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THE ECONOMICS OF DISTRIBUTION 
By 

Kevin J. O’Connor∗ 
 
 
I. OVERVIEW. 

A. Basic Law Drives the Framework for Economic Analysis. 

1. Vertical price fixing agreements setting minimum or maximum 
prices for downstream resellers are no longer per se illegal under 
federal law. 

2. Non-price vertical restraint agreements – exclusive dealing, 
exclusive territories, exclusive distributorships – have been 
evaluated under the rule of reason for decades and generally are 
not problematic except under unusual circumstances. 

3. Tying agreements are often labeled per se illegal but typically 
require a more nuanced analysis of the nature of the tie and its 
welfare effects. 

4. The most successful attacks on vertical restraints in recent years 
have been denominated “maintenance of monopoly” cases where 
purportedly restrictive practices protect existing monopoly power. 

B. Standard Rationale:  Vertical restraints are usually designed to increase 
incentives for downstream sellers, such as distributors and retailers, to 
stock and promote a producer’s brand.  But to increase incentives for 
downstream resellers, vertical restraints typically reduce intrabrand 
competition:  that is, competition among resellers for sales of the same 
brand.  A blanket economic assessment of vertical restraints is difficult 
because of the many variables that will influence that assessment. 

C. Early Theories:  For much of the early 20th century, the validity of 
vertical restraints was premised on a producer’s property rights and the 
argument that retail price maintenance was needed to protect small 
business.  Indeed, the original decision in this regard—Dr. Miles Medical 
Co. v. John D. Park & Sons Co., 220 U.S. 373, 404 (1911)—was premised 
in part on the right of retailers to dispose of “their” property as they saw 
fit.  Ironically, in United States v. Colgate & Co., 250 U.S. 300 (1919), the 
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Supreme Court used, in part, the same principle to establish the unilateral 
right of a producer to refuse to deal with a customer that did not agree to 
comply with resale conditions.  Over the past 100 years, economic 
theories have fluctuated.  Perhaps the most prominent economic approach 
to emerge in the past 30 years regarding antitrust in general and vertical 
restraints in particular is the so-called Chicago School.  This approach 
stresses the pro-competitive benefits of distribution restraints and the cost 
of antitrust intervention as arguments for a more laissez faire policy 
toward vertical restraints.  See e.g., Robert H. Bork, THE ANTITRUST 
PARADOX, 288-98 (1978); Richard A. Posner, The Rule of Reason and the 
Economic Approach:  Reflections on the Sylvania Decision, 45 U. CHI. 
L. REV. 1 (1977).  The development of game-theory arguments and the 
creation of new empirical tools have led to the development of a post-
Chicago set of economic theories that swing the policy pendulum in the 
other direction.  Jonathan Baker, Policy Watch:  Developments in Antitrust 
Economics, 13 J. ECON. PERSP. 181 (1999). 

D. Economic Modeling:  Economic models are useful in explaining how 
markets work and the likely effects on consumer welfare from various 
restraints.  Economic models are typically highly dependent upon their 
underlying assumptions.  The neoclassical model of perfect competition 
demonstrates how consumer welfare is maximized where the conditions of 
the model are met, including among other things:  a large number of 
sellers, a large number of buyers, homogenous product, no barriers to 
entry, and perfect information on the part of buyers and sellers.  Where a 
model does not “fit” the circumstances of an industry, it may not reliably 
explain the effect a restraint is likely to have on consumer welfare.  For 
example, because vertical restraints are typically used as a tool to 
differentiate a producer’s brand, thereby making it less homogenous with 
other competing brands and incentivizing multibrand retailers to favor one 
brand over another, the standard model of perfect competition may not 
give reliable welfare results.  Fortunately, economists have developed a 
number of tools and insights, a veritable “kit bag” of tools, to evaluate 
these situations. 

E. Basic Economic Tension. 

1. Standard economic theory suggests that producers should 
ordinarily be interested in selling from as many retail outlets as 
possible and maintaining the lowest possible retail prices for their 
products.  A lot of retail outlets and low prices maximize their 
sales – a low dealer margin is the equivalent of buying dealers’ 
services cheaply. 

2. But vertical restraints usually have the effect of raising retail 
prices, reducing the number of retail outlets, or both.  For example, 
minimum resale price maintenance agreements limit intrabrand 
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competition by requiring dealers to sell a product at or above a 
specified minimum price.  Territorial and customer restrictions 
limit intrabrand competition on price and other dimensions by 
reducing or eliminating competition among dealers for sales within 
a particular region or to particular customers.  

3. Given these effects of vertical restraints, why would producers 
ever want to use them? 

4. Many theories have been advanced purporting to explain vertical 
restraints, both pro-competitive and anticompetitive.  The theories 
include several efficiency motivations, as well as supplier 
collusion, dealer collusion and noncollusive theories of consumer 
injury. 

