error of Type I, than an
error of Type |, as they believe that Type | esrare typically more costly (see Voigt and
Schmidt, 2003, for more discussion). Note that lggies of errors have also ‘dynamic effects’,
in the sense that either some potentially welfamgroving mergers will not be pursued or,
oppositely, a larger number of inefficient mergeil be notified. Improving assessment
techniques helps to reduce both types of errors.

Another important issue is that there may be diaatin which, even if the merger of two
firms has been banned, welfare reducing foreclosag still be achieved by certain
contractual arrangements among these firms. Thergb@anning a merger may not always solve
the problem, and other measures may be needed.

Structural separation policies
While merger control is applied to firms that inleto integrate, structural separation policies,
such as divestitures and line-of-business regtristican be used to separate the firms that are
initially vertically integrated. Mandated divestiéuforces the firm to sell part of its assets. Line
of-business restriction precludes the verticallyasated entities from entering into downstream
businesses formerly occupied by the incumbenti@ee 2002, for more detailed discussion of
these policy options in the case of telecommurocsh

Such policies are typically applied in newly libksad network industries, such as utilities
which originally featured vertically integrated imobent firms. However, they can also be
required by an antitrust authority as remediesafaoprizontal merger to be allowed. Separation

% |n statistics, the terms Type | and Type Il errors are used in a hypothesis test. A Type | error occurs when the null
hypothesis is rejected when it is in fact true; a Type Il error occurs when the null hypothesis is not rejected when it is in fact
false.

2 |n addition to structural separation, there are also less strong forms of separation, such as legal, functional or account
separation. These latter forms are typically used to facilitate access regulation, which we discuss later.
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serves to increase independence of the (bottlematigork facility from the firms providing
services over the network and facilitates competiimong service providers.

Structural separation policies require careful asseent of costs and benefits. The benefits
of improved competition should be weighed agaihstédfficiency losses (e.g., lessened
coordination, duplication of some activities aneéxploited economies of scop&)The cost of
the implementation of structural separation magigeificant™ Therefore, this policy option is
applied in last resort when it is hard to develtipeo measures that would prevent foreclosure.
In some cases a milder form of structural policas be used as a demand that the essential
facility is jointly owned by all users. (Rey andrdle, 2003).

Empirical finding about mandated vertical separatio n

Some empirical analyze the welfare effects of regulatory interventions in vertically related markets. When a regulator
believes that vertical integration in a market amplifies the risk of abusing (especially horizontal) market power, it may opt
for vertical separation. The most common example where divestiture has already happened is the gasoline market
where different types of vertical contracts exist depending on whether the refiner or the gasoline station owns the whole
vertical chain or they share it. In these cases the competition authority estimated that vertical separation (e.g. changing
contract from a fully refiner owned vertical structure to a mixed structure) may result in higher efficiency. However
empirical studies find that mandated divorcement systematically reduced or did not improve consumer surplus: either
retail prices or costs got higher (see Vita (2000), Blass and Carlton (2001), Hastings (2004), and for summary
Lafontaine and Slade (2005) and Cooper et al., 2006). On the other hand, as it is estimated in Blass and Carlton (2001),
imposing vertical separation had significantly high costs. Similar results are found when a regulator mandated vertical
restraints (compiled in Lafontaine and Slade, 2005).

Asker (2004b) also analyzes the effect of regulatory intervention on welfare. He derives slightly different
conclusions, claiming that ex post assessment of vertical restraints might still lead to an effective decision of vertical
separation according to the case-by-case doctrine. In counterfactual experiments based on his dataset and prior results
in the beer market, Asker shows that one has to take into consideration what the source of, for instance, lower costs is
in the presence of exclusive agreements. According to his analysis, when cost efficiency is gained by investments due
to stronger incentives, mandating exclusive contracts to be terminated may decrease consumer surplus and total
industry profit. Nonetheless, if foreclosure yields cost advantage for the incumbent, then intervention may succeed in
increasing welfare. Asker suggests that if after understanding the economic rationale of exclusive dealing it is revealed
that brewers have been contracted for pure foreclosing reasons, the current case-by-case approach in regulatory policy
can be an effective means to increase social welfare.

To summarize, even though mandating vertical restraints or divorcement may be detrimental to consumer welfare,
after assessing carefully the effects of foreclosure, and also the reasons what lead to a particular market outcome (e.g.
low production costs), the case-by-case approach may be still kept in a hold in order to increase welfare if needed.
Since possessing market power or restricting competition are not per se detrimental to welfare, therefore a case has to
be judged after assessing all potential pro- and anti-competitive effects, and concluding whether the latter outweigh the

former.

% See Mulder et al. (2005) for economic analysis of costs and benefits for the case of the structural separation of the Dutch
energy industry.
3 Rey and Tirole (2003) also argue that there may be a situation in which it is profitable for the firm to voluntarily divest
certain assets in order to foreclose new entrants.
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Access regulation

In addition to structural policies, there are dksss intrusive policies that do not interfere with
the industrial structure but restrict actions of thtegrated owner of a bottleneck facility (or
bottleneck input). Access regulation (also calld@ditparty access regulation, or TPA-
regulation) is such a policy measure. Access reigulas often used in newly liberalised
industries to ensure (non-discriminative) accessen¥ entrants to the bottleneck facility, which
is typically vertically integrated with the incumitesupplier. The main instruments that are
used in this case are access quantity regulatémesa price regulation and price linkages.

Access quantity regulation imposes the requireroarthe integrated incumbent to open a
certain part of its capacity to other players. Example, European Commission required each
operator of Eurotunnel (British rail and SNCF) ttmeate 25% of its capacity to new entrants
for passenger and freight services.

Access price regulation means that the regulatsrtee maximum tariffs that can be
charged by the facility. For example, price regolathas been applied for regional electricity
distribution networks and for telecommunicationvmatks in the EU. Price regulation ensures
efficient pricing of services, preventing partiatis of foreclosure through raising the cost of
rivals. Yet, there may be situations in which priegulation is not desirable because price
restrictions may undermine incentives to investpanding the facility or in the development
of new technology.

Access regulation can take a more mild form ofdbesalled “mandated price linkages”,
when the regulator defines the rule to set tarifigically, the Efficient Component Pricing
Rule is used (ECPR, or Baumol-Willig rule), whiatnsists in the requirement that the access
price charge to competitors should not exceed tive gharged by the integrated firm on the
competitive segment minus the incremental coshaif firm in the competitive segment.
However, the ECPR rule only partly addresses thblpm (Rey and Tirole (2003)). In an
unregulated environment, it does not prevent thesibdity for the integrated firm to exercise
its market power by setting high prices on thelfgwod, and thus set high access charges,
precluding new entry.

Access regulation is less intrusive than structseglaration policies. On the negative side,
because of the information asymmetry between tgela¢or and the regulated firm, regulation
may not always achieve the desirable effect. Farmgple, a regulated vertically-integrated
incumbent may mislead the regulator regardingatsts; and hence, to receive too generous
tariffs on its regulated activity. This may allohig firm to price its unregulated businesses
somewhat below the level of competitors in ordedéteriorate the competitive position of
rivals or even to force them to exit the marketatidition to this, vertically integrated firms
may be able to raise rivals’ costs by using nokediscrimination practices. While prices and
guantities are generally observable and relatiealyy to monitor, soft discrimination practices,
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such as sabotage or quality degradation, are diiffio detect. Monitoring the behaviour of the
firms is rather difficult and can involve significaregulatory cost and effort.

