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To Issue Or Not To Issue Guidance: Comments On
Geradin And Pereira Neto

By Seth B. Sacher’

I. INTRODUCTION

In a recent working paper, Damien Geradin and Caio Marioda Silva Pereira Neto (hereafter
GN) argue that the Brazilian competition system would greatly benefit from the adoption of
guidelines like the European Commission Guidance Paper,> which offers a legal and economic
methodology to implement an “effects-based approach” to vertical restraints adopted by a do-

. R . .
WHETHER IT WOULD BE ADVISABLE FOR minant firm.> This paper notes that whlle.thelr
proposed effects based analysis is far superior to

BRAZIL TO WRITE FORMAL GUIDANCES | per se treatment of vertical restraints, this frame-
REGARDING ITS POLICY TOWARD | work can be further improved by careful attention
VERTICAL RESTRAINTS SHOULD BE | t© the challeng-es raise.d by the so—ca.lled “Chi(.:ago
School” regarding the impact of vertical restraints.

EVALUATED IN LIGHT OF BOTH THE | pyrther, whether it would be advisable for Brazil to
NATURE OF BRAZILIAN COMPETITION | write formal guidances regarding its policy toward

LAWS AND THE FLEXIBILITY OF THE | vertical restraints should be evaluated in light of
BRAZILIAN ECONOMY. both the nature of Brazilian competition laws and

the flexibility of the Brazilian economy.

II. THE EVOLUTION OF ECONOMIC THINKING

GN begin with an excellent overview of the evolution of economic thinking regarding vertical
restraints by a dominant firm. Thus, before the 1950s, vertical relationships between a domi-
nant supplier and its customers that restricted the ability of those customers to deal with the
dominant firm’s rivals were viewed as unambiguously anticompetitive based on a rather un-
derdeveloped concept of monopoly leveraging or foreclosure. These concepts do not appear
to have been well thought out or modeled, but the idea is that the monopolist could somehow
leverage its monopoly power in one market into another.

As GN note, a group of thinkers in the 1940s and 1950s criticized this monopoly levera-
ging theory. There is a tendency to refer to these thinkers as the “Chicago School,” and indeed
many of the thinkers associated with these critiques were faculty at the University of Chicago
Law School or its Economics Department, although certainly not exclusively. For example,
two Harvard Scholars - which some proffer as the antithesis of the Chicago School - Donald
Turner and Philip Areeda, were responsible for much of the rethinking of enforcement and legal
standards in the area of predatory pricing.*

These critiques raised two essential challenges for the view that harm would result
from vertical restraints. The first is to establish that there is something the monopolist is able
to accomplish by placing restraints on his customers’ ability to deal with rivals he is not al-
ready accomplishing—i.e., the one monopoly profit theorem. The second is to explain why
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customers would enter into a relationship that ultimately is supposed to make them worse off.

Further, given that these models led to the conclusion that there could not be customer
harm from various vertical restraints, many Chicago School thinkers argued these restraints
must be efficiency enhancing. Because of this conclusion, these scholars posited a number of
ways in which such vertical restraints could be efficiency enhancing, and the paper provides an
excellent taxonomy of these efficiencies.

As GN point out, the next phase in the economic modeling of vertical restraints has
shown that the conclusion of the so-called Chicago School - that these vertical relations could
never be anticompetitive - was rather strong. These models show that by breaking down some
of the assumptions of the Chicago School, vertical restraints by a dominant firm can indeed
produce anticompetitive results. Nevertheless, while these models showed that these vertical
restraints could be anticompetitive, they do not imply that they must be anticompetitive.’

Many antitrust observers tend to group these models, with their more uncertain con-
clusions regarding the effects of vertical restraints, as the “Post-Chicago School” However,
this may be a somewhat misleading description. The term Post-Chicago School may seem to
imply that there has been some kind of radical break with the thinking of the so-called Chicago
School. There might actually be more continuity between these models and the so-called Chi-
cago School in that these models essentially use many of the propositions of the earlier scholars
as a starting point and are merely breaking down some of the assumptions in those models. As
will be expanded on further below, this may be a valuable way to think about vertical restraints
as one attempts to apply economic models to actual enforcement or to provide guidance.