5. Notwithstanding the “purposes” underlying vertical restraint 
agreements, it is important to analyze the effects on consumers, the 
so-called “consumer welfare effects,” when evaluating vertical 
restraint agreements. 

6. In recent years, virtually the only successful cases challenging 
vertical restraints have been cases involving firms with monopoly 
power or possessing some form of dominance.  

II. MODERN ECONOMIC LANDSCAPE.  Several prominent cases over the past 
decade have condemned dominant firm “exclusionary” conduct under Section 2 
monopoly maintenance and related theories. 

A. Recent Case Law Has Increased the Importance of Monopoly Power 
and Its Use in Evaluation of Vertical Restraints.  Exclusionary conduct 
(e.g., exclusive dealing contracts, agreements to restrict distribution to 
rivals) are non-price restraints that may “foreclose” rival suppliers or new 
entrants from marketing their goods to particular buyers.  Such practices 
are not inherently suspect and may have many well-recognized economic 
benefits including the enhancement of interbrand competition.  But some 
agreements can result in sufficient market foreclosure or increased costs to 
rivals injuring the competitive process and increasing the probability that 
prices will rise.  These adverse effects are more likely to occur where the 
instigator of the restraint has market or monopoly power. 

1. United States v. Dentsply Int’l, Inc., 399 F.3d 181 (3d Cir. 2005).  
The Third Circuit Court of Appeals held that Dentsply unlawfully 
maintained its monopoly power in the artificial tooth market when 
it required downstream dealers and labs (using the teeth to make 
dentures) to not deal with Dentsply’s rivals. 

2. United States v. Microsoft Corp., 253 F.3d 34 (D.C. Cir. 2001) (en 
banc).  The D.C. Circuit Court of Appeals held that Microsoft 
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unlawfully maintained its monopoly power in operating systems 
software through various licensing restrictions that restricted 
OEMs, IAPs, and ISPs—the distributors—from carrying other 
browsers and software. 

3. Conwood v. United States Tobacco Corp., 290 F.3d 768 (6th Cir. 
2002).  In Conwood, United States Tobacco Corp. used its position 
as category manager over moist snuff racks in retail stores to 
restrict point-of-sale advertising and shelf space of competitive 
moist snuff products (including those offered by Conwood). 

4. LePage’s v. 3M Corp., 324 F.3d 141 (3d Cir. 2003) (en banc).  
LePage’s illustrates how 3M leveraged its position as a market 
leader in a variety of office supply products to provide incentives 
to retailers through significant bundled discounts to carry 3M’s 
nonbranded transparent tape to the exclusion of LePage’s 
competitive product. 

5. Toys “R” Us, Inc. v. FTC, 221 F.3d 928 (7th Cir. 2000).  Toys 
“R” Us underscores how a firm with a “dominant” position with 
respect to its upstream toy-company suppliers can cause actionable 
anticompetitive effects even though its “dominance” is not within 
the classic monopoly power range of two-thirds market share. 

B. Evaluating Market Power is Not a Rote Exercise.  All of these cases 
required an evaluation of market or monopoly power as a context for the 
evaluation of whether the allegedly exclusionary conduct has caused or 
will cause injury to competition or consumers.  In the past, market share 
was the predominant metric for market power.  But traditional market 
power analysis, such as that used in merger analysis, has evolved to a 
much more nuanced approach that uses market definition and market 
power analysis not as a “first step” in merger or vertical restraints analysis, 
but as a means to the end of identifying possible anticompetitive effects 
from a restraint or merger.  Traditionally, the reason identifying the 
markets involved as precisely as possible is to determine if the legal 
definition for monopoly power is met—the power to control price or 
exclude rivals or competition—and then to determine if consumers or 
competition have been injured.  Now, the order of the analysis is often 
switched to first address the likely anticompetitive effects of the restraint 
and allow that to drive the analysis of the markets involved. 

 1. Traditional (Circumstantial) Market Power Analysis. 

a. Define relevant product market.  The first step in 
traditional market power analysis is to define a relevant 
product market.  The question is essentially whether there 
are close enough substitutes for the product in question 



 

5 

from either a buyer’s or seller’s perspective that should be 
included in the product market definition.  This usually 
begins with a narrow “candidate” market in which a 
“hypothetical monopolist” finds itself.  On an iterative 
basis, the question is asked for each possible substitute 
whether consumers would switch in sufficient volume to 
the substitute product to defeat a “small but significant non-
transitory increase in price” (known as the SSNIP Test).  
Those substitutes that generate a “yes” answer are included 
in the relevant product market, and those generating a “no” 
answer are not. 

b. Define relevant geographic market.  Given the product 
market definition, the relevant geographic market is the 
area to which customers can reasonably turn for sources of 
supply of that product. 

c. Calculate market shares.  Based on the derived market 
definition, shares for the market participants are calculated. 
In traditional analysis, shares are then used as a first-cut 
indicator of “market power.” 

d. Analyze barriers to entry.  But market share is not 
enough.  Economists tell us that market share is only one 
indicator, and sometimes a misleading indicator, of market 
power.  For example, a large share in a declining market 
may simply reflect the exit of rivals.  Similarly, in a market 
characterized by rapid technological change, a large share 
may reflect only a transitory artifact in a very dynamic 
market.  Durability of market share over a period of time is 
often considered as a confirmation on whether barriers 
actually exist. 

e. Evaluate foreclosure percentages.  In traditional vertical 
analysis, share percentages were then used somewhat 
mechanically as a screen to determine foreclosure in the 
distribution channels caused by the allegedly exclusionary 
restraint at issue. 