Common carrier policies

In some industries, third party access can be gedim such a way that upstream firms receive
the possibility to sell their products or servidi®ctly to consumers. In this case, the structure
of industry ‘turns upside down’. This type of padis are applied in industries with
complimentary goods and called ‘common carrierqali

A common carrier is an organization transportinmegroduct or service, which offers its
service to general public. This term initially refed to traditional transportation companies, but
later was extended to companies transporting sesysuch as telecommunication, and public
utilities. Previously, in order to buy the produactservice, consumers always had to deal with
these transportation companies directly. However situation has been changing: consumers
now deal directly with the suppliers of these pratdiand services, while the transportation
network (‘common carrier’) keeps its transportatfanction. In this way, the vertical structure
has been turned upside down, so that upstream fiamsell to customers directly, instead of
selling the good through downstream firms.

According to the theory, a price increase is maely if the bottleneck is located
downstream, rather than upstream. This providediarmrale for common carrier policies, which
reverse the structure and move a more competitigenent downstream (Rey and Tirole,
2003). An example of the implementation of commarrier policies is Order 436 in the US,
which created the possibility for gas producerditectly contract with the customers rather
than stay mere suppliers to pipelines, who thentgel customers in a bundle with transport.

Banning certain types of vertical contracts

This policy option is relevant for industries exitiing characteristics under which specific
vertical contracts increase the risk of foreclosti@ example, banning could be applied to
exclusive contracts, tied sales, rebates, MFN-agotdr etc. See chapter 4 for some examples of
antitrust cases that were concerned with such aotitig practices.

However, these restraints may have both pro-comiyetind anti-competitive effects.
Therefore, similarly to the case of vertical mergesessments, the rule of reason should be
applied in evaluating them: “what really mattersi@ the restraint used but the context in
which it is used and the goal it is supposed téeseti (Rey and Vergé, 2005).

The current European practice is stricter with eg$ppo price restraints (such as RPM) than
with respect to non-price restraints (such as estetucontracts). Certain price restraints are
banned per se. For example, RPM with minimum prazesbanned completely (but maximum
prices and recommended prices are evaluated uneleule of reason). The attitude towards
non-price restraints, such as exclusive provisibas,been rather lenient. On the one hand,
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exclusive purchasing clauses are seen as impedirteenbmpetition, thus, they fall under
Article 81(1) of the competition law. On the othrend, they are often exempted based on
Article 81(3), granting exemption to franchisesahich the obligation not to buy from an
alternative supplier is needed to protect the ithent reputation of the network or intellectual
property (see Rey and Vergé (2005) for more detathis topic).

It is important to realise that different typesre$traints can be substitutes to each other, e.g.
exclusive outcome can be also achieved by ‘nonusie contracts’ (e.g. non-linear priciig
Therefore, the option of banning of a particulgreyof vertical restraints should be evaluated
within the right policy context and be consisteitwother policies.

Non-discrimination requirements
Non-discrimination requirements can be imposedigygovernment or the regulator to ensure
that vertically related firms treat their competgapstream or downstream in the same manner
as the firms to which they are vertically relat@étis is a more generic measure than access
regulation or banning a certain type of contrakitis also less intrusive, because the regulator
does not prescribe which contractual or pricingcficas the firm may apply and which not.
Sometimes regulatory rules promote non-discrimugafiricing, for example, the rule
obliging the bottleneck firm to charge the samesasqrice to all users or charge a single per-
unit price. Such rules however may have a perveifeet: “they benefit the upstream
bottleneck because, by forcing the bottleneck licfseher unites at the same high price as the
initial ones, they help the bottleneck commit roflbod the market” (Rey and Tirole, 2003).
Therefore, these rules should be applied with gras.

Ex-post enforcement of competition law

In Europe, the EU Competition Law prohibits antiquetitive practices. This is covered by
Articles 81 (banning practices that can distort petition in member-states, such as collusion)
and 82 (abuse of dominant position). As we havetimeed earlier, Article 81 prescribes rules
regarding certain types of vertical restraints,tsas RPM and other price fixing practices,
market sharing practices, €ttt allows the competition authorities to elimingectices
triggering foreclosure. Article 82 fights abuseswmdrket power by dominant firms. The recent
discussion paper by DG COMP (see EC, 2005) opdreedansultation round on the review of
Article 82 for its application to exclusionary aless “By exclusionary abuses are meant

2 For example, Rey and Vergé (2005) mention the antitrust case of Michelin. In 2001, Michelin was fined 20 min euros for
abuse of dominant position (Article 82) for using a system of rebates (which is a particular type of non-linear pricing) that
induced distributors to buy exclusively from Michelin.

* Article 81 explicitly prohibits the following actions: “(a) directly or indirectly fix purchase or selling prices or any other
trading conditions; (b) limit or control production, markets, technical development, or investment; (c) share markets or
sources of supply; (d) apply dissimilar conditions to equivalent transactions with other trading parties, thereby placing them
at a competitive disadvantage; (e) make the conclusion of contracts subject to acceptance by the other parties of
supplementary obligations which, by their nature or according to commercial usage, have no connection with the subject of
such contracts.”
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behaviours by dominant firms which are likely tosba foreclosure effect on the market, i.e.
which are likely to completely or partially denygfitable expansion in or access to a market to
actual or potential competitors and which ultimgatehrm consumers. Foreclosure may
discourage entry or expansion of rivals or encoerdqgir exit’. The Commission is currently
reflecting on the comments received from the putdidetermine the best approach to the
review. Under Article 85, the European Commissias b power to track down and punish
firms that violate these articles. Similar proviséoare made in the national competition laws of
the EU members. In cases when companies’ actioreslbad to anti-competitive foreclosure,
the competition authority can use these articlegstore competition ex post.

There are pros and cons of waiting for foreclodarmanifest in a form that can be
mitigated by means of these articles of the Cortipatlaw, instead of acting more proactively
and eliminating the possibility of foreclosure exe These pros and cons relate to the errors of
Type | (prohibiting a good merger) and Type |l ¢aling a bad merger to take place) discussed
in the section on merger control. Ex-post apprdaéh line with the believe that errors of Type

| are more likely and expensive for the societyntfigpe Il errors.

Disclosure requirements

The requirement to publicly disclose contractsifdermediate goods helps to achieve more
transparency in contracts of suppliers. This rezragnt by itself does not preclude charging
different tariffs from different firms, yet decreag information asymmetry may help prevent
foreclosure by promoting competition downstreaney(Rnd Tirole, 2003.) It should be noted
that in addition to this positive effect on compieti in the downstream market, transparency
can have a negative effect on competition in trerepm market, since publicly observed
contracts facilitate commitment to monopoly prieesl also may facilitate coordination and
collusion among the producers of the intermediatedg See Albaek et al. (1997) for an
example in which transparency facilitated collusisnong producers of concrete. Therefore,
the overall effect of this measure should be assklysfore applying it.
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Table 4.3

Policy option

Structural separation policies

Merger control

Access regulation

Common carrier policies

Banning certain types of vertical restraints

Ex-post enforcement of competition law

Non-discrimination requirements

Disclosure requirements

Different policy measures in mitigating f

oreclosure

Intrusiveness One-off action
or permanent

monitoring

very high one-off

high one-off
high permanent
high permanent
medium permanent
low permanent
low permanent
very low permanent

Information

requirements

and complexity

low

low

high

low

low

high

low

low

Other remarks

may exacerbate potential
hold-up problems

vertical contracts may
substitute

may provide incentive to
mislead the regulator or to
engage in sabotage

often not applicable

risk of substitution
between types of
contracts

may come too late

may facilitate commitment
to high prices or low
quantities

may facilitate collusion

Conclusions

The discussion in this section highlighted two eliféint perspectives of looking at a foreclosure

problem: the antitrust policy perspective and #gutatory perspective. From the antitrust

perspective, the question of policy interventionndy raised if there are signs of (potential)

anticompetitive behaviour; while from the regulatperspective, the intervention is justified in

any situation in which policy intervention will impve welfare (consumer welfare or total

welfare depending on the particular industrial eaxhind political preferences). These

perspectives are confronted with each other in ngakhoice towards more and less proactive

and stringent approach to foreclosure. The lajtees of policies are represented by stringent

merger control, structural separation policies,levtiie antitrust perspective leans more towards

ex-post competition policies.

