CARTELS

Why a Cartel? ability to raise prices depends on (1) elasticity of demand (2) availability of substitutes (3) barriers of entry:

· if demand is inelastic ( consumers are less sensitive to price increases

· if demand is elastic ( consumers are more sensitive to price increases

· firm demand curve is more elsatic then industry demand curve

· if there are substitutes ( consumers are more likely to switch products/brands

· if there are no substitutes ( consumers are stuck w/ product A or nothing

· high barriers of entry ( less opportunity for substitute product manufacturers to enter [US Mail first response to Fed Ex: sue claiming exclusive right]

RESULT: availability of alternatives dictates ability to raise prices + reduce output + stop innovation ( if firms combine, and raise prices industry-wide, they will be far more successful in their effort to raise prices as the consumers will be faced with fewer (if any) substitutes

Why is Cartel Bad?

1. higher prices due to loss in allocative efficiency {all that would have purchased A, now don't}

2. reduced quality {conduct unresponsive to consumer demand}

3. lack of incentive to innovate
· "perfect" competition also leads to production efficiency [the firm that can produce the goods the cheapest wins] and consumption efficiency [buyers who value goods the most win]

 

1. “Harvest King” – “customers are the enemy” agreement to set prices and restrict output among 4 lysine manufacturers

2. “Vitamins Inc.” – uncovered as a part of an investigation into “Harvest King,” where 3 firms agreed to set prices and restrict output of vitamin additives.  The level of organization is astonishing, where sophisticated cheating controls through independent auditors are utilized along with geographically-oriented committees.

Government’s Weapons: generally, likelihood of detection is low ( deterrent needs to be high

a. Get Out of Jail Free = first co. to enter DOJ and say “have I got a story for you…” gets full immunity triggering Prisoner’s Dilemma (Rhone-Poulenc in the car, on the cell phone to BASF and La Roche: “we’re out”).  Also, “bounty hunting” w/ 15-30% of recovery due to snitch

b. Prison = good-old boys get to go to an actual prison for 4-6 months DOJ now takes criminal prosecution very seriously (including foreigners, if they intend to travel ever again)

c. Fines = {2 X  loss/2 X gain} ADM was fined $100 million, La Roche was fined $500 million (only paid 40%), BASF was fined $225

· private action will bring the monetary damages paid out by the above wrongdoers into BILLIONS

NOTE: low price guarantee to the tune of “bring us competitor’s coupon and will honor them” may actually be an internal control to detect cheating in a cartel.  Also, plane ticket advertisements may actually be implicit communication w/ competitors in regard to raising or lowering of prices


Non-Economic Policy Arguments: {contemporary antitrust policy focuses only on economic justifications}

1. Fairness

2. Social Justice

3. Protecting Small Businesses - actually contrary to economic policy, where bigger firms may provide consumers with cheaper prices

4. Political Stability - few big firms can lead to political corruption where only fewer interests are on the table

Brown University: using full-blown Rule of Reason, the court upheld social welfare justifications of an Ivy League system, where schools would meet and decide upon amount of aid to be offered to commonly admitted students

Defendants: (i) quality of education has increased through socio-economic diversity (ii) consumer choice has increased where more "needy" students receive aid (iii) price competition among Ivy schools will be replaced by competition on non-economic variables such as quality of instruction 

Court: (1) unlike Professional Engineers and Indiana Dentists, Brown doesn't allege that competition is evil and will lead to unwise choices, but the result from the agreement is an increase in consumer choices for the "needy" (2) although this is a prohibition on competitive bidding, the competition in a broader sense has increased


MERGERS

Boeing/MDC Merger: Boeing is to purchase MDC where (1) two companies will have 70% market share of commercial plane production [conservative estimate] (2) there are only 4 U.S. air-defense contractors left

Potential Benefits/Justifications:

1. MDC is no longer a market force.  S.A.S. just told them not to bother showing up w/ their bid.  Present market share figure is only due to back orders

2. The merger will protect MDC’s existing customers by assuring supply of spare parts.  In alternative, what is to stop MDC from charging outrageous prices on parts?  Boeing won’t do that for fear of alienating future plane purchasers.

3. Military contracts will balance out Boeing’s 5-year cyclical swings in commercial plane orders

4. Merger will result in R & D synergies associated w/ MDC experience and Boeing’s utilization of computer technology (think 777)

Potential Harms:

1. Boeing will have ability to charge higher prices for types of planes for which Airbus provides no substitutes

2. Stronger possibility of conscious parallelism between Boeing and Airbus, now that only two competitors are left

3. Possibly reduced urgency to innovate

4. Boeing’s exclusive contracts w/ the “Big Boys”

5. U.S. Military can no longer play two co. against each other

6. There  is less pressure on Lockheed to develop the Joint Strike Fighter

Resolution:

U.S. – FTC will not object to the transaction in light of the fact that (1) MDC is all but dead in the commercial plane market, and there are no other suitors for MDC (2) there is no potential for direct competition for military contracts on the horizon

E.U. – settlement reached where Boeing will modify exclusive contracts w/ the “Big Boys” and undertakes not to withhold MDC spare parts


HORIZONTAL RESTRAINTS


Sherman Act § 1: “every contract, combination in the form of trust or otherwise, or conspiracy, in restraint of trade…”


VIOLATION = (1) concerted action + (2) unreasonable restraint of trade

· despite the language of the Sherman Act, “every” doesn’t really mean every, otherwise all commercial contracts would be illegal.  “every” = “every unreasonable” restraint 

· Examples of “reasonable restraint”: partnerships or non-compete clauses (Joint Traffic)

HORIZONTAL = agreement among firms selling competing goods or services

Per Se = unreasonable anticompetitive effect is presumed i.e. irrebuttable presumption of unreasonableness (Addyston Pipe)

· evidence of positive effect (or at least lack of negative effect) on competition is inadmissible

Rule of Reason = factual inquiry into possible anticompetitive effects (Chicago Board of Trade)

Commentary: the two standards are different evidentiary paths to same inquiry.  Most cases were decided on a 12(b)6/56 motions since “per se” meant an automatic victory.  This lead to little academic commentary.  Presently, “rule of reason” presents more flexible continuum of choices.


