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nonprice restraints subject to the rule of reason

retaining the per se rule against vertical price restraints

. . *
Introduction and Overview

The recent Supreme Court decisions declaring vertical

1 but

2

have generated considerable controversy.3 Since vertical price

restraints (also known as resale price maintenance) seem able

We would like to thank our colleagues Phyllis Altrogge,
Neil Averitt, Joseph Brownman, Donald Clark, Richard
Craswell, Douglas Dobson, Alan Fisher, Judith Gelman,
James Giffin, James Hurdle, Winston Moore, Dennis Murphy,
Philip Nelson, Thomas Overstreet, Paul Pautler, John
Peterman, and Robert Steiner for their valuable
contributions to this project.

See Continental T.V. v. G.T.E. Sylvania, 433 U.S. 36
(1977), overruling United States v. Arnold, Schwinn & Co.,
388 U.S. 365 (1977); Monsanto v. Spray—-Rite Service
Corp., No. 82-914 (U.S. March 20, 1984).

See California Retail Liquor Dealers Ass'n v. Midcal
Aluminum, 445 U.S. 97, 102 (1980); Sylvania, 388 U.5. at
51 n.18; Monsanto, No. 82-314 at 7.

A far-from-complete list of recent works on this issue
includes: T. Overstreet, "Resale Price Maintenance:
Economic Theories and Empirical Evidence," (FTC Staff
Report, 1983); Pitofsky, "In Defense of Discounters: The
No-Frills Case for a per se Rule Against Vertical Price
Fixing," 71 Geo. L. J. 1487 (1983); Posner, "The Next Step
in the Antitrust Treatment of Restricted Distribution:

Per Se Legality," 48 U. Chi. L. Rev. 6 (1981); J.
Kirkwood, "The Per Se Rule Against Resale Price
Maintenance: A Time for Change?," (Comments before the
Antitrust Section of the American Bar Association, 1981);
Meehan & Larner, "A Proposed Rule of Reason for Vertical
Restraints on Competition,"™ 26 Antitrust Bull. 195 (1981);
Zelek, Stern & Dunfee, "A Rule of Reason Decision Model
After Sylvania," 68 Calif. L. Rev. 13 (1980); R. Bork, The
Antitrust Paradox 280 (1978); Hard, "A Criticism of the
Post-Sylvania Decisions and a Proposal to Make the Rule of
Reason Reasonable Again,®" 1 Utah L. Rev. 795 (1980):
Williamson, "Assessing Vertical Market Restrictions:
Antitrust Ramifications of the Transaction Cost Approach,"”
127 U. Pa. L. Rev. 953 (1979).
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to achieve many of the procompetitive benefits that the Court

cited as justifying rule of reason treatment for vertical non-

price restrainté4 several schoiars have argued that resale
price maintenance (RPM) should also be evaluated under a rule
of reason.5 Indeed, some authorities would go further and
declare purely vertical instances of RPM per se legal.6 Other
respected scholars, however, have taken a very different
apprdach.7 In their view the anticompetitive effects of both
price and non-price vertical restraints are frequent and
significant. For these scholars, the way to harmonize the
»Couft's treatment of pfice-and non—pfice restraints is not to
relax the per se rule against RPM but to impose that rule on
certain especially restrictive non-price :éstraints.8

This particular controversy is only the latest in the long
debate over the proper antitrust treatment of vertical

restraints. This debate began when the courts first considered

4 See, e.g., Justice White's Concurring Opinion in Sylvania,
433 U.S. at 59.

5 See, e.g., Williamson, supra note 3; Meehan & Larner,
supra note 3.

6 See Posner, supra note 3; Bork, supra note 3.

7 See Pitofsky, supra note 3.

8

See Pitofsky, "The Sylvania Case: Antitrust Anslysis of
Non-Price Vertical Restrictions," 78 Colum. L. Rev. 1
(1978).
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9 and has continued

vertical restraints to be an antitrust issue
nearly unabated.10 While ‘a great many papers have been written
and strbng conclusions have been reached by scholars on all
sides of this issue, the discussion has actually proceeded on

the basis of remarkably few detailed case studies or other

For example, when the Supreme Court found resale price
maintenance to be illegal in Dr. Miles Medical v. John D,
Park and Sons Co., 220 U.S. 373 (1911), Justice Holmes
stated in his strong dissent that "I cannot believe that
in the long run the public will profit by this court
permitting knaves to cut reasonable prices for some
ulterior purpose of their own and thus to impair, if not
to destroy, the production and sale of articles which it

is assumed to be desirable that the public should be able’

toget . . . ." 1Id. at 412.