Based on the discussion of the policy options mlediin this chapter, we can see that policy

differ in many aspects. Therefore, when compariolicies, trade-offs should be made with

respect to their intrusiveness (affecting produegificiency), complexity, one-off as well as

systematic costs associated with their implememtaffable @ highlights these trade-offs. For

example, structural policies, such as structurphsgtion and merger control, are very intrusive,

but also relatively simple to implement and higéffective in establishing separation among

companies and eliminating the incentive to foreeldgals in order to maximise the joint profits
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of the companies. Therefore, no systematic costs@eded for monitoring the behaviour of the
companies. All these factors should be taken intmant.

Note, since foreclosure can arise not only in theecof vertical integration, but also based
on certain contractual arrangements among the coiepastructural policies alone may be
ineffective. Therefore, an integral assessmenéé&iad when choosing a relevant policy in each
particular case. In this integral assessment, @teshould be paid to the institutional
framework currently applied, because foreclosurg hreve been facilitated by idle regulation
or a policy restriction, in which case removingtthestriction may already solve the problem.
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5.1

Case studies

Antitrust cases

Below we discuss in some detail two antitrust casegerning exclusive agreements where the
potential for foreclosure has been assessed by eiitiop authorities or by courts, and relate

them to the theory discussed in chapter 2.

Langnese-Iglo / Schéller v. European Commission /M ars: The ice-cream market in
Germany
As a reaction to a complaint by Mars, in 1992 tiizdecided to forbid the use of exclusive
contracts between ice-cream retailers and two teppioducers, Langnese and Schdller, in the
German market. The contracts specified exclusiinig of the products of Langnese and
Schoéller and were often coupled to a loan finanthmgpurchase of freezer cabinets in which
only the ice-cream manufacturer’'s products weredgatored. The judgment was based on the
infringement of Article 81 of the Treaty. Langnes®l Scholler appealed against the decision,
but the European Court of Justice ruled in favdithe EC in 1998. The type of foreclosure
that potentially arises is customer foreclosureaose other upstream ice-cream producers are
prohibited to deliver to downstream retailers wattclusive contracts. In our analysis we partly
draw on a discussion by Motta (2004) of the Langraasd Scholler cases

The relevant market defined by the EC covers theciream produced in industrial process
(77% of total sales in 1990), and it is furthertrieted to products sold in individual portions.
This definition is based on the facts that theselpcts are the most relevant determinants of
"impulse” purchases and the majority of exclusieald are used in this market segment. For
these products manufacturers have to make investteReep the ice-cream at low
temperature during various stages of the produgirogedure, especially at the end of the
production chain. Even though 14 manufacturers weesent in the German market in 1991,
Langnese and Scholler held respectively 45 and @0fte relevant market.

Stylized model

A stylized description of the market would be a$ofws. The downstream market consists of
many local markets that are competitive, theredisertical integration. Products are
differentiated, and there are upstream entry barbecause it is necessary to establish a
distribution chain and to build up a brand repuatatilt is not known how high these entry
barriers are, i.e., how costly establishing a tistion chain or brand reputation is.
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Upstream there are many firms, some of which ageléoreign ice-cream producers (like for
example the complainant Mars), but as a resultrafidb differentiation producers may enjoy
some market power. Therefore the upstream marlaet igopoly.

Exclusive agreements can be best described byinearlcontracts in the sense that besides
the per unit price the retailer has to pay a laarusing the freezer. Contracts can be
renegotiated, but the contracts of different retaildo not expire simultaneously.

(1) Is there market power upstream or downstream?

The upstream market is an oligopoly and the dowastr market is competitive. If the EC
definition of the relevant market is correct, mdrkkares are high, which may point towards
market power upstream. However, Motta (2004) arginesEC definition is not complete since
due to different production technologies, closessitilites such as ice-cream sold in bulk
(scooping ice-cream) and craft traded ice-creaneactuded from it. If these substitute
products have also been considered, upstream shatdg drop approximately by a half.

(2) Is anticompetitive foreclosure likely?

If there are economies of scale to ice-cream pridalu@nd distribution, Langnese and Schéller
may use exclusive agreements to deter entry of tivails, because they have a first mover
advantage, even though retailers would benefit froone intensive upstream competition.
Upstream producers would then exploit the inabibityetailers to coordinate their actions.

If we believe the EC market definition to be cotrend if we accept that there exist
sufficient economies of scale, the theory predictstomer foreclosure, aimed at excluding
upstream rivals. The Commission concluded thattduegh fixed costs and already existing
exclusive contracts, it has been difficult to enter industrial impulse ice-cream market,
therefore exclusive agreements might have foredlogstream entrants. Moreover, the demand
of retailers was fragmented since the number @filexs was high, and therefore each retailer
carried little bargaining power and was unabledordinate with its rivals. In this case each
exclusive contract signed with the incumbents desee the number of potential outlets the
entrant could contract with, thus making forecleseven more likely. However, in this
argument the Commission ignored the fact that nglkaffering full range of products to

retailers have some market power too, thus makiriy &y some niche products possible.

(3) Are there offsetting welfare effects?

During the analysis the EC focused mainly on agsgdke anti-competitive effects which are
related to entry barriers. Pro-competitive effeotsthe other hand, were less extensively
assessed. In the relevant ice-cream market twstgpexclusive agreements exist. First outlet
exclusivity, which implies that the manufacturequ@es the retailer to sell only its own
products in the outlet; and second freezer exdiysivhich implies that the manufacturer leases

70



freezers to the outlet and requires the retailestdoe only its own products there. Freezer
exclusivity is not necessarily accompanied witHetugxclusivity. Manufacturers' investments
in freezers caused considerable growth in the niablezause these made it possible to
introduce more products in outlets. If we assunag thanufacturers have an advantage in
financing the freezers compared to retailers, feexclusivity could be used to protect these
investments from free-riding of other brands, pdivg an efficiency rationale for freezer
exclusivity. This may be the case if retailers m@re risk avers than manufacturers or is if
manufacturers can buy freezers more cheaply. tetleno such advantage, retailers can
appropriate the additional profits from investimgfieezers themselves. This would invalidate
the efficiency argument.

However it is more difficult to find convincing édfency rationale for outlet exclusivity.
The only reasoning parties used in court was tHatiers distribution costs which otherwise
would be higher due to competition that decreas@sashd for its own product. By solely
guestioning the competitive nature of the markteés argument provides weak evidence for
pro-competitive effects of outlet exclusivity.

(4) What are the policy options?
In this case competition law was enforced ex podtthe contracts were banned.

Toys “R” Us v. Federal Trade Commission: The toys m arket in the US

The Federal Trade Commission (FTC) condemned TRYy2JS (TRU) for abuse of dominant
position and exclusive dealing in 1996. Accordiadhte FTC, TRU, a giant retailer owning
20% market share in the toy industry, acted astloedinator of a horizontal agreement among
toy manufacturers (including the two main ones,bdagnd Mattel). This horizontal agreement
formed a network of vertical contracts betweenTRJ and the independent manufacturers.
Each vertical agreement aimed at limiting the dstion of a manufacturer’s products to low-
priced warehouse club stores, on the conditiondtiar manufacturers would do the same
(“warehouse policy”). The FTC required TRU to tenamie its exclusive contracts and not to
enter new ones, and the decision was confirmedhéyburt of Appeals in 2000. Potentially
the type of foreclosure that emerges is input floa®ae, where a refusal to supply other
warehouses might exclude them from the toy retailket. Our analysis is based on the FTC
(2000) case and the summary of the case in ReyWargk (2005).