2. Market Power Analysis Now Often Starts First with “What 
Conduct is at Issue and What Are the Likely Anticompetitive 
Effects?”  That question drives what parts of market structure are 
relevant to the analysis. 

a. Dentsply:  Dentsply accounted for 75-80 percent of the 
sales of artificial teeth sold through a network of 23 dealers 
who in turn sold teeth and other products to the labs, in 
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addition to some direct sales to labs, that assembled the 
teeth into dentures.  The dentures were typically ordered by 
dentists for their patients. 

 Key:  Dentsply prohibited its dealers from carrying teeth of 
rivals but dealers could end relationship with Dentsply at 
any time.  No dealer had ever dropped Dentsply line. 

 DOJ contended that rivals could not compete effectively 
without access to Dentsply’s products that were better 
received by the labs, the ultimate customers. 

 District Court:  Emphasizing the fact that dealers could 
drop Dentsply at any time, that teeth rivals could deal 
directly with labs, and the lack of evidence of 
supracompetitive pricing, the court found no violation, 
even though it rejected Dentsply’s business justifications as 
pretextual.  The court’s analysis viewed the labs as ultimate 
customers who could be reached directly by rivals of 
Dentsply, largely ignoring the role of the dealers in the 
analysis. 

 Third Circuit:  Reversed the lower court’s decision.  Key 
issue was the Third Circuit’s rejection of labs as the only 
relevant part of the market but rather included 
dealers/distributors in the market as well, leading to the 
finding that Dentsply possessed the market power to 
prevent direct sales of teeth to 75-80 percent of the market.  
Dealers were the only effective way to reach labs and rivals 
could not access Dentsply’s network.  Hence, even in 
absence of supracompetitive pricing, Third Circuit found 
liability.  In short, the Third Circuit’s analysis of the likely 
effects of the exclusionary policy imposed on the dealers 
drove the Third Circuit’s ultimate definition of the market. 

b. Microsoft:  District and D.C. Circuit courts used traditional 
techniques of market definition and assessment to conclude 
that Microsoft possessed monopoly power in PC operating 
systems (i.e., Windows) by finding that there were no 
viable substitutes for OEMs to use in the distribution 
system and there were substantial network effects and 
switching costs, i.e., barriers to entry to OS rivals. 

Key:  Microsoft’s economist unsuccessfully proffered a 
“behavioral” approach to market definition that was 
premised on the fact that the price of Windows to OEMs 
was below what could be considered a monopoly price.  
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The government countered this argument by noting that 
Microsoft priced Windows low because it could then profit 
more extensively on complementary products (e.g., Office). 

3. Direct Evidence of Anticompetitive Market Effects.  The 
DOJ/FTC Horizontal Merger Guidelines and, to some extent, the 
vertical restraints case law now embrace a much different notion of 
market power, especially for differentiated products of the type 
likely to be involved in vertical restraints cases. 

a. The Direct Method:  Instead of using market structure 
indicia—share, barriers to entry—as circumstantial 
evidence of monopoly power, the direct method looks for 
direct evidence that a firm has now (or would have after a 
merger) the ability to raise price or exclude rivals. 
Proponents of this method look at “diversion ratios” (do 
merging parties divert sales from each other at high rate), 
as well as “upward pricing pressure” (are prices likely to 
rise) that might result from a merger.  A complete 
description of this methodology is too complicated for this 
presentation but the prominence of the methodology in the 
guidelines underscores the willingness of government and 
presumably the courts to go beyond traditional analysis.  
This analysis has been used in various forms in vertical 
restraint cases as well. 

b. Toys “R” Us:  TRU sold 20 percent of all toys sold in the 
US, had a share of 35-40 percent in some metropolitan 
areas, and bought about 30 percent of the large toy 
companies’ output.  In the context of the boycott claim 
central to the case, the Seventh Circuit affirmed the FTC’s 
conclusion that TRU possessed market “dominance” 
despite not having shares in the retail market that would 
meet the classical share standard of two-thirds or more.  
TRU’s market power was evidenced by the effectiveness of 
the TRU-initiated boycott in getting the top toy 
manufacturers to withhold certain toys from the TRU’s low 
cost rivals. 

c. Indiana Federation of Dentists:  An agreement by 
competing dentists to withhold X-rays from insurers so that 
they could not evaluate benefits, was held unlawful by the 
Supreme Court without requiring any sort of market 
structure analysis given that the restraint had a direct effect 
on competition.  In short, the decision highlighted that 
market definition is not an end in itself but rather a useful 
step to evaluating anticompetitive effects.  When those 
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effects are apparent from other evidence, there is no need 
for detailed market inquiry. 