10.  An overview of the history of antitrust treatment of
vertical restraints and references to much of the
scholarly debate is found in A.B.A. Antitrust Section,
Monograph No. 2, Vertical Restrictions Limiting Intra-

Brand Competition (1977).

-3-
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empirical analyses of the actual effects of the various

vertical practices under consideration.ll

- The Federal Trade Commission undertook the Vertical
Restraints Impact Evaluation Project, culminating in the case
studies presented in this volume, primarily to supplement the
existing body of empirical analyses of vertical restraints. 3
The aim was to provide a clearer understanding of the precise

mechanisms by which vertical restraints can enhance or impede

consumer welfare. Through this increased knowledge the

Commission hoped to contribute to the larger debate over the o

11 For example, even though there have probably been more

empirical studies involving RPM than any other vertical a
restraint, these studies have yielded only limited

information about RPM's effects. Most of these empirical

studies evaluated the effect of "Fair Trade Laws" on

prices and thus only indicate whether RPM was effective

rather than whether RPM was socially beneficial or

harmful. Other literature ascribes particular motives to

the application of RPM in specific cases, but these

determinations were apparently made without in-depth i
empirical investigation. Another study, by A. Hourihan &

J. Markham, The Effects of Fair Trade: The Case of Rhode

Island (Marketing Science Institute, 1974), provides

qualitative findings on both price and quantity but

refrains from drawing welfare conclusions. To the best of

our knowledge the only detailed case analyses which

indicate the probable welfare effect of RPM are:

Goldberg, "Resale Price Maintenance and the FTC: The
Magnavox Investigation," 23 Wm. & Mary L. Rev. 440 (1%82)
(hereinafter cited as "Magnavox"); R. Steiner, Brand
Advertising and the Consumer Goods Economy (unpublished
draft, 1980) (analysis of Levi Strauss); Goldberg,
"Enforcing Resale Price Maintenance: The FTC
Investigation of Lennox,” 18 Am. Bus. L. J. 225 (1980)
(hereinafter cited as "Lennox"); A. McLaughlin, "An .
Economic Analysis of Resale Price Maintenance," S
(unpublished Ph.D. dissertation, UCLA, 1979) (analysis of

Bakers of Washington and Coors cases). For a

comprehensive and insightful review of many of these

empirical studies see Overstreet, supra note 3.
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appfopriate legal treatment of vertical restraints and to
improve its own enforcement policy towards them.

Each of the studies provides novel iﬁsights into the
motivation behind and the actual effects of the application of
vertical restraints. As a group, these evaluations seem to us
to be better at demonstrating the potentially significant
shortcomings of the enforcement policies that have beén
proposed than at providing guidance in deciding which of the
various per se or rule.of reason options is the optimal
policy. However, the evaluations of the RPM cases wouié appear
to be consistent with the following policy conclusions: (1) an
approach that allows RPM by a new entrant is very likely to be
socially beneficial, and (2) a provision in RPM remedial orders
that allows dealer selection on the basis of quality is also
likely to be beneficial. Thus, the evaluations cast doubt on
the desirability of retaining the cﬁrrent rule on RPM -- a per
se ban with no exceptions.

Section A of this Introduction reviews the history and
design of the Vertical Restraints Impact Evaluation project;
Section B presents summaries of the analyses of the cases

against Levi Strauss (Sharon Oster - Yale University); Interco

- Florsheim Shoes (Timothy Greening - Tulane University); audio
components firms (William McEachern and Anthony Romeo -
University of Connecticut); hearing aid firms (Howard Marvel -
Ohio State University); and industrial gas firms (Gerald Brock
- Brock Economic Research). The final section assesses the

studies' contributions to the understanding of vertical



restraints, and discusses possible policy implications derived
from them.