STANDARD EVOLUTION

(1897) Trans-Missouri: Justice White, in dissent, recognized that §1 prohibits only unreasonable restraints of trade (majority adopts a short-lived literalist interpretation of the Act – all restraints are prohibited)

(1898) Addyston Pipe: “structured rule of reason” implemented: ancillary restraints (those that have a purpose other then to restrain trade) may be reasonable if integral and no grater then necessary to facilitate legitimate transaction.  Naked restraints w/ sole purpose of injury to competition of are per se illegal 

(1911) Standard Oil: Justice White, now writing for the majority implements Rule of Reason
(1918) Chicago Board of Trade: “full-blown rule of reason” implemented: the court will look at purpose + nature + effects of agreement

 

PER SE ANALYSIS: once agreement is found, effect is presumed

Why Per Se? costs of identifying exceptions to rule are outweighed by utility of per se enforcement, think speeding…

a. severity of likely consequences

b. potential volume of “it was reasonable to speed…” claims

c. little likelihood of speeding being actually reasonable

d. minor consequences of over-deterrence

e. absence of private enforcement


Price Fixing / Output Restriction

Trenton Potteries: price fixing agreement (through a trade association) among producers of toilets, representing 82% of the market.  Defendants argue that the set prices are reasonable.  

Court: “uniform price fixing by those controlling in any substantial manner a trade or business… is prohibited by the Sherman Act, despite reasonableness of the particular prices agreed upon.”

Reasonable price today may become unreasonable price tomorrow. (see also, Joint Traffic)

Socony-Vacuum: several large oil companies agree to buy “distress” gasoline from smaller outfits (their “dancing partners”) at a high price, in an effort to maintain market price levels.

Court: (1) any combined tempering w/ prices is per se unlawful (2) substantial market share is no longer a requisite element for per se invalidation (3) prices are “fixed” when they’re agreed upon (4) elimination of competitive evils is not a justification

Footnote 59: actual market effect or ability to carry out the “plan” is irrelevant
BMI: owners of copyrighted music organize into two associations.  Association issues only blanket licenses for use of all member music.  Individual artists are free to license their music directly.  CBS wants only to pay for music that it actually uses and charges that blanket licensing is price fixing.  {(some argue this decision has been overruled by BMI(}

Court: the initial inquiry is whether the agreement in question appears to restrict trade/decrease output or promote economic efficiency [p 2-40].  Blanket licensing is not a “naked” restraint on trade, and thus should be examined under the Rule of Reason {tell us an efficiency story…}

Maricopa: Doctors, representing 70% of the market, agree (through their own insurance plan) to set maximum prices to be charged to the insurance companies.  Docs are free to charge uninsured patients as they please.  Patients are free to go to non-member physicians, but the ins. company will cover only up to agreed amount. {Court doesn’t listen to efficiency story…}

1. this practice is anticompetitive as it rewards good/bad doctors the same and discourages new research

2. argument that every new industry deserves an initial rule of reason inquiry goes against the very reason for Per Se analysis {Don’t like per se? Go to Congress}

3. unlike present case, BMI didn’t place any restrictions on individual members of agreement, and price fixing was a “necessary consequence” of blanket licensing 

· The reason why this case even went to S.C. is Powell’s insistence on writing a pro-Rule of Reason footnote in potential [Dismissed as Improvidently Granted] 

Division of Markets = competitors agree to create monopolies for each other (geographically or by price/customer group) actually more effective then output/price fixing – no cheating

· a “Joint Venture” first articulated as Per Se unlawful in (Timken Roller)

Topco: defendant is a purchasing agent for 25 small/medium food store chains (6% mkt. share) that sells private-label goods for a significant profit.  An agreement among members provides that each member will sell only within a given territory, thus, there is no competition among Topco brand distributors within a single market.  Defendant argues that territorial divisions are necessary to compete with larger store chains.

Court: horizontal territorial restraints are naked restraints that are per se unlawful since their only purpose is to stifle competition.

· today, case would be decided under Rule of Reason (as dissent suggests) because it is unclear if Topco members were actually competitors or cooperating parties (ancillary restraint)

NOTE: never actually overruled

BRG: competing bar review courses agree that the smaller co. will have exclusive rights to Georgia (under Bar/Bri name) in return for a promise not to compete w/ Bar/Bri in any other state

Court: this is an agreement to divide territories w/ the purpose of raising prices.  Such agreement, between actual or potential competitors is per se illegal.


Group Boycotts – generally, there is no obligation to sell to another party

1. Collusive Group Boycotts = directed at suppliers/distributors, direct restriction of price/output {justifications rarely accepted}

Relevant Evidence: market power, ability to coerce a higher/lower price/output through the boycott

Exclusionary Group Boycotts = directed at rivals, not suppliers/distributors, indirect restriction of price/output {justifications better accepted}

Relevant Evidence: market power, ability to exclude rival

Eastern States: (early case) exclusionary boycott of lumber distributor that also sold retail is invalidated under the rule of Reason

Fashion Originators: designer group boycotts retailers that sell copied merchandise citing “style piracy”

Court: the group has sufficient power to exclude from industry those who don’t comply.  Less restrictive alternatives are available.  This exclusionary boycott is illegal.  NOT a Per Se decision 

Klor’s: a deep discount store is selling same products next door to a dept. store.  Department store asks biggest suppliers not to cater to Klor’s.  In court, defendant argues that there is no “public harm” or injury to competition in general, since the boycott only affects that particular location.  No injury to price or competition.

Court: such exclusionary boycott is illegal per se.                                                                                       

· when does per se apply? U.S. Healthcare v. Healthsource (1st Cir.): only where competitors agree not to deal with supplier or distributor

Collusive Group Boycott:

Trial Lawyers:  Association of public defenders essentially go on strike, in order to induce higher wages.  Defendants argue that their actions are political in nature and are protected by the 1st Amendment.  

Court: per se unlawful (1) the act in question is the essence of price fixing and a naked restraint on output by direct competitors (2) 1st Amendment is not involved, unlike Noerr, where restraint of trade was the intended consequence of public action, the lawyers used restraint on trade as means of obtaining favorable legislation (3) unlike Claiborne Hardware, lawyer’s actions were economically motivated, and not a struggle for racial equality (4) market power is irrelevant  

If especially skilled drivers painted messages on their cars and drove incredibly fast to attract attention to these messages, such conduct would be expressive, yet nevertheless illegal.