III. PRO-COMPETITIVE EXPLANATIONS.  A number of efficiency theories 
have been advanced to explain producers’ use of vertical restraints.  All of these 
theories seek to explain the seeming paradox of vertical restraints—that is, why 
suppliers adopt practices that increase the costs of distribution and the price paid 
by the ultimate consumer for their product but do not necessarily capture profits 
for the supplier from the added price increment.  Certain theories suggest that the 
answer may be that suppliers have an economic interest in maintaining as much 
intrabrand competition as is consistent with the efficient distribution of their 
products.  Efficient distribution may entail some suppression of intrabrand 
competition to induce retailers to provide services that enhance output.  None of 
these theories explains all uses of vertical restraints, but each may be valid in 
some circumstances. 

A. Vertical Restraints as a Means to Induce Pre-Sale Retailer Services:  
This theory suggests that producers benefit from distribution restraints 
because they are an effective and efficient method of inducing dealer 
loyalty at a relatively low cost. 

1. Producer Interests Coincide with Consumer Interests:  The 
Chicago view is that by enhancing brand promotion, vertical 
restraints increase competition among producers (interbrand 
competition).  An important premise underlying this strategy is that 
producers will act in a manner that protects consumer interests 
because producers have little interest in allowing downstream 
participants to charge higher retail prices that will lessen consumer 
demand. 

2. Marketing Services:  Where the producers’ actions result in 
higher downstream prices, the higher prices must reflect the cost of 
additional or expensive marketing services valued by consumers.  
These additional services might include the employment of a 
highly qualified sales staff, local advertising, high-quality 
showrooms, and so forth. 

3. Increased Output:  Chicago theorists typically take this argument 
one step further and argue that any distribution restraint that 
increases output should be presumed pro-competitive.  The 
assumption is that although unit costs of retail sales are increased 
by vertical restraints, the outward shift in demand for the 
producer’s product will increase demand for the product enough to 
increase consumer welfare. 

4. Free Riding:  A corollary argument is that the use of vertical 
restraints is needed to prevent discounting dealers from “free-
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riding” on full-service dealers.  This is a powerful argument that 
has been referenced in court decisions.  It has particular appeal 
when dealing with products that require a high-degree of consumer 
education or reassurance.  The free-rider argument has less 
applicability when dealing with consumer products such as 
toothpaste or blue jeans that would seem to require less point-of-
sale consumer education. 

5. Critique:  The elements of this approach to vertical restraints have 
been criticized in a number of ways.  First, producer interests do 
not necessarily coincide with consumer interests, especially where 
retailers retain market leverage over producers.  Where brand 
loyalty is high, most retailers want to carry the producer’s product, 
and a knowledgeable producer will resist fixed retail prices.  
Where brand loyalty is not high, a producer may feel the need to 
offer retailers an incentive in the form of a vertical restraint 
agreement as an incentive to carry the product.  In a sense, 
imposing vertical restraints represents the triumph of retail 
leverage over common producer and consumer interests in a more 
competitive retail segment. 

Second, the relationship between output and vertical restraints 
cannot be determined by looking at sales of an individual brand.  
Where vertical restraints are widely adopted by competing 
producers, individual producers will quite possibly experience less 
of a gain or even a loss of demand than would be the case if a 
single firm adopts a particular restraint. 

Third, the free-rider hypothesis has been criticized for applying, at 
most, to a narrow range of products and a narrow range of pre-sale 
services.  Sales of plasma televisions may benefit more from 
retailer sales efforts than sales of toothpaste, for example. 

Finally, one way to ensure that a dealer performs pre-sale services 
is to require their performance by contract or induce their 
performance through promotional fees. 

B. Quality Assurance:  In some cases, customers may rely on retailers to 
“certify” the quality or fashionability of goods.  The reputation of 
particular retailers may assist producers in convincing customers that the 
producers’ product should be purchased.  It can be quite expensive for 
retailers to hire the sophisticated buyers and sample a broad range of 
supplies necessary to establish this type of reputation.  Free-riding by 
retailers unwilling to spend the resources to establish a reputation may 
undermine the incentive of any retailer to undertake this responsibility.  
Through vertical restraints, suppliers can eliminate or reduce free-riding 
and thereby preserve retailers’ incentives to carry their products. 
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Critique:  Many producers of high quality products, including many food 
and non-durable products, have been able to maintain high quality 
reputations without vertical restraints.  A producer may achieve its highest 
possible returns when it has a high degree of brand loyalty, can raise its 
wholesale price, and still allow downstream intrabrand competition to 
drive retail prices down and total sales up. 