Following this introduction, each consultant’s impact
evaluation is presented. This volume ends with an Appendix
containing protocols prepared as a guide for this project by
Professors Richard Caves of Harvard and Benjamin Klein of

U.C.L.A.

A. The Project's History and Design

This impact evaluation project is Ehe result of two
convergent influences. Because of his interest in vertical
restraints enforcement policy, Senator Kennedy, acting in his
capacity as Chairman of the Senate Judiciary Committee,
requested that the Commission evaluate the impact of its recent
vertical restraints cases. At the same time, the Bureau of
Competition and the Commission expressed a desire for increased
understanding of the actual impact of recent FTC cases.
Vertical restraint cases were thought to be especially good
candidates for analysis because of the controversy concerning

their appropriate antitrust treatment and because the effects
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of Commission action might reasonably be discerned through

retrospective analysis.12
" Accordingly, the Vertical Restraints Impact Evaluation
project was commenced in 1978 as a joint project of the FTC's

Bureau of Competition and Bureau of Economics. The first step
was to hire two leading industrial_organization economists,

Professors Caves and Klein, to prepare protocols to assist the

&

Bureaus in selecting both the kinds of vertical restraints
studies to be performed and the cases that should be

evaluated. 1In additién, the protocols contain insightful

v

12 An evaluation of a vertical restraints case where the

Commission prevailed can compare a pre-complaint market,

when the restraints existed, to a post-intervention

market, when they no longer exist. This type of analysis
cannot be performed for antitrust cases involving Li
prophylactic intervention, such as a horizontal merger
case filed before the merger is consummated. If the FTC is
successful in such a case, any market power or economies
that might have arisen from the merger will not occur., As
a result, it will usually be extremely difficult to
determine what would have happened if the FTC had not
intervened.

S




analysis of the competitive effects of vertical restraintsl3
and provide useful advice as to how the consultants should
¢onduct the impact evaluations.

With the advice of Professors Caves and Klein in mind, the
staff developed criteria for selecting cases amenable to impact
evaluation aﬁalysis. Those criteria were: (1) the cases
should involve sizeable markets; (2) there should exist sources
of data describing the market before and after the Commission's
action; (3) there should be as few factors as possible that
would obscure causal relationships between the Commission's
intervention and subsequent market changes; (4) the'anticipated
effects of the Commission's actions should be significant. and
potentially quantifiable; and (5) the cases should be
relatively recent. Using these criteria, the staff performed

an internal evaluation of virtually every significant, recently

13 Included in Caves' protocol is his substantially original

hypothesis that vertical restraints often arise out of a
bargain between a manufacturer and a retailer where each
has some degree of market power. Caves believes that the
various vertical restraints are often interrelated and
represent alternative terms of a bargain struck between
manufacturer and retailer. In cases where this hypothesis
applies, the net effect on consumer welfare of any
particular vertical restraint can be determined only when
its interrelation with the other restraints is taken into
account. Thus, Caves' hypothesis may explain the
existence of and relationships among a wide variety of
vertical restraints. Although this hypothesis was
substantially developed in Cave's protocol, similar views
have been mentioned on prior occasions. See M. Porter,
Interbrand Choice, Strategy, and Bilateral Market Power
(1976); Preston, "Restrictive Distribution Arrangements:
Economic Analysis and Public Policy Standards,” 30 Law &
Contemp. Probs. 506 (1965); Bowman, "The Prerequisites and

Effects of Resale Price Maintenance," 22 U. Chi. L. Rev.
825, 849 (1955).

2
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completed Bureau of Competition case involving vertical
restraints to identify those cases most amenable to

14

analysis. This evalugtion resulted in the selection of three

cases or groups of cases involving RPM which seemed appropriate

for impact evaluation. These were Levi Strauss (jeans),

Intercé (Florsheim sﬁoes), and a group of audio component
cases. Also selected weré a group of hearing aids cases and a
group of industrial gases cases that involved vertical
restraints other than RPM, including exclusive dealing and
tying.15 )
The economists selected to carry out the impact
evaluations were chosen on the basis of both their academic
e*pertise, particularly in vertical restraints, and the

diversity of perspectives they would bring to the project.