At the retailers’ level, toys are sold in differédihds of stores: (i) traditional toy stores and
department stores (high-end, selling with 40 to 5@&6kup), (ii) specialized discount stores
(selling at an average of 30% mark-up), (iii) geheliscounters like Wal-Mart, K-Mart, and
Target (with 22% mark-up), and (iv) warehouse cllikes Costco and Pace (low-price end of
market and selling with 9% markup). Since for lontgeme TRU has been present and
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possessed strong position in the low-price-endykales market, this latter segment
constitutes the main focus of this case.

Although a club is selling exclusively to its memband prefers name-brand
merchandizing, it intends to provide products dfh@nufacturers so that the consumers can
easily compare its prices with its rivals’ pric&ale to this strategy, clubs’ market shares in
total toy sales increased from 1.5% to 1.9% witniear. Worrying about losing its market
share in the low-price-end segment, in 1992 TRibdhiced its “warehouse policy” towards
the manufacturers (FTC, 2000): “(i) the clubs cougdre no new or promoted product unless
they carried the entire line, (ii) all specials andlusives to be sold to the clubs had to be
shown first to TRU to see if TRU wanted the iteiii) 6ld and basic product had to be in
special packs, (iv) clearance and closeout iteme wermissible provided that TRU was given
the first opportunity to buy the product, and (vete would be no discussion about prices.”
These exclusive agreements were negotiated indithidu

Stylized description

The toy market can be characterized as followstH@rone hand the relevant downstream
market contains warehouse clubs. This market coumigre than 600 club stores in 1992, none
of them vertically integrated to manufacturers. Da¢heir name-brand merchandizing activity,
their brands are differentiated. On the other hdmda long time, TRU had enjoyed a strong
position at the low-price-end retail market segmbstause its only competition arose from
traditional toy stores who target at a differenhgomer segment, reflected in their higher
prices, and from general discounters, which coatdaffer similar product variety as TRU, yet
pricing somewhat higher than TRU.

Upstream there are a few manufacturers producifigrdntiated toys: two big companies,
Mattel and Hasbro have 12% market share in tratititoys sales, and share the market with a
few other big manufacturers such as Fisher PriceTaico. This market is an oligopoly.

According to the FTC, with its exclusive agreeméerRJ orchestrated a boycott in which
key manufacturers agreed to join "on the conditimat their competitors would do the same".
In other words, manufacturers colluded in relatioisales in warehouse clubs.

(1) Is there market power upstream or downstream?

Before the exclusive agreements, the downstrearkenhbad a competitive segment, that is
warehouse clubs and a player with first mover ath@aand market power, that is TRU and
the upstream market exhibited imperfect competitisfiter contracting with manufacturers
TRU was able to gain its market share back ancedrienufacturers into horizontal

agreements.
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(2) Is anticompetitive foreclosure likely?

In this case theory suggests that anticompetitipeti foreclosure is likely: for the dominant
producers exclusive sales allow them to extra¢tnfisirket power rents from the market
(avoiding intrabrand competition). These rents lsarshared with the favoured retailer. In
addition, as pointed out, the agreements might feitated horizontal collusion upstream.
As FTC claimed, by its warehouse policy “TRU soughéliminate the competitive threat the
clubs posed by denying them merchandise, forciaghhibs' customers to buy products they
did not want, and frustrating customers' abilityriake direct price comparisons of club prices
and TRU prices." As a result, within 3 years cluksles shares dropped from 1.9% to 1.4% in
the total US toy market and the products of coatiing manufacturers disappeared from these
shops.

(3) Are there offsetting welfare effects?

TRU referred to entering exclusive agreements dusotential free riding on its distribution
efforts, however the FTC could not find evidenceifoln the toy market manufacturers paid
each retailer directly for the services they wartteglretailer to furnish, including advertising,
full-line product stocking, and extensive invenésti Therefore the FTC concluded that

exclusive dealing was entered with clear anti-catitipe purposes.

(4) What are the policy options?
In the TRU case the competition law was applieg@st, and FTC obliged parties to terminate
the contracts.

Case study: Electricity market

This case focuses on the electricity sector. Tlasket has a long history of regulation,
motivated by the natural monopoly characteristicgarts of the sector. Is fear of
anticompetitive vertical foreclosure a concerntiis tsector, and should regulation take this risk
into account? We first give a brief overview of gector, and next apply the policy framework

to assess risks of anticompetitive foreclosure.

Stylized description

In the electricity market, the main segments taliséinguished are generation, retail, and
transport. The generation sector consists of p@raduction plants. Economies of scale in this
sector have gone down as the size of viable neilitiies has decreased. As the sector was no
longer viewed as natural monopoly, in many coustlilgeralisation of the generation market
has taken place. With a growing emphasis on renkewand small-scale distributed generation,
the reduction in scale for new entry may furthemtomue. Retail comprises sales of energy to
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smaller end-users. Larger, industrial users cagnadiccess the wholesale market for electricity
without assistance from retail intermediaries.

While generation and retail provide a clear exangbla vertically organised sector where
vertical foreclosure might play a role, we focughis case study on the role of the electricity
networks: the transportation and distribution paftthe electricity chain. Both are usually
considered (regional) natural monopolies, as lagmomies of scale make duplication of
networks non-economical. Transportation referdeotiigh voltage transmission grids, which
connect (large) generators to distribution gridd aome very large end-users. Transmission
networks in different countries or regions als@mbnnect with each other, providing access
for producers or traders in neighbouring zone€uinope, the functions of the transmission
companies typically also comprise of systems opmrat apart from pure transportation of
energy. The system operator’s role is coordinatioiinear) real-time, of generation and
consumption decisions, making sure the two remalarized. In the current liberalised
generation market this usually involves operatifmmncing mechanism or markét.

The term distribution networks refers to the maneliy meshed lower voltage grids
distributing the energy from the high-voltage gidend-consumers. In relation to the tendency
in the generation market of smaller scale and rd@®ibuted generation, distribution networks
may also play an increasingly important role inmecting to generating units. One may think
of the feeding-in of electricity locally producest tvind generation, by photovoltaic cells on
rooftops of individual consumers, or as technolpgygresses, perhaps produced domestically
by household scale gas-fired combined heating ameépappliances.

Vertical market structure

Are networks part of a vertically organised chairitie electricity sector? To answer this
guestion, we first observe that networks sell tugtidct products: rights to withdraw electricity
from the network (for consumers or their agentayl ghts to feed electricity into the network
(for producers, or for market parties operatingliffierent regionsy. On the consumer side, the
network sells its connection services directly stmsumers, and retailers sell the electricity
directly to consumers. The relation between netwankd retailers may therefore be
characterised as a horizontal relationship, ratthen a vertical one, and we will therefore not
focus on the network-retailer interactions.

The other product, access for producers, is mopeogypiately described as part of a vertical
chain. Producers sell their electricity into theoldsale market, and have to acquire, as a
necessary input, connection to a network. In thiationship, the network is the upstream
player and the producer the downstream playemnvastigating the potential for
anticompetitive foreclosure we focus on this pdrthe electricity market.

3 In the US, ownership of networks and system operation are more commonly separated.
% We here ignore the system operations part of the network’s activities
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(1) Is there market power?

As mentioned before, networks are (natural) monegoproducers connecting in a specific
region have no choice in access provider. Wherodumer chooses where to locate, there may
be some competition between networks, though, geal/various networks offer access to the
same wholesale market for energy. (This is geneth#l case for distribution networks:
irrespective of which region within the country thmall producer is located (and hence, of
which local network he connects to), he can saligmergy on the national wholesale market.)
Theoretically such a producer could conditiondtsdtion choice (and hence, its choice of input
provider of network access) on the terms of acpesgision for each network. In practice,
however, for an individual small-scale producerrmecting to the distribution grid there is often
no flexibility in location choice, as the produgctiopportunity is connected to a particular
location (consider e.g. a factory building a cogatien plant, or a household choosing to
install photovoltaic panels). We will therefore sater the upstream sector, the network, as a
monopoly.