NOTE: purely political boycotts are immune from Sherman Act
Example: woman’s group boycotting conventions in “unfavorable” state (Missouri v. NOW) 


Exclusionary Boycott: more complex and difficult to decipher effects while justifications are more varied
Northwest Wholesale Stationers:  purchasing cooperative for 100 stationary stores sells to members at a discount and provides warehousing.  Plaintiff is kicked out for participating in both, wholesale and retail operations.  Court of appeals finds per se illegality, since (p) was afforded no procedural safeguards in its exclusion from cooperative.

Court: (1) lack of procedural due process is not a § 1 concern {Silver v. NYSE implicitly overruled} (2) only joint efforts to disadvantage competitors through coercion are per se illegal (3) to apply per se the challenged act must be likely to have an anticompetitive effect.  There must be some showing of a market power or exclusive access to good/service needed to compete   

JTC Petroleum: producers and applicators of asphalt agree to raise prices and divide territories.  Conditions are such that collusion and division of territories is almost inevitable, since companies can only sell w/in a 70-mile radius.  “Maverick” applicator is being boycotted by a group of producers.

Court: Matsushita requires dismissal of an antitrust claim that makes no economic sense.  However, in the present case the combination of inflated prices paid to producers by other applicators and evidence of pretextual refusal to sell to a Maverick supports an inference of cartel activity.  Summary judgment for defendant denied.



MODERN PER SE TREND: price fixing/division of markets/group boycotts will be analyzed in the like manner                                                                                                                                                                                                       

RULE OF REASON ANALYSIS


How to Get to Rule of Reason? Taft’s Dicta in Addyston:


1. DEFENDANT: explain that restraint is ancillary [necessary to protect one of the contracting parties from injury] and not naked
2. PLAINTIFF: are there less restrictive alternatives? SEE NEXT PAGE FOR DETAILS

Chicago Board of Trade: commercial grain market implements “call rule” freezing prices at the market close.

Court: “the true test of legality is whether the restraint imposed is such as merely regulates and perhaps thereby promotes competition or whether it is such as may suppress or even destroy competition”  Nature + Purpose/Scope + Effects of the rule in question suggest that the restraint on competition is a reasonable one. 

Professional Engineers: association prohibits bidding on contracts among engineers.  In fact, price discussion takes place only after the contractor has selected an engineer.  
Defendant justification: (a) low-balling will lead to sub-standard work that will endanger public safety (b) engineers don’t actually fix prices but simply refuse to negotiate

Court: (1) rule of reason focuses not on justification, but on the challenged restraint’s impact on competition (2) to say that competition itself is unreasonable w/in an industry is no defense! (3) absolute ban on competitive bidding is an unreasonable restraint on competition (too broad a remedy for potential submission of unrealistically low bids)

NOTE: The Chicago school, including Robert Bork, favors efficiency-oriented ancillary restraint Rule of Reason analysis as articulated in Addyston by Taft and revived in BMI. 


QUICK LOOK ANALYSIS = an observer w/ rudimentary understanding of economics could conclude that arrangements in question have anticompetitive effects
Full-Blown Rule of Reason: purpose + nature +effects {market study}

Quick Look:


a “quick look to condemn” Clear Impact cases = {proposed by Phillip Areeda, very close to Per Se condemnation}

b “market power screen to exonerate” Chicago School approach = {proposed by Frank Easterbrook and embraced by 7th Cir., small market power ( exoneration or at least presumption of reasonableness}

· presence of market power doesn’t end quick look analysis – additional “filters” are utilized

c Stepwise Approach = {proposed by Joel Klein, quick look utilizing presumptions of invalidity and contemplating shifting of burdens} – really a “prosecutorial discretion guideline”


Quick Look Analysis Continued…

NCAA: association places a limit on the amount of football games that can be televised.  Each school has a limit on the number of TV appearances and cannot negotiate own TV contract.  Justification offered is maintaining live attendance.

Court: (1) this issue will be examined under the Rule of Reason since the industry in question obviously requires some horizontal agreements and restraints, generally NCAA is pro-competitive (2) anticompetitive significance of this particular restraint is apparent, there are no pro-competitive efficiencies (3) justifications are non-existent, the plan in question isn’t necessary for schools to compete, since they have no competition, nor does it equalize competition among schools (4) the plan is not sufficiently tailored to protecting live attendance (5) alleged lack of market power is irrelevant (6) unlike BMI, there is no opportunity for individual schools to negotiate their own deals

Indiana Dentists:  insurance companies require submission of x-rays for review before dental claims are paid, a dentist group representing majority of market, agrees not to submit x-rays.

Court: (1) actual market need not be defined, proof in reduction in output will suffice (2) as in Engineers, defendants cannot claim that competition itself is unreasonable w/in an industry (3) this practice has anticompetitive effects – but for agreement, dentists would compete w/ respect to cooperation w/ insurance companies, presumably something that customers desire (4) no market efficiencies are created, only inefficiencies due to delayed insurance payments (5) Rule of Reason as opposed to Per Se, even though this resembles a group boycott, because the Dentists aren’t trying to coerce supplier/customer not to deal with competitor

California Dentists: association restricts advertising of price and quality of services

Court: (1) in the present case, potential anticompetitive effects are not very obvious (2) where there is a possibility of no anticompetitive effect or pro-competitive effect, quick look is inapplicable and a full-blown Rule of Reason analysis is warranted (3) the goal of preventing false/misleading advertisement may be a legitimate/pro-competitive one (4) “quality of proof required should vary w/ circumstances” 

Majority Dicta: “our categories of analysis of anticompetitive effect are less fixed then Per Se, Quick Look, or Rule of Reason”


EVIDENTIARY  PATH of the RULE OF REASON ARGUMENTS: 

1. (p) must demonstrate that the agreement “restrains” trade in a significant way (market power)


2. (d) must demonstrate that restraint is ancillary to a legitimate transaction,  thus rebutting the presumption of unreasonableness 


3. (p) the means are more restrictive, then necessary (Brown)

a. legitimate reasons given are a pretext

b. excess in means is the source of unreasonableness

                                                                                                                                                                

VERTICAL RESTRAINTS

· involves agreements among firms on different levels of the distribution chain (franchise/dealer contracts)

· usually involves complementary products
· not a direct threat to competition

1. INTRABRAND = particular product subjected to restraint (Ex.: Nike shoes or Exxon gasoline) IS THERE COLLUSIVE EFFECT?
a. Price {RPM = resale price maintenance [floor/ceiling]} Per Se 

b. Non-Price {upstream [manufacturer] / downstream [distributor]} Rule of Reason
Example: territorial restrictions/customer restrictions/location clauses

2. INTERBRAND = restriction on dealing w/ alternative suppliers/distributors
IS THERE EXCLUSIONARY EFFECT?
3. TYING = requires dealer/customer to purchase a second, generally unwanted product

ANALYSIS:

Intrabrand: is it a price (per se) or non-price (rule of reason) restriction?