These economists were to (1) identify the possible explanations

”f 14 The need for sufficient information to carry out an impact
evaluation caused us to select cases involving firms which
are probably larger than the average firm in an FTC
vertical restraint case. (For a discussion of the size of
firms in RPM cases see Overstreet, supra note 3.) We do
not believe that firms that are larger in terms of sales
differ significantly from smaller firms in their use of
vertical restraints. One possible difference, however, is
the possibility that smaller firms have more difficulty
substituting among vertical restraints. For example,
several of the firms studied replaced RPM with increased
national advertising and restriction of distribution to
selected retailers; such a strategy for replacing RPM may
not be as feasible for smaller firms.

15 In addition to the impact evaluations presented in this
volume, three other studies were begun: Levi Strauss
(Victor Goldberg - U. Cal. Davis); Interco - London Fog
Raincoats (Rurt Brown - Harvard); and Coors (Benjamin
Klein). Goldberg, Brown, and Klein were not able to
finish their studies, however, due to administrative
factors and other commitments.

-9-




for the challenged restraints; (2) determine what explanation
is most likely to be true given the data at hand; and (3)
suggest additional data that could be collected to refine or
refute their conclusions and to estimate the size of the effect
that the Commission's action had upon competition and societal
weifare.16
The preparation of the impact evaluations involved
considerable interactibn between the economic consultants and

f‘l7

the FTC staf The staff comments on drafts involved

discussions of the relevant evidence, suggestions of additional

hypotheses concerning why vertical restraints were enforced,
~and means of distinguishing the testable implications of the
various hypotheses. The final opinions presented are, of

course, solely those of the consultants.

16 It was originally envisioned that the additional data so

identified would be collected and evaluated. For a number
of reasons, including budgetary constraints, the
difficulty of collecting the needed data, and the presence
of factors which would obscure the causal relationship
between the FTC intervention and market changes, the
additional data collection and analysis has not been
funded. The impact evaluations' results may thus be
considered provisional. However, all of the consultants
concluded that the available data enabled them to :
determine the most likely explanation for the application
of the vertical restraints in each case. Each consultant
also concluded that it is highly unlikely that his or her
selected explanation would be rejected by the additional
analysis. (Several of the impact evaluations denote the
identification of additional data that could be collected

as "Task IV" -- the designation that their contracts had
assigned to that requirement.)

17 In addition to ourselves, other Commission attorneys and
economists, who had either worked on the cases being
evaluated or had an interest in vertical restraint issues,
critiqued each draft report.

-10-
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B. Study Summaries

In this section we summarize the findings and conclusions
of each impact evaluation report. Our sﬁmmaries deal only with
the major'conclusions involving the primary vertical restraints
in each case; the studies themselves must be read to gain the
full Benefit of the authors' insights into the actual effects:
of the restraints examined.

1. Levi Strauss

Professor Oster f£inds that in the early 1960s Levi Strauss
deciéed that sales could be increased if more high quaiity
retailers could be induced to carry its jeans, which were at
the time relatively unknown except as work clothes. Levi
Strauss reasoned that, by carrying its jeans, these retailers
would signal to consumers thét the jeans were high quality
products that could be worn in a wide variety of social
situations. A combination 6f RPM and dealer selection was

adopted td induce quality retailers to stock the goods and as a



way to prevent other retailers from free-riding18 on the

resulting quality image.