The downstream sector (in the terminology explaialkdve) is that of generation of
electricity. This sector is currently, in Europétem characterised as an oligopoly, manifesting
imperfect competition (see e.g. CPB, 2006, foreeradgew, or EC, 2007, for a detailed analysis
of market power in the European wholesale marketperfect competition may originate from
entry barriers to new players, and also from c@msts in cross-border transmission capacity,
segmenting the geographic market into, mostly Middial countries and reducing competitive
pressure from abroad.

(2a) Analysis of anticompetitive foreclosure in the absence of regulation
As indicated above, regulation of the electricigtwiorks is widespread, as a response to
various market failures. Nevertheless, we firstradd the question of whether anticompetitive
foreclosure would be likely in a hypothetical stiba where such regulation is absent. Next we
address how the presence of regulation itself nagibt the analysis, and to what extent this
regulation is also a good policy response to fasale.

According to the policy framework, we first noteathindeed, market power is present, with
a monopolistic (upstream) network sector, and aopbly in the downstream generation
market. We pursue the analysis by distinguishisguation with, and without vertical
integration. Both situations occur in reality: etNetherlands, as in various other countries, the
transmission grid is an independent firm from tle@eration sector. In some other European
countries, transmission is vertically integratedtvgeneration companies. Regional networks
are often integrated with generation.

Consider first the situation without vertical intagon. In the absence of (price) regulation,
according to the checklist, we would be in theagitth where there is a risk of input foreclosure
(i.e. generators could be excluded from the mayket) not customer foreclosure. The network
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would try to exercise its monopoly power towardsepators, charging monopoly prices. In
doing so, however, it would be vulnerable to riglopportunistic behaviour: after contracts had
been struck with generators for access to the mifviloe network operator might find it
profitable to make additional profits by providiagditional network capacity (or, for instance,
expanding interconnection capacity with neighboginmarkets). Anticipating the undermining
of their competitive position ex post, generatomuld be reluctant to pay monopoly prices to
the network. Some way of commitment by the netwapkrator, to preserving their competitive
position would be called for, such as exclusivetcms®.

With vertical integration of the network into thergeration market, the network can more
easily commit not to (over)supply the market witltess to transmission. Its own stake in the
generation market allows it to credibly refuse teegaccess to independent generators, as this
would undermine its own profits from selling energpreclosure is then a risk.

(2b) Anticompetitive foreclosure and regulation

The previous analysis illustrates the general aiglyroposed in this document, but in this case
is largely hypothetical since in reality networke asually regulated to prevent them from
reaping the monopoly rents from their natural magposition. Typically, regulation

involves both access price regulation and requirga® provide access to third parties on non-
discriminatory terms. Foreclosure to protect morgpents from the network may seem less
relevant, since such rents may be reduced as k& oésagulation anyway.

Consider first the situation without vertical intagon. Note first that, if there is no price
regulation but there is a requirement of providnu-discriminatory access, the monopoly
problem is increased: the non-discrimination regjument allows the network to commit to
charging the same, monopoly, prices to all conmkeganerators. The network does not suffer
from a risk of opportunistic behaviour and as asamuence needs no input foreclosure to
safeguard its monopoly profits. It is thereforeegsiml to also regulate the price at which access
is given. Provided the regulated price at leastbgjihhe costs of connecting generators, there
will be no incentive to deny access to generatmd, more strongly, if the price is set (slightly)
too high, the network will have an incentive to yide as much access as it can. Foreclosure is
then no more a concern.

The situation is different in the presence of wattintegration: the network operator then
internalises the loss of profits of increased catitipa on the generation market. Assume again
that the network is subject to access regulatioeiuding regulation of price and non-
discriminatory access provision to third-party gexers. If regulation would be perfect, clearly
there would be little remaining problem, and foostire would not occur.

% An alternative solution could appear to be that connection contracts are short term (or renegotiable), so that they can be
updated when competitive conditions alter. This would however create hold-up problems, since both network and generator
make large relation-specific upfront investments.
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5.3

In reality though, there may be large informati@yrametries between regulator and integrated
firm, in particular regarding capacity to providecass, and, related, the costs of increasing this
capacity. Claims that capacity is insufficient tm@mmodate (rival) generators will be costly to
verify for the regulator, and similarly it will beery hard for the regulator to make sure that,
say, a national transmission operator makes eviéost €0 make all investments in cross-border
interconnection capacity that are (socially) e#fidi. In spite of regulation, anticompetitive
foreclosure may still remain.

(3) Are there welfare enhancing effects of foreclos  ure?

Can there be welfare enhancing effects of foreesar more generally vertical integration?
Perhaps the most important factor would be enhancedlination between network operation
and investment when fewer generators can be actittee market, and a lower risk of hold-up
in case of vertical integration. At the operatiolealel, transaction costs of system balancing
may increase with number of market players, as @oabrdination of maintenance on
networks and generation. (As a counterargumengniiges for efficiency in balancing will be
higher under increased competition). In the long gimilarly, issues of coordination for
investment in network and generation may play a.rdlowever, these arguments hold in
particular for the extreme situation where forealesleads to generation monopoly, are
unlikely to be relevant if foreclosure merely leadgyeneration oligopoly. In the extreme case,
without regulation of the monopolist generator sthdenefits seem unlikely to balance the
disadvantages of monopoly.

(4) What are the policy options?

In the presence of price regulation foreclosure megyain a risk if there is vertical integration.
This is due to the fact that there is significagrametric information, in particular in assessing
available capacity and in deciding on new investimddandated vertical separation can
provide a solution to such risks. This measuraiisently proposed by the EC for transmission
networks (and, in the Netherlands, for distributi@miworks as well). The principal question to
answer then remains how large the costs are of sejoéiration (e.g., loss of synergies), and
how they compare to the risks of foreclosure (gnadentially, other risks). For such analyses
for ownership unbundling in the Netherlands, sge €PB (2005) and SEO (2006).

Case study: Dutch Healthcare market

In this case study, we evaluate the possibilitgrifcompetitive foreclosure in healthcare
markets. We focus on interaction between insunedstespitals. After briefly introducing the
Dutch healthcare market, we describe a stylisedainoidvertical relations between hospitals
and insurers. We analyze the risk of anticompetiforeclosure in this model, illustrating how
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the framework can be applied in practice. Note h@ugethat our analysis is not meant to
capture the Dutch healthcare system in all its derity. At the end, we list several factors that
may be important to add to this basic case in awlenake the analysis more applicable for the
Dutch practice. An in depth evaluation of the efffefcvertical integration in this market is the
topic of separate research currently undertaketh&yCPB.

The Dutch healthcare market has recently beenmefdr In 2006, the prices of some
healthcare services (in the so-called B-segmentg Vilgeralised and a new national insurance
system was introduced. These changes pose new pbkdlenges with respect to vertical
relations in this market. Two key features of tleevrDutch healthcare model are free choice of
the insurer by consumers and the possibility cdc@le contracting between insurers and
providers of healthcare services (hospitals in ¢hse)’ Free choice of the insurer by
consumers is backed up by an obligation on thedfidesurers to accept customers at the same
premium (this is known as community rating). TtEsneant to facilitate competition among
insurers, stimulating them to select better prordgd@his will give providers incentives for
better performance. In this way, the scheme ishee to achieve higher efficiency and quality
of healthcare services.

Insurers cannot differentiate prices of product®ss consumers who buy the same basic
benefit packag®, except that they may charge higher prices forcmmtracted services. Fully
exclusive contracts are not feasible under the IDlggislation, which stipulates that consumers
should receive a ‘reasonable’ compensation fotimeats in any hospital, including non-
contracted hospitals. The law is silent on what#yaonstitutes reasonable compensation.