Interbrand: is it a unilateral (OK) or concerted action?

Europe Article 81

1. more specific categories of agreements

2. commission is empowered to exempt individual agreements

3. vertical restraints prohibitions are interpreted broadly

Intrabrand Minimum RPM

Dr. Miles: drug manufacturer limits minimum resale prices in order to eliminate "cut rate" sales and keep all distributors "in the game".  The manufacturer argues that since it can sell to whomever it chooses, it can also impose restriction upon sale.

Court: (1) this is much like a horizontal price fixing agreement (2) restrictions upon sale (alienation) are contrary to common law public policy and are illegal per se (3) there is no underlying legitimate purpose 

NOTE: presently, only minimum RPM warrants Per Se condemnation

· In response to the Great Depression, Congress passed Miller-Tydings Fair Trade Act of 1937, which allowed states to authorize RPM on industry-by-industry basis.  McGuire Act of 1952 further broadened the ability to authorize RPM.

· Consumer Goods Pricing Act of 1975 fully restored Dr. Miles.

Colgate: unilateral minimum RPM is permissible so long as the firm is not a monopolist.  Therefore, absent agreement between the two parties, RPM is OK {this is still good law!}.

Key: no agreement, just condition of sale 
Note: coercion + adherence may equal agreement                               [see p. 3-37]                                               

1. manufacturer announces terms and asks for acquiescence from retailers ( per se unlawful agreement

2. manufacturer announces terms and asks: "would you like to place an order?" ( no agreement has been reached (Russell Stover Candies) refusal to sell to customers is OK 


Intrabrand Non-Price Restrictions
Schwinn: [overruled by Sylvania] held that territorial vertical intrabrand restrictions are illegal Per Se and reaffirmed Dr. Miles.

Sylvania: manufacturer restricts sale of TVs to locations specified.  The issue before the court is whether non-price intrabrand restrictions are Per Se illegal ( NO    

Court: (1) vertical restrictions have "redeeming virtues" of allowing manufacturers to achieve efficiencies in the distribution process (2) vertical non-price restrictions are to be governed by the Rule of Reason due to their potential economic utility (3) vertical price restrictions are still per se unlawful (4) "departure from the Rule of Reason can only be justified by demonstrable economic effects" (5) real measurement of competition is across-brands, not within a brand

What Non-Price Restrictions are Unreasonable? only 2 cases, otherwise "per se lawful"        

· because it provides manufacturers w/ flexibility in shaping distribution systems and a cost-effective alternative to vertical integration {but, think free-riders}
Itek: non-price intrabrand vertical restriction is unreasonable where intrabrand competition represents substantial source of downward pressure on price due to large market share [70%]

Eiberger: non-price intrabrand vertical restriction is unreasonable where there is no economic justification/pro-competitive purpose for the restraint                                                                                    

Burden of Proof of an Agreement

Monsanto: agricultural chemical distributor sets "guidelines" which o not include price.  Dealer is terminated. It claims termination answered complaints of other dealers in regard to plaintiff selling too cheaply.  The issue before the court is the burden of proof in showing vertical price restriction.  Defendant claims that the dealer has not satisfied requirement of hiring qualified sales force 

Court:  (1) plaintiff is to present direct or circumstantial evidence that reasonably tends to show "conscious commitment to common scheme to achieve an unlawful objective" (2) evidence must exclude the possibility of unilateral action on the part of supplier (3) complaints about price cutters are unavoidable reactions on the part of dealers and do not indicate concerted action

· Congress directed Antitrust Division not to ask the Court to overrule Dr. Miles, by limiting it’s funding for that particular purpose  

Business Electronics: two calculator dealers are engaged in a price war.  Eventually one gives Sharp an ultimatum, sever the ties w/ the other dealer or lose my business.  Sharp complies.

Court: in order for a dealer termination (or any vertical restraint) to be considered illegal per se, there must be showing of expressed or implied agreement w/ another dealer to set some price

· Brennan to Scalia: “Dear Nino, write a footnote saying Dr. Miles is still good law.”


Economics of Minimum RPM

Chicago School: minimum RPM can only be set by a monopoly, therefore no new restraint on price/output is effectuated.  RPM is not even a good cartel enforcement mechanism, since cartels are so inherently unstable and prone to cheating. The true reason for RPM is getting rid of Free Riders.  Think {2 stores on main street, USA, Value City and Macy’s} if there is minimum RPM, Value City will have to offer point of sale services as well in order to increase sales.

Criticism: (1) minimum RPM inevitably leads to higher prices (2) RPM can stifle innovative discount retailing (3) RPM facilitates conscious parallelism {retailers maintaining somewhat similar prices w/out any express agreement} (4) not all customers want point of sale services and therefore suffer from unwanted premium services at higher rates {lack of “no thrills option}


Maximum RPM

Albrecht: [overruled] newspaper distributor who charged too much was terminated in favor of a distributor who stuck to the suggested prices.  Defendant newspaper argued that a each local distributor is essentially a monopolist, and maximum RPM was essential to newspaper financial well-being.  Absent max. RPM, distributors would restrict output and raise prices increasing their profits while ruining newspaper’s customer base.