19 Since these retailers typically had

higher'costs than retailers with lower quality images (due at

least in part to the higher costs of providing such images),

Levi Strauss felt that the protection of the retail margin

afforded by RPM was a necessary inducement. Dr. Oster

18

19

"Free-riding” in this context means using a retailer's
services without paying for them. As an example of the
traditional free-rider explanation, assume that extensive
demonstration and explanation by the retailer's sales
personnel will increase consumers' demand for a
technologically complex product. .Suppose that a customer,
after learning about a product from the demonstration and
sales explanation at one store, purchases the identical
product from another store that offers a lower price
because it does not incur these expenses. In these
circumstances both the customer and the lower-priced store
would be free-riding on the promotional services of the
higher-priced store. If such free-riding is prevalent,
these services will be reduced or discontinued, adversely
affecting the product's overall sales. The use of RPM
can, however, reduce the opportunities for free-riding and
enhance the incentives to provide the desired services.
Under RPM, competing retailers cannot attract customers
through price cuts, so free-riding will be reduced and
retailers are more likely to try:to attract customers
through the provision of the desired services.

The traditional free-rider explanation, substantially.
developed by Telser, concerns free-ridable retailers'
services "specific to the commodity and unrelated to the
retailers' methods of doing business." Telser, "Why
Should Manufacturers Want Free Trade?," 3 J. L. & Econ.
86, 89 (1960). According to Oster, however, Levi Strauss
was not interested in inducing the provision of any
product-specific retailer service. Instead, it simply

~wanted to associate itself with stores whose general

method of doing business -- its decor and ambience, its
reputation for carrying premium quality goods, etc. =--
signals the high quality of the products carried. Thus,
Dr. Oster's thesis of a free-ridable quality image can be
considered either a different theory or a significant
expansion of the traditional free-rider explanation.

-12-
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concludes that Levi Strauss' early use of RPM was an effective
ﬁarketing device which benefited consumers.20

Oster also concludes, however, that by the mid-1970s the
Levi Strauss brand name had gained sufficient consumer
acceptance that signaling quality by distribution through their
highest quality, highest cost retailers was no longer
nééded.21 Thus, by the time the FTC case was brought in 1976,
RPM was becoming an increasingly obsolete policy for Levi
Strauss. Levi_Strausé, howevér, continued to use RPM even
though it was no longer optimal. The FTC intervention, it is
érgued, caused Levi Strauss to abandon RPM more quickly than it
would have otherwise, to the benefit of both consumers and the
firm.

Due to the hastened demise of the Levi Strauss RPM policy,
society gained in two related ways. First, consumers benefited
because the prohibition of RPM .enabled price competition to
occur which quickly caused a reduction in retail prices.
Second, consumers and Levi Strauss benefited from the more

efficient marketing strategy: Levi Strauss greatly increased

20 Dr. Oster emphasized the consumer benefits flowing from
Levi Strauss' early use of RPM in a letter to Timothy J.
Muris dated May 18, 1984, on file in the office of the
Director of the Bureau of Competition, Federal Trade
Commission.

21

Oster believes that once numerous customers had developed
extensive experience with Levi Strauss' jeans it was

probably more efficient to use an alternative marketlng
strategy. The consumer recognition of Levi Strauss' brand
name and quality could be more efficiently reinforced
through national advertising than through continued use of
reputation-reinforcing dealer services supported by RPM.

-13-



its national advertising while continuing its policy of selling
>nly through a limited number of selected retailers.22
§rofessor Oster believes that a "conservative" éstimate of
;onsumer gains is $75 million for each year that Levi Strauss
?ould have continued the obsolete marketing strategy without
he prompting of the FTC action.23 Professor Oster develops
support for her conclusion that Levi Strauss gained from the
;TC action by showing that over the three years following the
&bandonment of RPM, Levi Strauss' total sales, profits, and
itock price approximatély doubled, and that its sales and stoék
wrice also increased relative to those of the next largest

‘eans producer.24

Even though Professor Oster cites the FTC suit as the

roximate cause of Levi Strauss' abandonment of RPM, she does

The FTC order preserved Levi Strauss' ability to continue
its policy of selecting retail outlets and prohibiting
jeans transshipments to unauthorized outlets. So,
although Levi Strauss could no longer guarantee high
margins for retailers, it could continue to signal the
gquality of its products through the type of dealers
selected. Oster notes that Levi Strauss' quality
signaling through national advertising may become
sufficiently effective that the dealer selection policy
might eventually be abandoned.

