
Exclusivity rebates vs. predation:
different paradigms?

Chiara Fumagalli (Bocconi University and CEPR)

12th ACE Annual Conference
Panel discussion: Effects-based analysis of exclusionary pricing practices -

back to square one?
Macci, University of Mannheim, December 5-6, 2014



Introduction

How to deal with loyalty rebates?

Recent cases (in both the US and the EU) have revived the discussion on the
appropriate approach to deal with loyalty rebates.

Loyalty rebates (market-share discounts, exclusivity discounts, fidelity
discounts): rebate schemes in which, in order to qualify for the discount, the
buyer must satisfy a given percentage of its requirements from the supplier.

I US Court of Appeal, 3rd Circuit (2012): ZF Meritor v. Eaton
I General Court (June 2014): Intel

CENTRAL QUESTIONS:

Should the price-cost test be applied to loyalty rebates cases? If discounted
prices are above costs, are loyalty rebates lawful?

Should economic analysis and an effects-based approach be taken into account
in loyalty rebates cases?
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The cases

ZF Meritor vs. Eaton (3rd Circuit)

RELEVANT ASPECTS:

Heavy-duty truck transmission market.

Eaton monopolist from 1950 to 1989, when Meritor entered. Meritor achieved
17% of the market by 1999 and in that year formed a joint venture with a large
German company (ZF) to sell a new transmission system (by 2001).

In 2000 Eaton entered new long-term agreements (lasting five years) with each
of the four OEMs, including:

I rebates conditioned on the buyer purchasing from 68% to 90% of their
requirements from Eaton + upfront payments;

I preferential treatment for Eaton in the OEM’s data book;
I (in two cases) requirement to remove the competitor’s products from the

OEM’s data books.

By 2003, ZF Meritor’s share below 8%. The joint venture was dissolved. By the
end on 2005, Meritor’s share dropped to 4%. Exit in January 2007.
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The cases

ZF Meritor vs. Eaton (3rd Circuit)

Decision of the US District Court in 2009: violation of the Sherman Act.

Eaton’s motion: the plaintiffs did not show that Eaton priced its transmissions
below its costs ⇒ it failed to establish Eaton’s anticompetitive conduct.

....

Court of Appeals Decision in 2012:
I In the case, price is not the clearly predominant mechanism of exclusion.

Evidence that failing to comply with the targets and with the other requirements would
jeopardize OEM’s relationship with Eaton, which is an unavoidable trading partner.

I Above-cost pricing does not make these arrangements lawful.
I Rule of reason approach (looking at market power, duration, coverage ...): LTAs

foreclosed a substantial share of the market and harmed competition.

Judge Greenberg dissenting:
I Price is central to this case. No convincing evidence that Eaton would stop supplying

buyers that do not reach the targets or comply the other requirements.
I ZF Meritor lost market share because it was unable to compete effectively.
I The fact that, in other cases, the price is not central does not imply that the price-cost

test is not relevant.
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The cases

Intel Corp. vs. Commission

RELEVANT ASPECTS:

Intel in a dominant position in the market for microprocessors (x86 CPUs) with
AMD as unique competitor:

I Market share consistently above 70%.
I Significant barriers to entry and expansion (investments in R&D and production

facilities, intellectual property).

Intel’s conduct:
I Between 2002 and 2007 Intel awarded four OEMs rebates conditional on these OEMs

purchasing almost all of their requirements from Intel. Intel also awarded payments to
Media Saturn conditioned on MS selling exclusively computers containing Intel’s
CPUs.

I Naked restrictions: payments conditioned on the OEMs postponing or canceling the
launch of AMD-based products.
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The cases

Intel Corp. vs. Commission

EC Commission Decision in 2009:
I Intel’s rebates (and payments) significantly diminished AMD’s ability to compete on

the merits. The EC imposed a fine of 1.06 billion euros.
I Even if it was not necessary under the existing case-law, the EC conducted a detailed

economic analysis showing that Intel’s rebates failed the AEC test.
I In computing the price that AMD would have had to offer to compensate for the loss of

the Intel’s rebate, the test took into account that part of Intel’s demand is not
contestable.

General Court Decision (June 2014) fully upholding the EC’s decision. Morevoer,
it claimed that:

I Loyalty rebates (denoted as exclusivity rebates) granted by a firm in a dominant
position are, by their very nature, capable of restricting competition and foreclosing
competitors from the market.

I This implies that the AEC test is irrelevant in cases of loyalty rebates.
I This also implies that there is no need to (i) analyse the actual effects on competition;

(ii) establish a causal link between the rebates and the effects on the market; (iii)
prove damage to consumers.
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The cases

Similar cases, very different decisions

US APPEAL COURT:

It clearly establishes that, as a general lesson, the plaintiff’s characterization of its
claim as exclusive deal claim does not take the price-cost test off the table if
pricing operated as the exclusionary tool.

When pricing is not central the Court considers a rule-of-reason approach as
the proper framework.

It never suggests to disregard economic considerations and analysis of the
effects.

EU GENERAL COURT:

Back to formal approach: exclusivity rebates and exclusive deals per se
prohibited when used by a dominant firm.
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The debate

The debate
Is the price-cost test relevant for exclusivity rebates and exclusive dealing?

Some commentators (e.g., J. Wright, FTC; S. Salop) have argued that:

ED and exclusivity rebates are best understood through the lens of the RRC
mechanism ⇒ the incumbent does not need to sacrifice profits so as to exclude.

predatory pricing and other forms of rebates reflect a completely different
mechanism.

⇒ They belong to distinct paradigms.