Although there has been so far only two examplestrehgthening of vertical relations
between healthcare providers and insureiise take-over of a share in a small orthopaedic
clinics by the CZ insurance group and a financiogtact between local GP’s by Menzithe
Dutch Competition Authority may be confronted wibtential vertical mergers in the near
future. Therefore it may also be useful to loolktter countries’ experiences. See the textbox
below on vertical relations in the US health market

3" We leave out the distinction between different types of health care providers.
% Group discounts are allowed.
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Vertical relations in the US healthcare market

In the US, the extent of vertical integration increased in the last two decades. Its growth coincided with the growth of
‘managed care’, which was driven by the desire to contain healthcare expenditures. Two main forms of managed care
organisations (MCO) in the US market are Health Maintenance Organisations (HMO) and Preferred Provider
Organisations (PPO). Both these forms put restrictions on the choice of provider by their policy holders, in exchange for
better terms from these providers. Historically, MCOs arose in the form of HMOs, which were fully integrated
organisations that were signing exclusive contracts with their providers and restricting the choice of their subscribers to
the contracted providers. The current trend is towards less exclusive forms such as a PPO, offering financial incentives

to subscribers for choosing certain providers (Baranes and Bardey, 2004).

Stylized model

We consider the following model consisting of tvatated markets: the hospital market
(‘'upstream’) and the insurer market (‘downstrear@®nsumers buy health insurance from
health insurers, who contract healthcare with hatgi

We assume that hospitals are differentiated. lotfo®, the physical distance between the
consumer’s home and the provider may restrict corgsichoice: consumers are not always
willing to travel to providers that are not locatedhe neighbourhood of their homes, partly
because they do not feel monetary consequencégiofictions, as the bill goes to the insurer
anyway. In addition, hospitals may differ in quglir in healthcare services they offer. Besides,
consumers may prefer to be treated by a particldator. Also they often follow advice of their
GP*, who typically directs them to a neighbouring Healp

About the insurance market, we assume that alténsisell a standard benefit packdye,
covering the same set of healthcare treatments.eMeryvinsurers can charge a co-payment if
the insured chooses to be treated by a non-coattgrbvider. As long as insurers do not
selectively contract with hospitals (i.e., theyrdu restrict consumer choice of the hospital) the
product that they sell is homogeneous. If diffeliestirers contract with different groups of
hospitals, their insurance policies become difféeged, because the hospitals are
differentiated. We will cover both types of situ@ts in our analysis. For simplicity, we also
assume zero switching costs in this market. Besilesassume that insurers mainly compete
on price$’and therefore, we classify the competition in theurance market as Bertrand
competition.

In short, we interpret the insurance firms as ddveasn firms selling to consumers a range
of differentiated upstream products. The upstreamdycts that they sell represent healthcare
services offered by various hospitals, among whimsumers can choose when they need
healthcare. As long as all insurers offer accessl thospitals, their products can be seen as

% GP stands for “general practitioner” (“huisarts”).
40 As the basic insurance package in the Netherlands.
“L Especially in the beginning of the reform, price competition was very aggressive. In the first year, some insurers even
priced their basic insurance products under their actual cost level (perhaps hoping that the consumers will stay with them for
more years, so that they can eventually earn their money back). Douven and Schut (2006) estimate the losses of health
insurers on basic insurance in 2006 between 375 and 950 min euros.
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homogeneous, to the extent that the insurers theessare non-differentiated. Of course,
insurers may be differentiated because of, for gtandifferent service levels.

The general theory of vertical foreclosure presgiimechapter 2 can be applied to the
healthcare case if we realize that (i) the dowmstréirm pays to the upstream firm, and the
consumer pays to the downstream firm only; andlfg) downstream and upstream firms can
use vertical contracts or integration. Althoughitegrated insurer cannot fully deter patients
from going to another hospital, he can discourageliehaviour by offering financial incentives

to consumeré?

Health economics literature on vertical relations

In addition to the general economic literature discussed in chapters 2 and 3, there is also a health economics literature
specifically addressing the issue of foreclosure in the healthcare market. Like the general literature, this literature also
stresses that anticompetitive foreclosure is only possible if there is market power at least in one market segment, and
that certain factors may mitigate or increase both positive and negative effects of foreclosure.

In particular, Gaynor and Ma (1996) analyse a model with differentiated providers and homogeneous insurers. They
show that as long as the insurance market is perfectly competitive, no anti-competitive effects arise from exclusive
dealing. In the other words, exclusive dealing by itself does not create a problem.

This means that for exclusive dealing to be anticompetitive there must be a situation in which there was market
power in the insurance market initially. In particular, if we introduce market power in the insurance market by introducing
differentiated insurers, then foreclosure can arise in equilibrium. (Gal-Or, 1996). This result arises in the model with two
insurers and two hospitals. The insurers decide if they award exclusivity to a certain hospital or make offer to both
hospitals, and subsequently negotiate the price. When an insurer excludes a certain hospital his bargaining position vis-
a-vis the remaining hospital improves, since this hospital may be willing to accept lower rates in exchange for higher
volumes. Gal-Or obtains that if the probability to get sick is relatively low, and the extent of differentiation among
hospitals is relatively small, then both insurers will contract the same hospital.

Adverse selection plays an important role in healthcare. Baranes and Bardey (2004) argue that exclusive contracts
combined with differentiated providers lead to segmentation of patient risk groups (horizontal differentiation), which
works pro-competitively. In their model, the increase of the number of insurers with exclusive contracts leads to lower
premiums of conventional insurers. This effect arises because in equilibrium, consumers with relatively high risks of
sickness buy conventional insurance, which gives them access to all non-contracted hospitals; and consumers with
lower risks go to insurers who contract a particular hospital. Since with a larger share of exclusive contracts, the range
of hospitals available to the patients of conventional insurers decreases, the premium of conventional insurance

decreases as well.

“2To date, Dutch insurers hardly used this possibility to affect the choice of provider. (NZa, 2006, and CPB, 2007).
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We consider three situations: a basic model in vthere are one regional hospital and
multiple insurers, and two models that feature dewtigopoly. The later two models represent

the cases of homogeneous and differentiated insenaroducts: see Table 5.2.

Table 5.1 Stylised model
Model 1 Model 2 Model 3
‘basic model’
Hospital market monopoly oligopoly oligopoly
Insurance market oligopoly oligopoly oligopoly
Differentiated insurance products no yes

Diagnostics of foreclosure
Here we apply the framework developed in chaptier d@ssess the risk of foreclosure in this
market. The framework includes four major questiamsich we discuss below.

(1) Is there market power upstream or downstream?

In the ‘basic model’, we have assumed the hospitaket to be a monopoly and the insurer
market to be an oligopoly. Therefore, that situai®clearly characterised by the hospital
market power (upstream). The downstream marketi{@re) is competitive, since we assume
product homogeneity and zero switching costs is tiarket.

In model 2, the hospital market (upstream) is cttgressed by some market power, while the
insurer market (downstream) is competitive. Hodpitarket power arises because of product
differentiation and consumer preferences for aipalgr hospital. It decreases with a decrease
in concentration and specialisation of hospitals.

Model 3 introduces price differentiation in theunsr market, which creates market power
in this market. Therefore, in Model 3 market povwgepresent both upstream and downstream.

(2) Is anticompetitive vertical foreclosure likely?

In the ‘basic model’ with one regional hospitakth is a monopoly upstream. Therefore, there
is a danger of input foreclosure. For example, egerebetween the hospital and one insurer
may potentially lead to input foreclosure (accogdia the general framework, see chapter 4).
Customer foreclosure is not an issue, because iherdy one upstream firm.