Court: maximum RPM is Per Se unlawful


Maximum RPM Cnt’d…
Khan: gas stations can charge what they want, but anything over $.0325 margin must go back to oil distributor.                                   ( p.3-75 (
Court: {upon invitation of Judge Posner to overrule Albrecht that was “intellectually bankrupt”} There is insufficient economic justification for per se application.  Maximum RPM has pro-competitive potential and is to be evaluated under the Rule of Reason

[actually ban on max. RPM prompted many distributors to vertically integrate eliminating the very dealers Albrecht sought to protect]          


OTHER PRICING STRATEGIES

Manufacturer’s Suggested Retail Price – so long as the price remains truly suggested (even if printed on the package) minimum RPM is not established for lack of agreement

Example: Saturn does not restrict prices but restricts negotiation once the price has been established

Cooperative Advertising – sharing of expenses by a manufacturer and a group of dealers (1) actual prices not included, only MSRP (2) dealers are not required to participate (3) dealer can take out its own advertisement w/ specific prices (4) typically, no evidence of agreement on pricing, just an incentive not to cut prices [see Nissan, Advertising Bureau applying Rule of Reason]

Minimum Advertised Price Program (MAP) – combined, dealers cannot advertise below a certain price, they can however, sell for any price they choose and advertise prices on their own [see Music Distributors, finding MAP unlawful under the Rule of Reason where dealer’s own advertisements were to adhere to set prices]

Discount Pass Through Program – dealer asks for a lower price, supplier agrees only if the savings are passed down to the consumers [see AAA Liquors, Canada Dry applying Rule of Reason since (1) there is no requirement to accept the price break and no prohibition on deeper discounting (2) such agreements are pro-competitive (3) program analyzed as a Maximum RPM]

American Cyanamid: cash rebate program for sales at or above Minimum Resale Price is challenged.

FTC: Per Se violation (1) dealer must have a choice to discount below suggested prices, in the present case, the rebate program alone constituted the dealer’s profit margin (2) dealer must be allowed to separately advertise its own pricing

Dissent: (1) where is the agreement/coercion? (2) the program was actually pro-competitive


EXCLUSIVE DISTRIBUTORSHIP {Rule of Reason}= supplier commits not to appoint more dealers within a given geographic area ( upstream restraint (think Exxon or Burger King)

Important Factors:

1. duration of agreement [if short – little anticompetitive effect]

2. availability of other content providers [if yes – little anticompetitive effect]     

Paddock: supplemental news services (set up by large newspapers around the country) permit re-printing of their stories in local newspapers in different geographic areas.  Contracts are exclusive to the subscribers in one geographical area.  Smaller newspapers are only able to get the “crumbs” and allege § 1 violations

Court: dismissed (1) competition for contracts is something § 1 protects, not forbids (2) there is no agreement to exclude or tacit collusion (3) contracts are short in duration, go out and outbid the big boys instead of bringing this to court 

Jefferson Hospital: HMO cancels relationship w/ one hospital in favor of another.  The injured hospital immediately establishes a more profitable partnership w/ a different HMO.

Court: (1) under the rule of reason, the plaintiff is to show injury to competition (2) plaintiff has not shown injury to competition in general, (3) nor has it shown that the hospital has become unable to compete  

1. no proof of increased prices w/out defined relevant market, also better prices may mean better doctors

2. no proof of reduced consumer choices, since patients are free to choose the HMO of their liking

3. no harm to competitor (plaintiff) facts actually suggest the opposite

DUAL DISTRIBUTORS = sell both, to intermediaries and final consumers {Rule of Reason}

Copy-Data: Toshiba is a supplier to plaintiff, but also sells directly to consumers.  

Court: (1) despite the fact that the plaintiff–dealer is a direct competitor, their relationship is to be governed by the Rule of Reason (2) Toshiba had pro-competitive reasons consistent w/ antitrust policy to restrict marketing of copiers by other dealers  
· antitrust laws protect competition, not competitors

CONCERTED REFUSALS TO DEAL & SUPPLIER/DEALER EXCLUSIVITY

· substitution of one exclusive dealer for another, which leads to a charge of “horizontal concerted refusal to deal,” while the defense is that the agreement is in the vertical nature of dealer relations and the general legality of exclusive distributorships 

Discon: Nynex refuses to use “removal services” of one co. in favor of another w/out giving a legitimate business reason (actually clear procurement fraud).  

Court: (1) under the Rule of Reason, the plaintiff is to allege an injury to competition in general (2) fraud allegations are not to be addressed in antitrust litigation i.e. wrong forum (3) group boycott prohibition doesn’t apply where single buyer favors one seller over another (this is not Trial Lawyers), even if for illegitimate reasons

· distribution plaintiffs have won 4 out of 90 antitrust cases, 1 of 4 was an admittedly wrong decision {per se legality?}

INTERBRAND RESTRICTIONS = competition among brands

Policy Issue: exclusionary effects, not collusive effects as in intrabrand restrictions

1. Tying = if you want to purchase A, you must also purchase B

Three Options:

a. straight bundling

b. charging more for “naked” product w/out the tied product

c. price discrimination based on elasticity of demand for tied product

2. Exclusive Dealing = if you want to sell my brand, you can’t sell their brand

 

TYING {Per Se} see also Shoe Machinery; Times-Picayune; Fortner I & II
Elements of Suit:   

1. two distinct products

2. forced sale/coercion

3. monopoly power for the tying product

4. foreclosure [Fortner I & II]
5. defense justifications: (1) complementary products (2) reputation concerns [see p. 13]
· three early cases asserted tying arrangements was protected by the patent right in the tying product, court rejected asserting Per Se illegality

IBM: defendant claims that use of generic punch cards for their tabulation machines will lead to malfunctions that will damage defendant’s reputation.

Court: such justification might suffice but for lack of evidence to support such claim in this particular case 

International Salt: defendant offered use of patented salt dispensing machine only if customers purchased salt exclusively from defendant

Court: patent on the machine confers no right to restrain trade of un-patented product (salt) 

Jefferson Parish: hospital has a contract with anesthesiologist co. such that only they handle all surgeries in the hospital.  Defendant claims that this is a single product and not one person asks for surgery w/out anesthesiology or anesthesiology w/out surgery.

Court: (1) 30% market share is not market power {think safe harbor} (2) hospital doesn’t force unwilling patients to accept anesthesiology (3) no tying arrangement can exist unless there is demand for separate products (4) absent current arrangement, the hospital still can choose which doctors work there

Concurrence: Per Se invalidation is inappropriate where court is conducting an elaborate inquiry into economic effects, this imposes all the costs of Rule of Reason w/out the benefits.  Instead, consider: (i) actual market power (ii) substantial threat of acquiring market power in the tied product (iii) coherent economic reason for treating two products as distinct 

WHAT IS TWO PRODUCTS? demanded separately & provided separately 


ECONOMICS OF TYING

Chicago School: leveraging of monopoly from tying product market to tied product market is implausible absent independent reason to believe that seller can monopolize tied product market, generally, the monopolist of tying product market could charge any price for tying product, and tying would add little to profit potential

Other Pro-Competitive Theories:

1. think Mercedes Benz protecting it’s reputation (alternative: give out stringent specs.)