III. COMPETITIVELY AMBIGUOUS REASONS FOR VERTICAL
RESTRAINTS

As noted above, the GN paper provides an excellent listing and description of the efficiency ra-
tionales for vertical restraints. However, the so-called Chicago School thinkers also put forward

a number of other rationales for the existence of these restraints that are more competitively am-
biguous. The paper might benefit from greater discussion | THUS, A NUMBER OF MODELS BY
of these rationales. Qne rgtlonale to whlch greater attention | o o e T CHICAGO SCHOLARS
should have been given is what economists and antitrust
practitioners refer to as price discrimination—the charging | HAVE SHOWN THAT THESE

of different prices to different customers for the same good | VERTICAL RESTRAINTS CAN

or service. Thus, a number of models by prominent Chi- | p\HANCE A FIRM’S ABILITY TO
cago Scholars have shown that these vertical restraints can
enhance a firm’s ability to price discriminate.®

PRICE DISCRIMINATE.

One of the classic examples of how vertical restraints can enhance price discrimination
was the use of tying in the International Business Machines (IBM) tabulation card case.” Asa
condition of leasing its machines, IBM required its customers to purchase tabulating cards only
from IBM. If customers were caught using non-IBM cards, the lease was canceled. The effect
of this tie was essentially to charge those that used the system more intensively (i.e., those that
used more tabulation cards) a higher price for the system. By charging for the entire system
(i.e., machines and tabulation cards together) IBM could effectively charge these high intensity
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users a higher price and lower intensity users a lower price.

While in the EU there may be some issues with price discrimination that get tied-up
with issues of the common market, the actual welfare implications of price discrimination are
highly ambiguous. Thus, while economic models tend to show that price discrimination en-
hances a firm’s profits, it may be doing this by making the good available at a lower price, at least
to some consumers, than would otherwise be the case. For example, in the IBM tabulation card
case, IBM may have lowered the price of the leases for its machines in order to sell more tabu-
lation cards, thereby increasing their availability to less intensive users.

In general, overall social welfare is higher under price discrimination, and at least some
consumers benefit from the practice with the result that overall consumer welfare can be either
higher or lower. Given its highly ambiguous welfare effects, price discrimination is generally
not a good basis for an enforcement action, but it nevertheless may have a great deal of explana-
tory power with regard to many vertical restraints, particularly tying and conditional discounts.

For example, the paper describes the Matec case, where a supplier of large telephone
switchboards was accused of refusing to supply spare parts to independent companies that were
interested in providing maintenance services.® This case appears to bear many parallels with the
US’s Kodak case, which concerned a large manufacturer of photocopiers that similarly refused
to supply spare parts to independent companies that were providing maintenance services.’
Many would argue that what Kodak was trying to achieve was better price discrimination, al-
though Kodak never raised this as a defense.”

Thinking about the possibility that many of these practices may reflect attempts
by firms to better engage in price discrimination, and how to deal with it, might help Bra-
zil continue to leapfrog many of the mistakes made by older antitrust regimes as one thinks
about how to deal with vertical restraints, and whether - and how - to write guidances.

IV. LEGAL EVOLUTION

After discussing the evolution of economic thinking, GN give a brief overview of legal practice
with respect to these restraints. GN note that the EU has moved away from per se treatment of
such restraints and that countries like Brazil have been able to leapfrog over this per se period
and straight to an “effects based” approach. The evolution of US law has been slightly different
from that of the EU It is true that given the prominence of the monopoly leveraging theory, for
a long time vertical restraints were treated very harshly in the US— essentially as being illegal
per se as was the case in the EU Indeed, the US was probably harshly treating these relationships
when very few countries, including those in the Treaty of Rome, even had competition laws of
which to speak.