Let us turn to models with several firms operafimgach market. Economies of scale may
be important in the hospital market, thereforereint this market would require a certain scale.
According to our framework, the presence of scalenemies may lead to customer foreclosure
in Models 2 and 3, but this is not always the cage. general framework also does not provide
us guidance regarding the possibility of input tdosure in these models. Therefore more
detailed modelling may be needed. It appears flerhealth economics literature that in the

case of homogeneous insurers foreclosure is ugl{igghynor and Ma, 1997, see the textbox).
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In the case of differentiated insurers, customezdimsure may be the case, if hospital products
are not highly differentiated (Gal-Or, 1996).

(3) Are there welfare enhancing effects?

Foreclosure may have positive effects in the fofipreventing double marginalisation,
reducing free-rider effects, and facilitating sfiednvestment. As we explain below, mainly
the third effect (related to specific investmerd¥tio be taken into account by anti-foreclosure
policy. It is difficult assess the magnitude ofsthbifect.

Double marginalisation is unlikely to play a rotegractice. In the non-regulated segment,
non-linear contracts are allowé&twhich potentially eliminates double marginalisatiand in
the regulated segment, the prices are capped bredgiudator. Also, the hospital products bought
by the insurer can not be traded.

Free-rider effects at the insurer level may appmgortant, for example in the context of
prevention (of certain diseases). An insurance firithonly have incentive to invest in
prevention if it can also appropriate the benefitseclosure can be used as a mechanism to
secure these benefits. However, there are also ptfssible instruments to achieve the
necessary level of prevention (e.g. preventionada organized at the level of the state, by
mandating that firms have to contract certain l@fgrevention).

Finally, vertical contracts or vertical integratiomay be needed to facilitate specific
investment by hospitals. This argument seems to toolhospital ICT-systems. Both the
hospital and the insurer may benefit from bettsights in costs and benefits of the treatments,
but the hospital may have insufficient incentivertstall it.

(4) What are the policy options?

It is likely that in the future the Dutch compatiti authority will be confronted with the
necessity to assess mergers between insurers apddie. Special attention should be given to
situations similar to Models 1 and 3 analysed hiergshich there is a risk of input foreclosure,
the negative effect of which (in the form of prioereases) may exceed the positive effects in
(facilitating specific investment). If this is tliase, merger prohibition could be a relevant
measure.

With respect to potential effects of foreclosurdiggoon the level of innovations, we note
that major technological innovations in the heatiecindustry occur at the level of producers of
medical equipment, pharmaceuticals, research ceatréd academic hospitals. The extent of
innovations that would involve both a hospital amdinsurer together is relatively sméll.

“3 However, linear pricing is currently applied in most cases. In the regulated segment, the prices are regulated by the NZa,
and therefore, they are linear by definition. In the free segment, non-linear contracts are in principle allowed, but it seems
that they actually have not been used.

“ There is mainly the scope for contractual innovations (e.g. partial capitation), which may be important to reduce moral
hazard of providers, in particular, to prevent supplier induced demand. However, here when speaking about dynamic effects,
we focus on product and process innovations.
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Therefore, stringent anti-foreclosure policy instimarket segment is unlikely to have strong

negative dynamic effects. This implies that pobgainst foreclosure may be relatively more
stringent (compared to cases with a high levehobiation, such as in the case study on the
telecom sector considered in section 5.4).

Concluding remarks

We have used stylised models to highlight how gattintegration may cause foreclosure in
this market and which factors are likely to plasoke. Policy intervention (e.g. in the form of
merger prohibition) would be needed to preventdtosure in such a case. In any application of
the analysis presented in this chapter to the Diwetithcare market, additional factors need to
be taken into account, which were not included oiostylised modéef?

Heterogeneity of insurers

In the analysis above, we assumed a standardisedhince product. In practice, however, in
addition to the standardised basic insurance, émswiso sell non-standardised supplementary
insurance'® This increases the degree of heterogeneity inntlaisket. Higher degree of insurer
heterogeneity increases the risk of foreclosurd-(@a1996, see the textbox presented earlier
in this section).

Switching costs

In our analysis we have ignored consumer switchgjs, which are generally present in the
insurance market (Pomp et al., 2004). So far, thests were not prohibitively high in the
Dutch markeY, however, this may change in the future. For eXergwitching costs may
increase if companies introduce loyalty bonusesegin to adopt stronger acceptance policies
for supplementary insurance. With the presencewviithing costs, entry into the insurance
market becomes more difficult. Therefore, this neamkay become less competitive, which

may increase the risk of foreclosure.

Soft discrimination

We note that in practice, in addition to the foostlre mechanisms that we discussed in the
theoretical part, foreclosure can be also achigkemligh soft discrimination. For example, the
hospital may give a preferential treatment (e.deims of waiting time) to the affiliated insurer.

Community ratings

4 A more detailed analysis of the effects of vertical integration in this market is the topic of ongoing research.
“ There is no standardised benefit package for supplementary insurance. Insurers can charge different risk-premiums and
can refuse some customers. Basic and supplementary insurance are often sold as a joint product. More than 90% of the
compulsorily insured population buys supplementary health insurance from the same insurer where they buy basic
insurance (Schut et al., 2007).
“" The switching rate reached 20% in the year of the introduction of the new insurance scheme (Douven et al., 2007).
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Our model does not consider interregional aspscish as the effect of foreclosure in one
region on the situation in other regions. SincthinNetherlands, insurers have to apply
community ratings (i.e. the same rates should Bered to everybody ensured by the same
insurance firf?), a pricing strategy increasing the profit in aegion may lead to losses in
other regions. Inclusion of these effects intortimdel may change our results.

Effect of price regulation

To date, less than 10% of hospital prices are dilim¥d, while the rest is regulated. Although
the share of liberalised services will increasthim future, still, many healthcare services will
remain under price regulation. Therefore, it is artpnt to take the effect of regulation into

account.

Case study: Telecommunication markets

Following the same structure as in the previoug casdies, first we present a stylized
description of the current Dutch telecommunicatioregket. Based on this description, we
apply the policy framework to analyze the risk ofdclosure is in this stylized version of the
market, and discuss some policy options. Finallywestion potential developments in the
market which may affect our analysis. This casdysts based in part on a study of Bijlsma and
van Dijk (2007).

Stylized description
A stylized version of the electronic communicationarkets in the Netherlands would consist
of a downstream level where retailers compete dmsamers in providing services (i.e.
intrabrand or service-based competition) and atreas level where network providers offer
access to their networks (i.e. interbrand or fde#ibased competition). At the upstream level,
two firms are active that own a network with natibooverage (KPN with its ADSL
technology and regional cable operators) and atengially able to provide wholesale network
access to downstream retailers. Retailers needsitadhe networks to sell
telecommunications services like broadband inteaweess, mobile or fixed telephony, and
digital television to consumers (i.e. triple-playhe two upstream network suppliers are
vertically integrated and compete through theirsidilaries in the downstream market with their
non-integrated downstream rivals. Due to manddtmsl loop unbundling (LLU) of KPN’s
network downstream competition accommodated naggiated firms thus making service-
based competition fiercer.

In reality, upstream firms with limited local coegye (for example Lomboxnet) or networks
only catering for corporate users (for example BBoe Versatel/Tele2) are also present in the

“8 Group discounts are allowed.
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Netherlands. In addition, there exist local initias for wireless networks (for example wireless
Leiden). For simplicity we abstract from these fras. Thus, we consider the
telecommunications market in the Netherlands atatebal oligopoly with vertical integration.
Upstream services offered by networks to retaifgessport of digital data) can in principle
be considered as close substitutes, whereas #iesetvices offered to customers by
downstream retailers are differentiated. Becauseathount of data that fibre optic networks
can carry is very large, there are no significayiaxity constraints in the data fléin
addition, digital techniques increasingly succeeddampressing data flows. Therefore, price
competition (i.e. Bertrand competition) with difésttiated goods is probably an accurate

description of competition in the downstream market

Risk of foreclosure
To assess the risk of foreclosure by means of aotitrg, we apply the framework discussed in
chapter 4 to the previously described market.