2. reduction of production and distribution costs

3. preventing excessive mark-ups on complementary goods by independent manufacturers


EXCLUSIVE DEALINGS {Rule of Reason} ( Clayton Act § 3 

· the issue of foreclosure has not been addressed by the Supremes for 40 years

Standard Stations: [quantitative substantiality] plaintiff challenges exclusive supply contracts with gas stations.  Court invalidates, but notes potential economic utility of exclusive dealings as opposed to tying.  In this case, all that is need to establish violation of the Clayton Act § 3, is substantial foreclosure and 6.75% is substantial enough.

Tampa Electric: [qualitative substantiality] plaintiff has a long-term exclusive supply contract for coal.  Due to market changes, the plaintiff seeks declaratory judgment to nullify the contract as illegal under Clayton Act § 3.

Court: (1) foreclosure must effect substantial share of the market i.e. opportunities for other traders must be significantly limited (2) foreclosure of less then 1% is acceptable (3) courts are to consider (a) probable effect on competition (b) relative strength of parties (c) proportionate value of commerce involved (d) probable immediate and future effects on competition

Gilbarco: gas pump manufacturer w/ 55% overall marker share sells 70% of it’s output through independent distributors.  Gilbarco prohibits distributors to sell competing brands. 

Court: (1) exclusive dealing agreement w/ a distributor as opposed to a final consumer is lees of an antitrust concern (2) if end users can still reach alternative channels of distribution, is any of the market share really foreclosed? i.e. alternatives eliminate substantially any foreclosure effect (3) exclusive contracts are short in duration, go outbid Gilbarco

Dissent: (a) relevant market should be defined narrowly (b) Gilbarco dominated the relevant market (c) proportion of market dominated by Gilbarco is significant (d) anticompetitive effects are significant as prices are artificially high

Douglas Melamed Speech: assessing exclusionary agreements

1. does the agreement exclude rivals?

2. are there plausible efficiencies?

3. is the agreement likely to create/preserve market power for the manufacturer?

4. are some/all aspects of the exclusionary agreement, not reasonably necessary to achieve efficiencies?

· if there is still competition in the market, in spite of your agreement ( OK

· if your agreement will reduce price or increase market-wide output ( OK 

PRICE DISCRIMINATION 

Can be a good thing: {5 of group A willing to pay $100, 10 of group B willing to pay $200, cost fixed at $1000/flight}

Price Discrimination ( A flies for $100, B flies for $200 $500 + $2000 – $1000 = $1500 profit margin ( all groups get to fly 

No Price Discrimination ( all fly for $100, $1500 – $1000 = $500 profit margin or 10 fly for $200, $2000-$1000 = $1000 profit margin ( airline will choose to charge $200, and group A never flies

Secondary Line Price Discrimination = one of the customers receives favorable treatment upon demand causing a potential injury to a “disfavored purchaser”


· in response to The Great depression and emergence of large retailers (power buyers), Congress enacted Robinson–Patman Act to protect “mom & pop” shops against price discrimination

· the Act prohibited not only literal price discrimination, but also other “covert” promotional allowances etc.

· two types of defenses were available:

1. meeting competition = allows to lower prices if needed to meet the price of rivals

2. cost justification = allows to lower prices in recognition of efficiencies associated w/ sales to certain customers (lower delivery costs)

Morton Salt: quantity discount by salt manufacturer.  The issue before the court is the competitive effects standards.

Court: (1) the appropriate standard is not injury to generalized competition (2) from persistent difference in price one could infer an injury to competitor, and from injury to a competitor, one could infer an injury to competition i.e. injury to competition is established prima facie by proof of a substantial price discrimination between competing purchasers over time
Chroma Lighting: plaintiff alleged price discrimination in favor of larger purchasers.  Defendant tried to overcome the Morton Salt Inference by showing that the competition in the relevant market remains healthy.

Court: Morton Salt Inference may not be overcome by proof of no harm to competition                       

                                                                                                                                                                

SINGLE FIRM CONDUCT ( concern w/ behavior of dominant firms

§ 2 Sherman Act = forbids unreasonable effort by single firms to suppress competition

ISSUES:

1. what constitutes a monopoly?  [relevant mkt. + direct/circumstantial evidence]
2. what constitutes improper behavior? [anticompetitive effects /pro-competitive rationale]
3. what constitutes legitimate business justifications?
· the biggest concern is not to {dampen commercial zeal} discourage fair competition and drive for innovation

· smaller firms are left alone, only those dangerously approaching monopoly power are subject to scrutiny

· remedial solutions leave much to be desired

Specific Prohibitions:

1. Monopolization {Status Inquiry} government must prove:

a. ( has monopoly power &
b. ( used improper tactics to achieve this monopoly power


2. Attempt to Monopolize {Conduct Inquiry} government must prove:

a. ( engaged in predatory/anticompetitive conduct

b. w/ specific intent to monopolize &
c. attained dangerous probability of achieving monopoly [( 50% of relevant mkt.]

· leading case is Spectrum Sports v. McQuillan
· attempt can actually be prosecuted as a felony
· courts have shed little light on the subject

MONOPOLY = SUBSTANTIAL MARKET POWER

 DIRECT EVIDENCE

1. Demand Elasticities 

a. high elasticity = availability of relevant substitutes ( monopoly

b. high inelasticity = monopoly power 

2. Exclusion by Means Other then Efficiency 

a. if exclusion is due to superior efficiency/performance there is no violation

b. if exclusion is not due to superior efficiency/performance there is a violation

 CIRCUMSTANTIAL EVIDENCE

1. persistently high market share in relevant market

· this is government’s favorite way to prove existence of a monopoly

2. persistently high profits  

a. if due to ability to charge monopolistic prices = monopoly

b. if due to superior investment into research & development ( monopoly

 RELEVANT MARKET

1. Product Dimension = availability of substitutes

2. Geographic Dimension = availability of substitute suppliers

Plaintiff: ( has monopoly and achieved/maintained it through improper means

Standard Oil: ( controls 90% of oil refining industry by virtue of not only centralized management and vertical integration, but also predatory practices.  In court, it argues that breaking up the co. will destroy American economy and undermine our ability to participate in WWI.