Over time, the conclusions of the Chicago School, with its more benign view of vertical
restraints, started to influence legal outcomes as well. As GN note, US law follows a common
law approach, so the impact of this thinking was not immediate but rather evolved over a num-
ber of years. Eventually, the courts began to take a highly skeptical view of plaintiffs’ complaints
in such matters (plaintiffs usually consist of the dominant firm’s competitors, or spurned distri-
butors or retailers). The antitrust agencies also cut back on their efforts in these areas.
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Currently, it is still very difficult for plaintiffs to prevail in private cases in the US, which
make up a substantial part of US antitrust enforcement. While the courts continue to take a

skeptical view, the agencies recognize that ver- NEVERTHELESS, WHILE BOTH THE US

tical restraints can, in certain circumstances,
harm competition. Indeed, with refinements AND THE EU WOULD APPEAR TO ADHERE

to thinking on these issues, the agencies have | TO A RULE OF REASON STANDARD FOR
challenged a number of instances of vertical res- | gy AT UATING VERTICAL RESTRAINTS. THERE

traints in recent years, exemplified by the Mi-
crosoft, Dentsply and Intel cases. Nevertheless, IS GREATER WILLINGNESS INTHE EU AND

while both the US and the EU would appear to | SIMILAR JURISDICTIONS TO CONDEMN

adhere to a rule of reason standard for evalua- | MANY OF THESE BEHAVIORS THAN IS THE

ting vertical restraints, there is greater willing- CASE IN THE UNITED STATES
ness in the EU and similar jurisdictions to con- '

demn many of these behaviors than is the case
in the United States.

This divergence at least partially results from a different emphasis on what GN referred
to as false positives and false negatives." Thus, the EU would appear more concerned with fal-
se negatives—incorrectly permitting anticompetitive practices—whereas US practitioners are
more concerned with false positives—incorrectly condemning efficient practices.

There are several theories regarding the reasons behind this divergence. Many wou-
1d argue these differences result primarily from the differing natures of the US and European
economies, as well as their legal systems. Let’s consider one argument for why competition
authorities should be more concerned with false positives put forward by Frank Easterbrook, a
prominent scholar strongly associated with the Chicago School.”? He argues that a false negative
(i.e., mistakenly permitting a monopolistic practice) is self-correcting because monopolistic
behavior attracts entry. The entry may not occur as quickly as we would like, but he would argue
it will nevertheless occur. On the other hand, so the argument goes, if an efficient practice is
banned, then any other firm that uses the condemned practice faces sanctions in the name of
stare decisis, or the legal principle of respecting precedents, no matter the benefits.

This argument probably carries more weight in the United States than other jurisdic-
tions. The US economy has historically exhibited more flexibility for supporting new businesses
than others. On the other hand, the US antitrust system may change more slowly than others.
The European system, which, as GN note, is largely administrative in nature, can probably take
a new direction more easily when new learnings take hold. In the United States, given its com-
mon law system, reversing previous precedents is a much slower process.

This may be relevant as jurisdictions continue to develop their own competition laws
and enforcement capabilities. The paper indicates that Brazilian law is more of an administra-
tive system, so there may be more flexibility in terms of revising past practice as new learnings
arise, suggesting false positives may not be of too great concern. On the one hand, whether
one wants to be more aggressive or cautious in bringing enforcement actions against firms may
also depend on how flexible one believes the Brazilian economy to be in terms of fostering new
entrants. Brazil has certainly had enviable growth rates in a number of the past few years, whi-
ch suggests it has a very dynamic economy; this may be a very relevant consideration as Brazil
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attempts to balance the risks of false positives and negatives.

How dynamic an economy is would appear to be relevant to matters like the Iguatemi
Shopping Mall cases."* These cases involved a luxury shopping mall that had signed exclusive
contracts with a number of its tenants. The extent to which the Brazilian economy had the flexi-
bility to support viable new entrants to compete with the established tenants might be a pivotal
consideration in such a case.

V. TO ISSUE GUIDANCES OR NOT TO ISSUE GUIDANCES

Regarding policy prescriptions, there are two main issues to address: whether to issue a formal
guidance regarding vertical restraints, and what to put in that guidance. Nevertheless, even if
Brazil ultimately decides not to issue a new guidance paper, GN’s recommendations for what to
put in that guidance may be useful for guiding Brazilian vertical restraints policy.