⇒ Price-cost test suitable for predatory pricing and not for ED and exclusivity rebates.
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Lessons from the theory

Distinct Paradigms?

Predatory pricing, (various forms of) rebates, exclusive dealing, bundling can be
understood through a common mechanism.

Whether or not these practices involve sacrifice of profits is not the salient feature.

The more discriminatory and the ’richer’ the practice (e.g., conditionality on the
purchases from the rival), the more severe the anti-competitive concern.

What is the role of the price-cost test?
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Lessons from the theory

A common mechanism, different practices

There exist situations in which the incumbent, by depriving the rival of crucial
sales/profits/buyers, impairs the rival’s ability to compete in other
markets/periods or for other buyers.

I Scale economies (supply and demand side), learning effects, financial market
imperfections...

The incumbent can exploit this mechanism through many different practices:
I Exclusive dealing: Rasmusen et al. (1991), Bernheim and Whinston (1998), Segal

and Whinston (2000).
I Tying: Carlton and Waldman (2003).
I Predatory pricing: Bolton and Scharfstein (1990), Cabral and Riordan (1994, 1997),

Fumagalli and Motta (2013).
I Selective price cuts and rebates: Innes and Sexton (1993), Karlinger and Motta

(2012).
I Dynamic vertical foreclosure: Fumagalli and Motta (2014).

All these theories can be interpreted as RRC mechanism.
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Lessons from the theory

Exclusion and profit sacrifice

If the incumbent enjoys a first-mover advantage, then exclusion can be achieved
without profit sacrifice (Rasmusen et al. 1991, Segal and Whinston 2000):

Multiple buyers, none of them large enough for the rival to achieve efficient scale.

The incumbent offers long-term exclusivity agreements before entry takes place
and before the rival can make counteroffers.

The incumbent manages to exclude at zero cost (i.e. without offering upfront
compensations):

I when contract offers are simultaneous, by exploiting buyers’ coordination failures:
a buyer that expects all the others to accept, has no incentive to reject exclusivity.

I when offers are sequential, by playing buyers against each other:
one buyer anticipates that the others will be induced to sign in, and is willing to accept
even behind zero compensation.

BUT, when contract offers are simultaneous and buyers can coordinate, profit
sacrifice on some buyers is necessary (divide-and-conquer).
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Lessons from the theory

Exclusion and profit sacrifice

If one removes the strategic asymmetry and allows both the incumbent and the rival
to make offers:

in a framework in which markets/buyers evolve overtime, the (less efficient)
incumbent manages to secure early markets/buyers (making a loss on them)
and to recoup on later markets/buyers

I competition for exclusivity: Bernheim and Whinston (1998);
I predatory pricing: Fumagalli and Motta (2013).

in a framework in which the incumbent and the rival make simultaneous offers to
all the buyers, the incumbent can exploit miscoordination to exclude without
profit sacrifice

I this outcome can be achieved with simple price offers: Fumagalli and Motta (2008).

⇒ Little theoretical basis to conclude that exclusive dealing and exclusivity rebates do
not involve profit sacrifice (or below-cost pricing).
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Lessons from the theory

Are all the practices mentioned above equivalent?

Indications from the theory that anti-competitive concerns more severe:

with practices/contracts that reference rivals:
I by allowing the incumbent to exclude more cheaply:

Bernheim and Whinston (1998);
I by representing a more powerful screening device which causes more harm to the

buyers and to the rivals of the dominant firm:
Calzolari and Denicoló (2014).

I by allowing the incumbent to extract rents from the rival while controlling for the
buyer’s opportunism ⇒ stronger (downward) distortions on the rival’s quantity:
Choné and Linnemer (2014).

with practices/contracts that target specific buyers and make it easier to
implement a ’divide-and-conquer’ strategy:

I under discriminatory exclusive dealing entry equilibria do not exist: Segal and
Whinston (2000);

I finer discriminatory pricing policies more exclusionary: Karlinger and Motta (2012).

when the incumbent enjoys a strategic advantage:
I long-term exclusive dealing: Segal and Whinston (2000).
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Lessons from the theory

What is the role for the price-cost test?

In the theory, no clear link between exclusion and below-cost pricing/profit
sacrifice.

When ’across-the-board’ pricing is the instrument to steal business from the rival,
extreme caution to avoid chilling legitimate competition ⇒ reasonable to conclude
that if prices are above-cost, the practice is lawful.

When exclusive deal and exclusivity rebates are involved, such extreme caution is
excessive ⇒ prices above costs do not automatically make the practice lawful but
are still informative. Reversal of the burden of proof?

With non-conditional rebate schemes? Above-cost pricing lawful?
I Risk of chilling competition high also in this case.
I But divide-and-conquer logic suggests that, when contracts can be

individualized, one should not look at the average price across all the buyers.
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Conclusions

Conclusions

Differences between exclusive dealing, exclusivity rebates and predation,
unconditional rebates over-emphasized.

I can be rationalized by a common mechanism
I profit sacrifice not the salient feature to distinguish

Exclusive dealing and exclusivity rebates may be richer exclusionary tool ⇒
reason to impose lower intervention threshold.

Independently of the price-cost test, need to articulate a theory of harm
(coherent strategy of exclusion) and check that facts are consistent with crucial
ingredient of the theory.

I asymmetry between the incumbent and the rival (strategic asymmetry; rival’s
vulnerability)

I possibility to discriminate offers
I barriers to entry and extent of market power
I staggered nature of the existing long-term contracts (Cabral, 2014)
I buyer power ...

Look at efficiency justifications.
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