Court: (1) total domination of the industry is prima facie presumption of monopolization (2) presumption has become conclusive due to (’s improper behavior in maintaining 90% mkt. Share (3) you have 6 months to break up into 34 corporations. 

U.S. Steel: when the case is first brought, ( has 80-95% market share, and competitors participate in “Gary dinners” where they agree to set prices and restrict output.  By the time the case is before the Supremes, the market share is at 41%.  Government doesn’t challenge the alleged cartel under § 1, but alleges § 2 violation of monopolizing.

Court: (1) 41% is not enough to prove existence of a monopoly (2) the fact that prices have remained at a constant level is not alone indicative of monopoly power (3) obviously their plan has failed since their market share has been cut in half (4) by the way, if they had monopoly power, why would they need “Gary dinners” to collude? (5) why do 200 of their competitors praise their fairness 

NOTE: of course the competitors were quite fund of U.S. Steel, they’re engaged in a cartel operating under “umbrella pricing” set by the (..  As a result, all “competitors” were making profits that were above competitive level.  The actual limit price is set below monopoly level but high enough to discourage new entrants ( possibility of substantial market power w/ 41% share
Standard Oil of Indiana: {new technology issues} four major (s formed a patent pool for new method of oil refinement (cracking) and shared in licensed royalties.

Court: (1) (s have 55% of cracking market but the end product of all processes is the same – gasoline of identical quality, no matter the process (2) (s have 26% market share of all gasoline refinement, which is the relevant figure in examining the market power (3) competition in the overall industry is lively (4) royalty agreement cannot and does not control price/output of oil refining

NOTE: (a) since licensed users could extract more gasoline per barrel of crude oil, cracking conferred significant cost advantage upon them (b) since cracking was the “wave of the future” the court should have used 55% as the relevant figure

Alcoa: {2nd Cir. “sitting for the supreme court”} ( is the only producer of virgin aluminum in the country, actual market share averages over 90%.  If recycled aluminum is considered to be in the same market the market share is 64%.  If aluminum fabrication into actual products isn’t counted the actual share is closer to 33%.  ( claims that (a) there is virgin aluminum competition from abroad (b) there is recycled aluminum competition domestically

Court: (1) doubtful that 64% would be enough to constitute monopoly; 33% certainly isn’t (2) recycled product does compete w/ recycled aluminum on certain markets (3) nevertheless, the relevant market share is 90% (4) at some price, there is a substitute for everything, you’d walk to NY if cars were too expensive ( but that doesn’t mean that every substitute product is in the same market (5) as to competition from abroad there are high barriers of entry

NOTE: (a) perhaps 64% market share would have been more appropriate given certain consumers didn’t mind recycled aluminum one bit (b) today, the argument of high barriers of entry for abroad competition has weakened due to low trade barriers [think “global village”] (c) finished product fabrication cannot be included in all cases, but in the case at hand, Alcoa could have diverted it’s fabrication resources to sale of raw aluminum in the face of rising demand (think of ability to divert resources and break existing contracts)

Cellophane: {cellophane fallacy} ( has 75% share of cellophane production, but ( 20% share of all “flexible packing materials”.   The government alleges that there are no close substitutes and substitute products aren’t priced alike.

Court: (1) the key to determination of monopoly is deciding if alleged substitutes are actually similar commodities w/ similar prices (2)  brick and steel are different types of building materials, but they’re not substitutes, as opposed to different types of soft drinks that are indeed substitutes (3) if you differentiate products too much, every manufacturer will come out as a monopolist (4) substantially fungible & similarly priced = substitutes in the same market (4) in the present case there are competing substitutes in the relevant market (5) market share of the total wrapping market is only 17.9% (6) consumers are actually price sensitive and competitors are numerous

Dissent: (a) the very fact that cellophane is a higher priced “alternative”, yet it enjoys phenomenal growth w/ staggering profits suggests that it has no substitutes (b) note that the only true competitor Sylvania, closely followed (’s pricing strategy, while other “substitute” firms didn’t, w/out any effect (c) nobody but Sylvania ever entered the industry, and that was only after theft of “secret recipe” (d) they’re a “good” monopolist, but one nonetheless

NOTE: ability to set monopolistic prices cannot be disproved by switching because at certain prices, everyone will switch


Kodak: in an effort to fight independent service organizations [ISO] who purchase spare parts from manufacturer and service manufacturer’s customers (thus competing w/ in-house service),  ( began refusing to sell spare parts unless customer was in contract w/ ( or was fixing copier himself.  Relevant copier sales market share is 20%.  Relevant service of Kodak copiers market share is 80-95%.  ( suggests that the relevant figure is 20%, and due to such low market share, it would not dare to charge it’s customers monopolistic prices, for fear of losing them to different copier manufacturers.  ( asks for Matsushita-like summary judgment because the allegation makes no economic sense.

Court: (1) the fact that there may be two related markets doesn’t mean there can’t be a monopoly in one of the markets (2) actual data suggests {opposite} that ( does have an ability to jack up prices while retaining its customers due to costs of switching and information (3) due to difficulty in calculating life-cycle pricing the customers may be insensitive to service price hikes so monopoly is plausible (4) existing customers are locked in w/ no substitutes (5) the fact that future increases in price may result in loss of business doesn’t preclude a finding that ( is already exercising significant market power (6) relevant market is servicing of Kodak copiers

NOTE: if Kodak never allowed ISOs, there would have been no liability

IMPROPER CONDUCT ( size doesn’t determine guilt

· § 2 doesn’t prohibit every monopoly (such would discourage the drive for genuine supremacy), but monopoly achieved by improper means

· What Constitutes Improper? Aggression against rivals through business practices that aren’t profit maximizing besides driving out competition or encouraging collusion

Alcoa: {Exclusionary Expansion} Having a 90% market share, ( would announce construction of new plants as demands for aluminum increased, promising full capacity to satisfy demand and implicitly threatening to flood the market and decrease prices in the face of potential entrants. ( asks the court: “are you telling us expanding our business to satisfy consumer demand is an improper tactic?”