On the issue of whether or not to issue a guidance at all, there is currently no such docu-
ment issued by the antitrust agencies in the United States despite the existence of guidelines in
the merger area for more than 40 years. There have been discussions of issuing such guidances,
and one might consider the Section 2 report issued by the Department of Justice in 2008 as a US
attempt in this direction.”> However, the Federal Trade Commission never accepted the report
and it was withdrawn less than a year after its issuance following a change in administration.
This indicates the challenges in writing guidances in this area when there are divergent views as
to when such conduct is unlawful. It is also noteworthy that recently the US Supreme Court had
the opportunity to review a case involving conditional rebates,' but both of our federal antitrust
agencies argued that the court should wait until the state of learning regarding such practices
evolved before establishing a precedent,” an argument the Supreme Court accepted.

ON THE ONE HAND, GUIDANCES CAN | There are clearly advantages and disadvantages
PROVIDE MORE CERTAINTY FOR FIRMS | to having guidelines and only a few of those is-
REGARDING THE TYPES OF CONDUCT | Sues are considered here. On the one hand, gui-

dances can provide more certainty for firms re-
THAT ARE LAWFUL AND THOSE THAT MAY garding the types of conduct that are lawful and

BE SUBJECT TO ANTITRUST SCRUTINY. ON | those that may be subject to antitrust scrutiny.
THE OTHER, GUIDANCES CAN LEAD TO AN | On the other, guidances can lead to an inflexi-

INFLEXIBLE LEGAL APPROACH THAT MAY | 0€ legal approach that may be inappropriate,
especially given the still fluid state of learning

BE INAPPROPRIATE, ESPECIALLY GIVEN | regarding vertical restraints. The absence of
THE STILL FLUID STATE OF LEARNING | guidelines does not mean that one cannot pro-

REGARDING VERTICAL RESTRAINTS. | Vide guidance regarding the treatment of vertical
" restraints. Thus, a high degree of transparency

on actual enforcement actions and investigations can still provide a great deal of information
for stakeholders. In terms of being transparent on enforcement actions, this does not only mean
being very public on cases where an action was taken. Being transparent in investigations that
were ultimately closed can also be very important. Further, public conferences on the issues,
inviting relevant stakeholders including academics and business people - something that the US
FTC is quite active on - can also provide guidance.
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As noted above, one reason to be reluctant to issue guidances is the unsettled nature of
the theoretical economic literature regarding the impact of these vertical restraints. The actual
empirical economic evidence on the effects of these practices is even more ambiguous, and is
clearly an area where much more research would be beneficial. A group of FTC economists
have summarized much of the existing empirical literature on vertical restraints.* This literatu-
re mostly looks at the impact of vertical restraints through: (1) evaluating the impact of various
judicial antitrust decisions (usually evaluating impacts through stock market event studies); (2)
evaluating the changes over time or differences cross-sectionally resulting from the enactment
or removal of various laws regarding the extent of vertical integration allowed (frequently in the
gasoline industry); and (3) cross-sectional surveys of the circumstances under which various
vertical restraints are used. Most of the evaluations of judicial decisions have focused on resale
price maintenance rather than practices such as exclusive dealing or conditional rebates. Ove-
rall, they found that the literature indicates that vertical restraints tend to reduce price and/or
increase output (i.e., are procompetitive), also suggesting caution is warranted.

VI. GN’S POLICY PRESCRIPTIONS

Broadly speaking, the paper advocates a two-step process for evaluating vertical restraints. The
first part is a foreclosure analysis in which the court or agency should first establish the presence
of significant foreclosure, and then establish that the foreclosure will likely harm consumer wel-
fare. They then recommend the analysis turn to whether there are efficiencies of such a nature
that could offset any anticompetitive effects of the foreclosure.