C. After-Sale and Intangible Services:  Even in the absence of free-riding 
by competitors, dealers may not have an adequate incentive to provide 
certain post-sale services that suppliers consider important.  These may 
include post-sale servicing and consultation with customers.  Dealers may 
not have the incentive to undertake such responsibilities in the absence of 
a higher margin that vertical restraints provide. 

Critique:  There is no guarantee that a vertical restraint will be a sufficient 
incentive for retailers to provide post-sale services.  A more direct method 
often employed by producers or consumers is to pay directly for such 
services.  Such payments would not create adverse consumer welfare 
effects. 

D. Vertical Restraints as an Incentive for Maintaining Inventory and 
Downstream Capital Investment:  As a corollary to the general 
proposition that vertical restraints create dealer incentives to stock and 
promote a brand, such restraints can also provide an incentive for retailers 
to maintain inventory or to invest in capital needed to promote the sale of 
the producers’ product.  A retailer assured through minimum resale price 
maintenance agreements that prices will not drop below a certain floor 
may be more willing to maintain inventory or make capital investment 
desired by the producer. 

Critique:  There are contractual alternatives that allow producers to 
require or induce downstream resellers to maintain sufficient inventories 
and capital investment that do not have as adverse an effect on intrabrand 
competition as some vertical restraints. 

E. New Entry:  A producer with no significant brand loyalty or market 
presence may view a vertical restraint as important to induce some 
retailers to take a chance with the new brand.  This is a variation of the 
arguments discussed above, but it may apply with added force in this 
context.  Because the restraint will likely have less effect on intrabrand 
competition and is more likely to induce a demand increase, it is likely to 
lead to greater consumer welfare enhancements. 

Critique:  Many of the same arguments discussed above apply but with 
diminished force given the narrow factual assumption. 
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IV. ANTICOMPETITIVE EXPLANATIONS FOR VERTICAL RESTRAINTS.  
A number of economic theories suggest anticompetitive explanations for vertical 
restraints, both in terms of their intent and their effects.  These theories generally 
take a less benign view of the purpose underlying vertical restraints and highlight 
the negative welfare effects of such vertical restraints. 

A. Facilitating Cartel or Collusive Behavior:  Underlying some of the early 
vertical restraint cases is the argument that such restraints, especially 
minimum resale price maintenance agreements, facilitate collusion among 
producers, dealers, or both.  Downstream dealers have an incentive to urge 
the adoption of vertical restraints by producers in order to eliminate 
competition among them.  Similarly, if producers are able to control retail 
prices of their product, they are able to coordinate their pricing more 
effectively at the producer level.  Conversely, dealers may use the hammer 
of producer enforcement to enforce downstream pricing “stability.” 

1. Facilitating Collusion:  Theorists also point out that vertical 
restraints may facilitate price coordination in ways that do not rise 
to the level of a formal conspiracy.  Widespread use of vertical 
restraints in an industry may lessen dealer pressure on producers to 
lower their prices because dealers will have their own high margins 
protected.  Where the number of dealers is limited or controlled in 
a geographical manner, collusion among suppliers or among 
dealers may be facilitated.  The widespread use of such restraints 
facilitates the policing of any existing conspiracy by strictly 
controlling the number of outlets that must be monitored for 
compliance. 

2. Emulation of Vertical Restraints:  Regardless of whether 
collusion is occurring, the advantage to a particular producer of 
being a first-mover with regard to a particular restraint may be 
offset by the widespread adoption by competing producers of 
vertical restraints.  The allocative inefficiency caused by widely 
adopted restraints is like the harm caused by cartel or collusive 
behavior.  In other words, although a producer that adopts a 
vertical restraint first may achieve an increase in demand, at least 
temporarily, the increase may be offset as other producers adopt 
similar restraints. 

Critique:  Although the collusion story is simple to tell, finding 
real world examples is more difficult.  Dealers who engage in 
concerted efforts to induce producers to adopt minimum resale 
price maintenance policies would likely leave a paper trail similar 
to direct collusion.  The limited empirical work that exists suggests 
that classic collusion does not explain resale price maintenance 
very often.  See Pauline M. Ippolito, Resale Price Maintenance:  
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Empirical Evidence from Litigation, 34 J. L. & ECON. 263, 292-93 
(1991). 

B. Elimination of Intrabrand Competition:  The most obvious and 
inevitable effect of most price and non-price vertical restraints is the 
diminution or elimination of intrabrand competition.  Some theorists view 
intrabrand competition as a downstream market response to upstream 
market power.  The upstream market power may arise from a producer 
that is a monopolist or simply from brand loyalty.  Logically, a producer 
who enjoys this power may even welcome intrabrand competition as a 
way of limiting resale margins.  Where resale margins are limited, the 
producer with the largest share of rents from available consumer demand 
will go to that producer. 

1. Retail Price Flexibility Enhances Allocative Efficiency:  
Intrabrand competition allows for the allocation of product at the 
retail level effectively in times when demand is strong or weak for 
a particular product.  For example, an automobile dealer may 
increase its mark-up above the customary level on a popular model 
that is in short supply, or drive down the retail margin when supply 
is abundant.  This mechanism will efficiently allocate the desired 
brand to consumers. 