(1) Sufficient upstream and downstream competition?

Whereas upstream there are two competing firmstfieetwo firms owning a network with
national coverage), at the downstream level payntmany retail firms offer services to
consumers. In addition, with current technologlesihvestments necessary to role out a
competing telecommunications network with naticc@lerage are prohibitively high. Clearly,
this is a market where potentially upstream mapkmter exists, while downstream markets are
potentially competitive.

(2) Is anticompetitive vertical foreclosure likely?

As both network owners have downstream affiliaties,market is one of full vertical
integration. In the absence of regulation we waedderally expect the contracts between
entrant and vertically integrated suppliers to balimear, for example with a fixed, and a
variable part. Such contracts can often increasgdint profit of a network and a retailer
compared to a simple linear price and it is uniiiblat network capacity will be easily resold if
the network owner contractually prohibits this.

In a market with an upstream oligopoly, nonlineavate contracts, no capacity constraints,
downstream differentiation and price competitiomtrants will most likely not be excluded
from the market, unless there is a large probatiiiat entrants mainly steal market share from
their supplier (so-called ‘own-product cannibalieat, Ordover and Shaffer, 2006). This effect
might occur if consumers perceive services thatletivered through one type of infrastructure

“9 OPTA (2006) claims that there are capacity constraints because a network's administration may not be able to
accommodate a large number of clients switching from one network to the other. This might indeed limit the potential rate of
change in market shares.
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as quite distinct from service over the other (rgei differentiation). In the absence of this
effect, entrants will be able to enter into contsaeith at least one of the network owners.
These contracts may be exclusive, therefore fosectodoes occur. Nevertheless, if the
networks compete in signing such exclusive corgradth retailers, the access price will be
driven down to competitive levels. Hence in thiseforeclosure is not detrimental to welfare.
If the networks do not compete in signing such @sigle contracts and the number of potential
downstream entrants is small, the access priceramagin high. In this case, only one of the
networks has incentives to provide entry and it ddl so at high prices. Foreclosure is then
anticompetitive. Conversely, if the number of pdi@rentrants is high, the possibility to charge
high prices is eroded by the usual commitment gnob(see chapter 2) and prices will drop to

competitive levels.

(3) Offsetting welfare enhancing effects?

In this market, double marginalization is unlikeg both suppliers and retailer can use non-
linear contracts to prevent this. Also firm specifivestments by suppliers or retailers with free
rider effects do not appear to be important. The @maining efficiency argument that may
play a role is the hold-up argument, given the Bpaovestments that have to be made to
connect to either infrastructure.

(4) What are the policy options?

If competition between both infrastructures is dedrtoo low, according to the current EU
regulatory framework a network operator having gigant market power over its
infrastructure is obliged to provide access tolgat a cost-based access price. Access
regulation was successfully introduced in the Né#mels in the sense that it intensified service-
based competition when the upstream market wasicteized by a monopoly network.
However in the presence of competing networks acobBgation currently implies asymmetric
regulation: access to only one of the networks foheer telephony network) is regulated.
Asymmetric regulation may distort the competiti@tween networks by leading to lock-in
effects. Symmetric regulation may therefore be nimeeficial and can take two forms: either
regulating both networks or doing nothing.

The telecommunications market in other EU countliffers strongly from the Dutch
market. In countries where there exists an upstnegmopoly, e.g. in the UK or Germany. We
briefly discuss the policy tools that are usedtemsify competition there. The operational
separation of local access and backhaul networBsitéh Telecom into OpenReach was
carried out as a result of Ofcom's market revietheDexamples may follow this decision (e.qg.
cases of Telecom ltalia in Italy or Telstra in Aatif). Despite insufficient upstream
competition in Germany, Deutsche Telekom requeatexjulatory holiday in order to be able
to recoup its investment in VDSL technology. Dissios is still ongoing, now at the European
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level, on whether VDSL technology constitutes a meavket and if at all, then how it should be
regulated. Even though the upstream market shoffeselit characteristics in the Netherlands,
similar problem may arise when KPN enrols its &ldetwork (see discussion below).

Possible drawbacks of access regulation includeffiéxts on investments and the incentive
to engage in sabotage. These drawbacks shouldée itsto account when assessing whether
access regulation is necessary.

Investments may be suboptimal if a network is méigo unbundle its facilities at a
regulated price. A monopoly upstream firm may cleoadower level of quality increasing
investment if access price is regulated and ible & offer similar value-added services at the
same quality level as its downstream rival. Howet/gre network's ability to provide value-
added services is higher, it will over invest ilerto foreclose its downstream rival (Foros
(2005)).

If access is regulated, firms may have incentivesrigage in sabotage; a non-pricing
strategy that harms rivals. In electronic commutiices market sabotage may include providing
lower quality services to other downstream compayreeg. in case of broadband access, lower
speed or limited dataflow, blocking rivals' sendcaithholding information from competitors
about how infrastructure can most efficiently bedisr setting standards and structuring
services in favour of its own subsidiary and atékpense of its rival® In this case for
example quality of services may not be contractiiee it may not be observed, or if it is
observable, reasons for lower quality may not béfiable. In the presence of access regulation
a monopoly network may have an incentive to englagabotage (Mandy and Sappington
(2007)).

Conclusion
According to the theory, anticompetitive foreclasis relatively unlikely in the stylized version
of the Dutch telecommunications market presenbet/@. If the drawbacks relating to network
investments and the incentive to engage in sabatagkarge enough, it may be welfare
enhancing to choose a "do nothing policy" instefith® current asymmetric access regulation.
However, the stylized model presented above igp@noximation to the current situation in
the Netherlands. Some (potential) market charastiesithat may invalidate the conclusions
based upon this stylized description have not Ii@leen into account, are discussed below.

% A related and hotly debated topic is the issue of network neutrality in Internet services and applications. We interpret one
type of violation of network neutrality as a form of anticompetitive quality discrimination at the upstream level by vertically
integrated network operators. It may take the form of quality degradation or blocking rival’s competing services (see OECD,
2007 and Kocsis and de Bijl, 2007).
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1. KPN's all-IP network

A development potentially influencing our analyisishe roll-out of KPN’s all-IP network
which intends to enable KPN to introduce qualitibetter network services. As a result,
upstream products may become vertically differéatlaThis potentially increases the risk of
foreclosure of downstream entrants. However, elilengh foreclosure may take place,
dynamic effects have a large weight in the assessaigro-competitive effects which may
offset the balance towards positive welfare effects

2. Switching costs for service providers
In our stylized description, we've assumed thatupstream networks provide homogeneous
services. However, despite being able to providelar downstream services via both
networks, the two networks are technically différand probably differ in the sense that the
costs of connecting to a particular network diffeor a non-integrated downstream retailer
there are costs associated with switching fromratevork provider to the other. Due to
technical differences between the networks, swilghequires investment in new hardware.
According to market participants, these costs magubstantial.

In the presence of upstream switching costs, tisesiepossibility that equilibrium contracts
will be exclusive and that there will be no competi between networks for downstream
entrants. In this case, competition will not drid@wn the access price entrants have to pay.

3. Sabotage

Finally, we've argued that anticompetitive foreclees by means of (nonlinear) pricing is less
likely. However, we have not considered the posgihif foreclosure through non-pricing
instruments, such as quality degradation or saleotalghough it is theoretically unclear
whether incentives to engage in sabotage also iexibe absence of access regulation, it
remains a real possibility that should be inveséida
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