There is reason to be skeptical of how often such a balancing is done in practice. For
example, consider the area of exclusive dealing in the United States. Much of the case law in
this area in the US has been made by our so-called Circuit Courts, which are the highest level
of appeals courts before reaching the Supreme Court. Under this case law, for the most part,
when a vertical arrangement passes antitrust muster, it generally does so on the basis that the
foreclosure prong has not been met. There appears to be only one case where a court acknowl-
edged the possibility of anticompetitive foreclosure, but held that the procompetitive efficien-
cies outweighed the effects of foreclosure. Thus, the Fourth Circuit (which has jurisdiction over
a region consisting primarily of the Middle Atlantic States) considered an exclusive contract
between a hospital and a radiology practice group to provide radiology services to inpatients
at the hospital.” In holding that the exclusive contract was legal, the court found that even if
the exclusive contract, which accounted for as much as 80 percent of the market for radiology
services in the relevant geographic market, represented substantial foreclosure, the procom-
petitive benefits - including quality control, cost control, ensuring availability of services, and
minimizing disruptions from utilizing a number of different providers® - justified the exclusive
contract.Part of the reason the court held for the plaintift on this basis, in this matter, is proba-
bly because it dealt with the healthcare field. In general, antitrust decision makers in the United
States have shown more willingness to credit efficiency claims in the healthcare area than other
areas given that most of the claims have to do with morbidity and mortality rather than mone-
tary effects.

VII. ANSWERING THE CHICAGO SCHOOL CHALLENGES

While the proposed quantitative foreclosure analysis is a vast improvement over per se treat-
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ment of these restraints, at times the various criteria for a finding of anticompetitive behavior
may be met, but the analysis would still be incomplete. It may often be helpful to keep some of
the Chicago School challenges in mind; doing so can help establish a more complete theory of
competitive harm. Specifically, (1) what is it that the dominant firm is seeking to accomplish
that it could not already accomplish without the restraint? And (2) why do customers agree
to participate in a scheme that would have an adverse effect on them? There are numerous
answers to these challenges, but it will often prove helpful to not lose sight of these challenges in
an actual investigation. For example, Joe Farrell, certainly no friend of the Chicago School, still
refers to these Chicago School challenges as “organizing principles.”?" This would appear to be
evidence of the continuity between the so-called Chicago and Post-Chicago schools.

Consider the Windows Media Player (WMP) case in the EU described by the paper.”> In
this case, the Commission found that Microsoft infringed Article 102 by tying the WMP with
its Windows PC operating system (Windows). This case would appear to pass the quantitative
foreclosure test for tying laid out in the paper. Clearly, Windows had a dominant position in
operating systems and the tie foreclosed a significant avenue of distribution. In the absence of
significant and compelling efficiencies, the practice would appear to warrant condemnation un-
der this so-called effects based analysis. However, it is not clear these steps alone demonstrate
harm to competition as opposed to harm to competitors.

Let us consider the first Chicago School challenge—i.e., the one monopoly profit theo-
rem. Given that Windows had a dominant position in operating systems, what did it hope to
accomplish that it was not already able to accomplish through its virtual monopoly in operating
systems? Because the WMP and the operating system appear to have been consumed in fixed
proportions, it appears to be a classic case where its monopoly power could not be extended.

Now, clearly there are models that show that the one monopoly profit theorem need
not hold, including that used by the US Department of Justice in its famous Microsoft browser
case, with a more formal model of that theory having been developed by Carlton & Waldman?
and others. Under this theory, the tied product might be a launching pad for entering the tying
product market. This gives the monopolist a way in which it can increase (long run) profits
through tying.

Alternatively, there is Whinston’s theory where the tying product can be used to “or-
ganize” competition in the tied good market.>* Consider a resort on an isolated island with a
restaurant. The restaurant is open to other tourists in addition to guests at the resort. By requi-
ring guests at the resort to use the restaurant, the resort monopolist can deny sufficient scale for
other restaurants and thereby charge monopoly prices to tourists not staying at the resort.

Alternatively, one might argue that the WMP restraints resulted in a loss of variety and/
or innovation and that, therefore, the consumer harm prong of the foreclosure test was met
even if Microsoft would not raise prices because of the tie. Overall, it is not clear this argument
answers the Chicago School challenge. As noted in the GN paper, the one monopoly profit
theorem implies the monopolist should want a more competitive complementary market since
this enables it to achieve greater profits on the monopoly good. A more competitive market
would certainly include a market with more variety or innovation. Thus, it is not clear that
positing a “but for” world that includes more variety and innovation solves the one monopoly
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profit challenge and is therefore a complete theory of harm.