2. Intrabrand Competition Stimulates Innovation in Retailing:  
Intrabrand competition leads to innovation among retailers, both 
on margins and retail services, thereby undermining collusion or 
parallel behavior among downstream retailers.  The lack of vertical 
restraints generally preserves entry opportunities for new retailers. 

3. Upstream Benefits of Intrabrand Competition:  Retail 
intrabrand competition makes it difficult for producers exercising 
market power to discriminate in pricing.  Where downstream 
intrabrand competition is vigorous, producers’ market power will 
have to compete for retail sales through low prices or through 
brand loyalty won through advertising or other devices. 

4. Intrabrand Price Competition Reduces Inefficient Retail 
Promotion:  Where multibrand retailers are induced to favor one 
brand over other brands, the retailers have a financial interest in 
promoting a particular brand.  Unknowing consumers may 
continue to regard the multibrand retailer as an objective evaluator 
of competing brands.  As a result, consumers may not purchase a 
brand consistent with their true preferences.  Such results are 
inconsistent with the allocation of resources expected from a 
workably competitive market. 
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Critique:  Chicago School theorists tend to discount the 
importance of intrabrand competition to consumer welfare largely 
because consumer interests are viewed as aligned with producer 
interests.  If producers see an advantage to using vertical restraints 
to garner retailer support, the assumption is that any loss in 
intrabrand competition will be more than offset by increased 
consumer welfare/surplus caused by additional marketing and 
other presale services induced by the restraint.  The limited 
empirical work that exists suggests that the elimination of vertical 
restraints on highly demanded brands can lower consumer prices, 
even when producers raise price after the restraint is removed and 
retailer margins are driven down by intrabrand competition.  
Robert Steiner, Intrabrand Competition – Stepchild of Antitrust, 36 
ANTITRUST BULL. 155 (1991); Willard F. Mueller, The Sealy 
Restraints:  Restrictions on Free Riding or Output?, 1989 WIS. L. 
REV. 1255, 1293-96. 

C. Injury to the Inframarginal Consumer:  Even where the pre-sale 
retailer services are valued by some consumers, a consumer who would 
have purchased the product without the promotion and does not desire to 
pay the surcharge to cover the cost of the vertical restraint may be harmed.  
Because these consumers are regarded as not being on the “margin” of the 
purchasing decision, they are referred to as “inframarginal” consumers.  
This theory does not rely on the assumption that pre-sale retailer services 
are not valuable to some consumers.  Instead, it relies on the assumption 
that such services are not valuable to all consumers.  The higher price 
faced by the inframarginal consumer is not, in and of itself, a grounds to 
proscribe the restraint.  However, if the restraint results in less-perfect 
allocation of resources or an increase in barriers to entry or innovation, 
then the added cost is problematic. 

Critique:  The Chicago response to the inframarginal or highly informed 
consumer is two-fold.  First, the costs imposed on the knowledgeable 
consumer by the vertical restraint is no different than the increased “cost” 
imposed by a producer’s or retailer’s advertising budget, and an 
advertising budget is not an antitrust offense.  Second, one may ask how 
the “inframarginal” consumer became informed—most likely through 
earlier advertising or retail pre-sale activities, possibly induced by a 
vertical restraint. 

D. Propping Up Wholesale Prices:  It has been argued that minimum resale 
price maintenance may diminish pressures on high-cost retailers to reduce 
their prices and, in turn, for suppliers to reduce their wholesale prices. 

Critique:  Of course, where suppliers do not have economic rents that can 
be extracted through dealer pressure, such intrabrand competition may not 
have this effect. 
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E. Price Discrimination:  A producer with monopoly power may seek to 
segregate consumers by their different demand elasticities and price 
accordingly.  Territorial restraints, with or without minimum resale price 
maintenance, may facilitate price discrimination among these groups of 
consumers.  The efficiency effects of price discrimination in this context 
are indeterminate, but the practice may facilitate a wealth transfer from 
consumers to producers. 

Critique:  Although price discrimination may enhance monopoly profits, it 
may do so by increasing output sold and an income transfer from 
consumers to producers.  The net welfare effects of this are likely to be 
difficult to assess. 

V. TYING AGREEMENTS. 

A. Tying agreements involve conditioning the sale of one product on the 
buyer’s purchase of another product.  Traditionally, the practice has been 
condemned by those who believed it facilitated the extension of monopoly 
power from one market to another. 

B. Pro-Competitive Explanations for Tying 

1. Economies in Manufacturing or Distribution:  Many products 
can be assembled or distributed more effectively together or in 
bundles than separately.  For example, at the manufacturing level, 
it is more efficient to assemble an automobile which is composed 
of a chassis, a body, a motor, and interior components as one unit 
rather than to sell them separately.  Similarly, it may be more 
efficient to produce an operating system with an internet browser 
embedded in it than to produce them separately.  Additionally, at 
the distribution level, distributors may bundle products together for 
efficiency reasons.  Selling dinnerware in sets or shoes in pairs, for 
example, is more efficient than selling them on a piecemeal basis. 