Court:  (1) successful competitor, having been urged to compete, must not be turned upon, when he wins Judge Hand (2) ( however, has been employing improper practices of expanding from 1909-1912 (3) control didn’t fall into Alcoa’s lap, they kept increasing capacity for exclusionary purposes ( ( is not a passive beneficiary of a monopoly

NOTE: is it rational for any co. to forego increasing capacity in the face of increasing demand?

Du Pont: {Exclusionary Expansion} ( w/ 42% market share makes announcements of increasing capacity to meet rising demand, knowing this would discourage new entry into the market.  The plaintiff alleged that the only way this practice made economic sense is if ( anticipated monopoly power in the future.

FTC: (1) conduct in question should be assessed in light of ( ‘s market power carefully weighing other circumstances (2) ( expanded to an efficient level w/ no access capacity (3) lower pricing is consistent w/ cost advantages (4) new plant announcements weren’t empty threats, they were actually built (5) there is nothing unreasonable or improper in (’s conduct                                                  

United Shoe: {Exclusionary Leasing} ( has 75-85% mkt. Share.  Machines are not sold but leased conditioned on maintenance and service contracts.  Furthermore, the contract contains a “full capacity clause,” early return penalty and 10 year duration.  If machine is returned after 10 years, there is no return fee, if the customer is thinking of switching, ( renegotiates at more favorable terms.  Repairs are free of charge.  Thus, if any competitor wants in, they need to provide free repairs.  By the way, service is great, prices are low (only 2% of wholesale price of shoes), and competitors use the same leasing arrangements.

Court: (’s success is due to more then just a good business strategy, it is also due to improper practices of leasing arrangements [barriers of entry], specifically (a) full capacity clauses (b) early return charges (c) 10-year duration of contracts (d) social utilities of such arrangement will not be heard


PREDATORY PRICING = pricing below average variable cost is illegal
Alternative Schools of Thought:

1. Cost-Based School: pricing below average variable cost should be illegal (Utah Pie)

2. Structural Filter School: can firms charge high prices once monopoly is established? (Brooke Group ( possibility of recouping)

3. No Rule School: predatory pricing should not be frowned upon (suggests at least tougher evidentiary burdens on predatory pricing plaintiffs) 

4. Game Theoretic School: courts should employ a full, fact-specific analysis (suggests the use of documents and testimony to decipher intent)

Utah Pie: local co. had 66% mkt. share in Utah until national chain enters w/  predatory prices, local’s mkt. share falls below 50%

Court: it is illegal to charge below cost + overhead

Brooke Group: after the plaintiff began offering generic brand cigarettes, ( w/ 12% mkt. share began selling below cost w/ internal memos suggesting that every 4 lost will be a $ saved through eventual elimination of the price buster.  Plaintiff also alleges tacit collusion w/ other tobacco manufacturers.  Judge overturns jury verdict entering JNOV {no reasonable jury could have found for the plaintiff}

Court: (1) there must be reasonable expectation of recovery, otherwise this strategy is beneficial to consumers (2) w/out requiring recouping, we’re prohibiting discounting (3) unless achieving substantial market power is feasible, no recoupment seems possible yet, (4) there is no evidence of agreement and “conscious parallelism” is destined to fail (5) by the way RJR isn’t playing along (6) instead of slowing down generic brand growth it increased two-fold ( obviously there is no restriction of output (7) prices to consumers have never actually rose ( there is no raising prices

· there must be (A) pricing below average variable cost & (B) possibility of recoupment
· in order to assess recouping the court is to consider barriers of entry erected & actual monopoly power
· the issue of intent is unclear, if actual market behaves not in accordance w/ the plan

                                                                                                                                                                   

Berkley Photo: ( Kodak produces cameras and film, plaintiff produces cameras that use (’s film. ( introduced new type of film that fit only into their own cameras.  Plaintiff brought suit alleging that Kodak by virtue of their monopoly in film industry, had an obligation to disclose introduction of new film type, so that the plaintiff could introduce new cameras to match.

Court: (1) there is no duty of advanced notice of design/product changes to manufacturers of competing as well as complementary products (2) if we allow piggy-backing incentive to innovate is destroyed (3) it would be very difficult for this court to suggest managerial  guidelines on pre-disclosure

See also IBM where the courts allowed ( to continuously redesign equipment to defeat compatibility w/ peripherals manufactured by competitors, so long as ( had some evidence that redesign also improved quality

But see Xerox where forced free disclosure of 3 patents to competitors, resulted in (’s mkt. share drop from 90% to 50%, upon evidence that the ( built a “patent thicket” and aggressively pursued patent infringement suits


REFUSAL TO DEAL [Type of Improper Conduct] 

1. dominant firm severs relations if customer considers dealing w/ a competitor (Lorain)

2. dominant firm withdraws from existing contractual relationship to impose new terms (Aspen)

3. refusal access to an “essential facility” / “bottleneck” doctrine

· plaintiff must prove (1) actual control of essential facility by monopolist (2) inability of the competitor to reasonably duplicate this facility (3) denial of use of facility to a competitor (4) feasibility of providing the facility see MCI Communications
· 3 conditions must be satisfied for a successful suit: (A) facility must be truly essential and not merely convenient or less expensive (B) court must take into consideration justifications for denying/restricting access (C) plaintiff should be required to pay defendant 

Lorain Journal: ( is the only printed news source in the market.  Radio station enters the market becoming second news source. ( makes an ultimatum to it’s customers, either advertise through us or radio, but you can’t do both.

Court: (1) the right to choose to whom to conduct business with is not unqualified (2) this is an improper tactic designed to eliminate competition from the relevant market [news dissemination] (3) advertiser may not deny ads in an attempt to monopolize the market

Aspen Skiing: 2 ski companies had joint passes.  Dominant firm decides to withdraw from the agreement barring more favorable terms. ( employs local counsel that fails to raise defense of free-riding reputational concerns due to inferior slopes and a sub-par ski school

Court: (1) this is an improper conduct of a monopolist (2) where joint marketing effort persisted for several years, monopolist has a duty to continue joint efforts (3) consumers were adversely affected (4) no efficiency justification has been offered

· monopolist changing a pattern of distribution/marketing that has persisted for several years = improper conduct

· like Kodak, the emphasis is effect on existing relationships/prior practices
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