Moreover, caution is warranted if loss of variety is the sole or primary harm that can be
identified. On the one hand, the importance of variety | THE IMPORTANCE OF VARIETY

relies heavily on the welfare standard chos‘en. Under RELIES HEAVILY ON THE WELFARE
a consumer welfare standard, loss of variety would

appear to be an unambiguous bad. On the other hand, | STANDARD CHOSEN. UNDER A
it is not clear a competitive market produces the opti- | CONSUMER WELFARE STANDARD,

mal a.rnount of variety. Variety comes atacostanditis LOSS OF VARIETY WOULD APPEAR
not difficult to develop an economic model that shows
the cost of increased variety may not be worth the be- TO BE AN UNAMBIGUOUS BAD. ON

nefit. Thus, new products that only capture sales from | THE OTHER HAND, IT IS NOT CLEAR

existing competitors are less likely to enhance overall | A COMPETITIVE MARKET PRODUCES

social efficiency than are Products that are expected to THE OPTIMAL AMOUNT OF VARIETY.
grow the market. Innovation can be a similarly uncer-

tain standard since the relationship between market structure and innovation is undetermined.
That is, it is unclear whether competitive or monopolistic market structures result in more in-
novation.

There is at least one exclusive dealing case in the US where the case appears to have
been dismissed on the grounds of the one monopoly profit theorem: E&L Consulting Ltd. v.
Doman Industries (2006). In this matter, the plaintiff was a distributor of the defendant’s lumber
products in several northeastern states. When another distributor, with which the defendant
signed an exclusive dealing contract, replaced the plaintift, the plaintiff sued. Here the Second
Circuit upheld a lower court’s dismissal of the case, holding that the plaintiff failed to demons-
trate any harm to competition. The court noted that the defendant’s 95 percent market share
meant that any exclusive dealing arrangement “provides no monopolistic benefit to [the lumber
manufacturer] that it does not already enjoy and would not continue to enjoy if the exclusive
distributorship were enjoined.”

A tull consideration of the Chicago challenges could also be beneficial to the standards
proposed for the other practices, such as conditional rebates (both single and multiproduct).
Thus, conditional rebates involve giving customers lower prices, and clearly that is the essence
of what the competition laws are meant to protect. Careful consideration of the Chicago School
challenge that customers would not enter into relationships that make them worse off would
appear to be warranted in such situations.

First consider the multi-product case. In the case of a multi-product rebate, the custo-
mer pays less than the monopoly price for the tying product in exchange for procuring another
competitively-supplied good from the monopolist. Assuming the monopolist is not refusing
to deal with customers that do not purchase the competitive good from it, the customer has
the option of paying the monopoly price on the tying product and procuring the tied product
from the competitor. Thus, on a simple level, the customer must be better off if he chooses to
procure both goods from the monopolist. Similarly, single product conditional rebates operate
in the same way—the customer chooses to obtain some portion of his contestable demand for
the good from the dominant firm in order to obtain a discount on the non-contestable portion.
Since he has the option of paying the monopoly price for the noncontestable portion and pro-
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curing the contestable portion from the monopolist’s rivals, he will only accept the dominant
firm’s conditional rebate if he is better off. Nevertheless, despite the fact that the customer is
better off, clearly these situations can violate the “equally efficient competitor” test described
by GN in the paper. (This test is also called the Ortho test among other names in the US after
various Court decisions that have applied similar tests.”)

There are a number of Post-Chicago models that have answered this Chicago School
challenge and shown that customers can be made worse off by these conditional rebates. For
example, Nalebuff, among others, has shown that the dominant firm can increase its profits
from such an arrangement.” Nevertheless, in this model, consumers still benefit from the dis-
count in the short-run; otherwise, they would not accept the deal.” The customer harm in this
group of models comes in the long-run, when customers may be made worse off as the exit of
competitors with difficult re-entry leads to monopolization of formerly competitive markets.
The injury of competitors can also dampen incentives to innovate.