Critique:  Although the examples provided strongly suggest that 
efficiencies can be achieved by tying, most tying cases involve less 
obviously connected products where conditioning the sale of one 
on the other is not necessary to achieve the efficiencies.  For 
example, requiring that all sales of a particular operating system 
include a particular internet browser where the browser previously 
had been sold separately and was easily loadable on the operating 
system would not appear, without more, to enhance efficiency. 

2. Goodwill and Quality Control:  A manufacturer of a durable 
good may require its downstream dealers to buy replacement parts 
or complementary supplies only from it in order to ensure that 
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dealers do not substitute lower quality parts manufactured by third 
parties. 

Critique:  Such justifications are often difficult to evaluate and, at 
times, are pretextual. 

C. The Anticompetitive Explanations for Tying 

1. Extending Monopoly Power:  The standard economic 
explanation for tying is that the firm possessing monopoly power 
in the market for the tying product (i.e., the product the consumer 
really wants) may be able to leverage its monopoly into the market 
for the tied product (i.e., the product the consumer does not want 
or wants less).  Where the products are used in fixed proportions – 
such as a nut and bolt – the monopolist cannot achieve this kind of 
leverage.  Where entry into or exit from the market for a tied good 
is costly and the supplier possesses monopoly power in the tying 
product, tying can cause some adverse consumer effects. 

Critique:  Many economists dispute the leveraging theory, 
suggesting that there is only one monopoly “profit” to obtain and 
that leveraging is likely to be ineffective.  Also, leveraging may be 
output-enhancing in that it ensures the use of two inputs in optimal 
proportions. 

2. Price Discrimination:  When the tying and tied products are used 
in variable proportions, a firm with market power may increase 
monopoly rents by using a tie-in to discriminate in price according 
to the intensity of the consumer’s use of the tying product.  
Typically, the seller will set the price of the tying product 
somewhat below the monopoly price (at which it would be sold but 
for the tie) but sell the tied product at a higher price than the 
competitive price. 

Critique:  It is difficult to estimate the efficiency effects of price 
discrimination and, hence, such metering generally has unclear 
economic effects. 

VI. POLICY DEVELOPMENT AND SUMMARY.  A complete picture of vertical 
restraints suggests that blanket condemnation or approval of all such restraints 
would be unwise if one evaluates them purely from an economic perspective. 

A. Economic Ambiguity:  As indicated above, vertical restraints are often 
imposed for pro-competitive reasons and may have pro-competitive 
effects.  They may provide an effective way to provide downstream 
incentives for promoting manufacturers’ brands.  They also may allow a 
producer to transfer the cost and risk of marketing programs to the 
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downstream reseller.  Vertical restraints come at a price—principally the 
reduction of intrabrand, and, at times, interbrand competition. 

B. Perfect Information?  Most economists will tell you that the more details 
they have about a particular restraint and the market context in which it is 
imposed, the better able they will be to estimate the net consumer welfare 
effects of the restraint.  This leads many economists to recommend a full-
blown rule of reason analysis for all types of vertical restraints, including 
minimum resale price maintenance. 

C. Non-Economic Considerations:  However, there are often countervailing 
non-economic reasons for the adoption of particular antitrust policies, 
including the administrability, predictability and litigation costs associated 
with the particular rules.  Policy development relating to antitrust rules 
generally involves the balancing of the economists’ desire for perfect 
information against the need for predictable and administrable antitrust 
rules. 

VII. PRACTITIONERS’ VIEW.  The economic evaluation of a current or 
prospective vertical restraint is extraordinarily important to assessing the antitrust 
risk involved.  But as a first cut, it is possible to obtain high-quality information 
quickly from the business people involved in the issue if the correct questions are 
asked.  The following are some examples. 

A. First questions regarding an actual or proposed vertical restraint include 
the following: 

1. Tell me about the restraint and why it makes sense for your 
business. 

2. How will the restraint affect your business in the first 3-6 months 
after it is in place?  How will it likely affect your competitors and 
downstream resellers? 

3. What will be its impact after 1 year?  After 2 years? 

4. Describe how your product competes with that of your rivals and 
how the policy will affect your product sales and positioning. 

5.  How will the restraint change incentives to compete in the market 
place? 

6. How do different levels of distribution interact with each other? 

B. Broad questions that go directly to business incentives, which in turn 
foreshadow both competitive effects issues and market definition. 
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C. Only after identifying possible anticompetitive impact does the 
experienced practitioner back up and explore market definition. 

D. Basic questions that provide information for market definition: 

1. Who are your competitors? 

2. What products might be competitive with yours if your prices were 
slightly higher? 

3. When have you observed your customers move to one of those 
products, and do you know why? 

4. What has happened when one competitor in your market has 
offered its products for sale at a different price from others? 