One might argue that this is clearly in line with the implications of the equally efficient
competitor test. However, it differs in that there is a clear articulation of how consumers can
be induced to participate in the scheme. It also clearly indicates that customers are better off in
the short-run, which a simple application of the Ortho test does not necessarily make explicit.
Indeed, under this class of models, conditional rebates are similar to a predatory story, where
short-term pricing benefits must be weighed against longer-term harms (although, unlike a pre-
datory story, the dominant firm can actually increase its profits in the short-run). It is notewor-
thy that GN advocate a predatory pricing type standard for such cases because that is exactly
what these models suggest is going on, in a sense. However, there may be effects in terms of how
much enforcement there would be in this area from treating such matters as predatory pricing
matters. There are relatively few challenges by any global agency regarding predatory pricing
matters,” so adopting such a standard may be a very stringent one from an enforcement pers-
pective.

Similarly, there is another class of models, for example the one proposed by three eco-
nomists that were, at the time, affiliated with the US Department of Justice that suggests there
need not be such a short run trade-off and consumers can be made worse off in the short-run
as well as the long-run.” Although the argument is complicated, in their model the customer is
given a choice between paying a very high price for the monopoly good (e.g., a price even above
the monopoly price or simply not being able to procure the good at all unless they purchase the
bundle) and procuring both goods from the monopolist. The customer purchases the bundle
because this is better choice of those offered to him, but he is worse off relative to a situation
where bundling would not be permitted. This model is highly controversial, not least of which
because the monopolist’s offer may not be “credible.”*

The point here is not to go through these various conditional rebate and bundling mo-
dels. It is only to indicate that the Ortho test, in and of itself, even in the absence of procom-
petitive efficiencies, may not be sufficient to establish customer harm. Thus, something of a
broader perspective may be needed to avoid false positives.
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VIII. EFFECTS AND COUNTERFACTUALS

Certainly, a consideration of possible effects might be a useful part of any analysis. GN refer to

a counterfactual analysis as a possible means for PRICE INCREASES IN AND OF THEMSELVES
getting at the issue of effects; this could be a very

useful tool in addition to answering the Chi- | ARE NOT ALWAYS INDICATIVE OF
cago challenges for assuring that what is being | CONSUMER HARM. RECALL THAT MANY OF

done s protect'lng ‘competl'tlon, not competitors. THE AFOREMENTIONED EFFICIENCIES FROM
However, caution in applying the counterfactual

to consumer or social welfare is advisable. On | VERTICAL RELATIONS RESULT IN EITHER
the one hand, there are issues of measurement. | GREATER DEALER OR MANUFACTURER
For example, ascertaining that prices would have | prpoRrT

been lower “but for” some vertical restraint can-

not generally rely on simple evidence that prices went up after a dominant firm implemented
some kind of practice. Such evidence typically requires that anticompetitive effects be isolated
from other determinants of price. Thus, price may have gone up due to other supply or demand
factors that also changed around the time of the practice’s implementation, and these should be
controlled for.

Further, price increases in and of themselves are not always indicative of consumer
harm. Recall that many of the aforementioned efficiencies from vertical relations result in ei-
ther greater dealer or manufacturer effort. In some cases, this will result in price increases that
reflect a higher quality product (which may manifest itself in things such as a more pleasant
shopping experience through greater dealer service). Similarly, both foreclosure and the possi-
ble efficiencies from vertical restraints can increase a firm’s market share. Thus, increases in the
market share of the dominant firm and a reduction in share for other firms are not necessarily
indicative of foreclosure or harm.

Output effects might be the most unambiguous. If the practices are, on net, anticom-
petitive, output would go down and vice versa. However, measuring output is still subject to
the same caveat that output may have changed for reasons unrelated to the practice, and these
possible factors should be accounted for.

IX. ANSWERNG THE CHICAGO CHALLENGES DOES NOT
NECESSARILY MAKE IT HARDER TO CHALLENGE ANTICOM-
PETITIVE VETICAL RESTRAINTS

It may seem that arguing for more attention to Chicago principles is equivalent to advocating
for more obstacles to bringing cases against vertical restraints. This is not the goal. At times
it may be easier to establish harm using such an approach. For example, as noted by GN, the
foreclosure approach can be quite difficult to apply. Consider the conditional rebate test. A pri-
ce-cost test applied to contestable sales involves estimating three magnitudes that can often only
be estimated imprecisely: what does the dominant firm believe are the contestable sales; what is
the dominant firm’s incremental cost of supplying these sales; and what is the alleged dominant
firm’s revenue from supplying these sales? Estimating each of these magnitudes is likely to be
very difficult. A supplier may not know exactly how much sales are at-risk. Incremental costs
are sometimes difficult to estimate because it can be difficult to determine the time intervals and
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volume levels at which some fixed costs become variable. Finally, the financial and non-finan-
cial considerations that a supplier offers on at-risk sales can be difficult to quantity.

A recent working paper by two FTC economists seeks to address the Chicago School
challenge of why customers would accept an arrangement that appears to hurt them by applying
a Post-Chicago model to the Intel case.”” As part of this effort, they contrasted this approach
with applying the Ortho test to the same case. The information requirements that might be
needed to apply their approach to that case appeared considerably less burdensome to both the
competition agency and the parties, and appear to have provided a more complete theoretical
framework as well.

X. MONOPOLIZATION

FINALLY, ONE THING THE PAPER | Finally, one thing the paper might consider more expli-

MIGHT CONSIDER MORE EXPLICITLY | citly addressing is the possibility of monopoly creation

ADDRESSING IS THE POSSIBILITY OF through Verti.cal restraints as opposed to.monopoly pre-
servation. It is not clear where the paper is coming down

MONOPOLY CREATION THROUGH | on this right now, but it is something Brazil competition
VERTICAL RESTRAINTS AS OPPOSED | law stakeholders may want to consider.

TO MONOPOLY PRESERVATION.

This could be an area where US law and practice is ac-
tually more “interventionist” than the EU with respect to dominant firm restraints. In the US
there is an incipiency standard regarding many vertical restraints. Article 102, which prohibits
“abuse of dominance,” may have much more difficulty trying to restrain non-dominant firms
that are attempting to obtain a monopoly.

The legal standard in the US requires showing the existence of potentially problematic
conduct, intent to monopolize, and a “dangerous probability of success” While the monopoly
maintenance analysis focuses on evidence that shows the upstream firm’s current or potential
rivals cannot expand, proving monopolization requires evidence showing that rivals either will
shrink, or have shrunk, because of the upstream firm’s conduct.

Indeed, monopolization may involve competition for an exclusive - that is, si-
tuations in which companies compete to be the sole supplier for a particular distribu-
tor (for example, mobile phone manufacturers competing to be the sole or primary supply
to a mobile network provider). This opens up an additional area of discussion, but suffi-
ce it to say, many economic models indicate competition among firms for an exclusive can
be among the most intense forms of competition. Thus, this area might involve evaluating
a trade-off between intense competition in the short run versus a less competitive long run.

XI. OTHER RECOMMENDATIONS

Currently there is very little empirical research on the actual effects of vertical restraints. One
area Brazilian academics or its competition agency CADE may wish to foster is what are re-
ferred to in the United States as retrospectives and what other jurisdictions refer to as impact
evaluations. The US FTC has a fairly extensive program looking at past merger actions, and
many of the reports are available at the working paper website.”> Most of these studies have
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focused on mergers that were close calls but allowed to go through. Price has been the variable
of interest in most of these studies. Nevertheless, other issues have been considered, including
one study of possible quality effects from a hospital merger, and a study looking at changes over
time in an industry where a merger was blocked.

Despite this active program in the merger area, not much has been done in the nonmerger
area. Clearly such studies would be difficult and many of the caveats mentioned with respect to
evaluating effects would apply here. But this appears to be something potentially quite reward-
ing and useful, and can make significant contributions to both competition enforcement and
the economics literature.

XII. CONCLUSION

The GN paper is a very useful descriptive and prescriptive reference for Brazilian competition
stakeholders. Whether its findings should be incorporated into formal guidances, or something
less formal, should be decided on the basis of the nature of both Brazilian competition laws and
the flexibility of the Brazilian economy. While the proposed eftects based analysis are far supe-
rior to per se treatment of vertical restraints, the framework can be further improved by careful
attention to the Chicago School challenges. €
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