5.  Do you or any of your competitors possess the ability to exclude 
competition in some form or to raise prices without regard to what 
competitors are doing? 

6. What is your best information about shares of the products we 
have been talking about? 

7.  Do you have any reliable market share or other data? 

E. Multiples of follow-up questions are required to obtain the careful factual 
background required for antitrust analysis. 

F. Note that, at the outset, these questions do not depend upon economic data 
sets or empirical analysis.  Instead, these rely on information from 
business people with experience in their industries. 

 
 



 

18 

SELECTED BIBLIOGRAPHY 
 
 

Severin Borenstein, Jeffrey K. Mackie-Mason & Janet S. Netz, Antitrust Policy in 
Aftermarkets, 63 ANTITRUST L.J. 455 (1995). 

Jonathon Baker, Policy Watch:  Developments in Antitrust Economics, 13 J. ECON. 
PERSP. 181 (1999). 

ROBERT H. BORK, THE ANTITRUST PARADOX  ch. 20 (1978). 

William S. Comanor, Vertical Price-Fixing, Vertical Market Restrictions, and the New 
Antitrust Policy, 98 HARVARD L. REV. 983 (1985). 

Warren S. Grimes, Brand Marketing, Intrabrand Competition, and the Multibrand 
Retailer:  The Antitrust Law of Vertical Restraints, 64 ANTITRUST L.J. 83 (1995). 

Warren S. Grimes, The Seven Myths of Vertical Price Fixing:  The Politics and 
Economics of a Century-Long Debate, 21 SW. U. L. REV. 1285 (1992). 

Pauline M. Ippolito & Thomas R. Overstreet, Jr., Resale Price Maintenance:  An 
Economic Study of the FTC’s Case Against the Corning Glass Works, 39 J.L & 
ECON. 285 (1996). 

Benjamin Klein, Distribution Restrictions Operate by Creating Dealer Profits:  
Explaining the Use of Maximum Resale Price Maintenance in State Oil v. Kahn, 7 
SUP. CT. ECON. REV. 1 (1999). 

Howard P. Marvel, Exclusive Dealing, 25 J.L. & ECON. 1 (1985). 

Janet L. McDavid, Pricing Issues in Dealer and Franchise Relationships, 60 ANTITRUST 
L.J. 417 (1991). 

Willard F. Mueller, The Sealy Restraints:  Restrictions on Free Riding or Output?, 1989 
WIS. L. REV. 1255 (1989). 

THOMAS R. OVERSTREET, JR., FED. TRADE COMM’N,  RESALE PRICE MAINTENANCE:  
ECONOMIC THEORIES AND EMPIRICAL EVIDENCE (1983). 

Richard A. Posner, The Rule of Reason and the Economic Approach:  Reflections on the 
Sylvania Decision, 45 U. CHI. L. REV. 1 (1977). 

ALEX RASKOVICH, U.S. DEP’T OF JUSTICE, ECONOMIC ANALYSIS GROUP PAPER EAG 93-
11, VERTICAL CONTROL WITH COSTLY FREE-RIDING (1993). 

Eric S. Rosengren & James W. Meehan, Jr., Empirical Evidence on Vertical 
Foreclosures, 32 ECON. INQUIRY 303 (1994). 

Thomas J. Rosch, The Past and Future of Direct Effects Evidence, Remarks before the 
ABA Section of Antitrust Law’s 59th Spring Meeting (2011). 

F.M. Scherer, The Economics of Vertical Restraints, 52 ANTITRUST L.J. 687 (1988). 



 

19 

Carl Shapiro, Aftermarkets and Consumer Welfare:  Making Sense of Kodak, 63 
ANTITRUST L.J. 483 (1995). 

Robert L. Steiner, Manufacturers’ Promotional Allowances, Free Riders and Vertical 
Restraints, 36 ANTITRUST BULL. 383 (1991). 

Robert L. Steiner, The Nature of Vertical Restraints, 30 ANTITRUST BULL. 143 (1985). 

Robert L. Steiner, The Inverse Association Between the Margins of Manufacturers and 
Retailers, 8 REV. OF INDUS. ORGS. 717 (1993). 

Robert L. Steiner, Exclusive Dealing + Resale Price Maintenance:  A Powerful 
Anticompetitive Combination, 33 SW. UNIV. L. REV. 447 (2004). 

Richard M. Steuer, The Turning Points in Distribution Law, 35 ANTITRUST BULL. 467 
(1990). 

Lester G. Telser, Why Should Manufacturers Want Fair Trade?, 3 J.L. & ECON. 86 
(1960). 

Daniel M. Wall, Aftermarket Monopoly Five Years After Kodak, 11 ANTITRUST, no. 3, 
1997 at 32. 

 
13532485.1 


	b. Define relevant geographic market.  Given the product market definition, the relevant geographic market is the area to which customers can reasonably turn for sources of supply of that product.