Approximately three million dollars of these consumer
benefits is an efficiency gain to all of society in the
form of increased "consumer surplus” while the remainder
is the prevention of a "transfer" from consumers to Levi
Strauss and its retailers. Levi Strauss (and society)
gained from the more efficient use of marketing resources
but Oster did not have sufficient data to attempt to
estimate the size of this gain.

If RPM was Levi Strauss' most efficient marketing strategy
then the firm's performance would generally be expected to
fall, especially relative to other jeans producers,
sometime after RPM was abandoned.

-14-~



not attempt to guess when Levi Strauss would have abandoned the
strategy on its own. She does, however, suggest that the vigor
with which Levi Strauss‘fought the suit indicates that the FTC
action may have provided some considerable time gain.

2. Florsheim Shoes

br, Greening concludes that the combination of RPM and
dealer selection employed by Florsheim can best be explained by
~ the firm's desire efficiently to signal the high quality of its
shoes. Dr. Greening believes thatrthe use of these vertical
restrainﬁs allowed Florsheim to induce retailers to pro&i@e the
kinds of service and ambience that are generally provided by
stores carrying high quality products and.to fix retail prices
at a level that signaled the same degree of produét quality.
As Greening argues, price can be an important signal of quality
that interacts with and supports the other quality signals
generated by dealers.25

Greening believes that when shoes are carried by "quality"
stores at the prices consumers expect to pay for "quality"

shoes, consumers infer that the shoes are of a high quality.

On the other hand, consumers are suspicious of the actual

25 Greening concludes that Florsheim could not achieve the

desired minimum retail price simply by adjusting its
wholesale price. In the first place, that approach would
not prevent dealers from cutting prices by foregoing the
costly quality certification efforts Florsheim desired.
Even setting this aside, however, some Florsheim dealers
might cut prices simply out of greater cost efficiency or
greater competitive aggressiveness. While in some
circumstances a manufacturer might welcome such behavior,
Florsheim wanted to eliminate it because of the adverse
spillover effects it would have on the price-quality image
that Florsheim felt was so important.

=15~
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vality of shoes priced outside of a relatively narrow range of
rices expected for shoes of a particular quality.

cecordingly, Greening concludes that Florsheim écted to
iscourage its dealers from either raising or lowering retail
rice.

Greening argues that Florsheim's retailers also created an
mage of high quality, not through product specific point-of-
ale promotional efforts, but through a combination of more
éneral dealer services such as ample sales clerk assistance, a
pod return policy, and a high ambiance level. Consumers .
nterpret these factors as a signal that the store will carry
igh quality products. Vertical restraints were thought to be
écessary to implement this marketing strategy because lower
pality discounters would otherwise be able to sell the brands
prtified by others to be of a high quality without bearing the
bsts of this ceftification. In sum, restricting retailing to
' small group of high quality dealers.and RPM were u;ed to
rovide sufficient retail margins to allow competition among
ealers to induce production of the proper quantity of "quality
mage" services, to eliminate free-rider problems, and to

stablish the proper "target price™ quality signal.

-16-
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Greening further concludes that while a traditional free-

rider explanation26

and several anticompetitive explanation527
cannot be completely dismissed by the available evidence, it is
much more likely that quality signaling described above led to
the imposition of vertical restraints. Accordingly, he
believés that the FTC's action made quality signaling more
expensive for Florsheim without providing compenéating consumer
benefits. In Greening's view, therefore, the FTC's‘action

against Florsheim probably harmed consumer welfare.28

26 Greening believes that the most important product

specific, point-of-sale dealer services, such as a large

inventory, information prov1ded by sales help and room to

try on shoes, are relatively immune to free-riding.
27 One possibility is that the continued use of the vertical
restraints was a mistake. As Oster concluded with Levi
Strauss, it was possible that their imposition had at one
time been efficient but had since become obsolete.
Greening rejects this possibility because he is unable to
distinguish Florsheim in this regard from other leading
apparel manufacturers who were using the same practices
and he is very reluctant to believe all these
manufacturers could be pursuing subopt1mal distribution
policies. Another possible explanation is that Florsheim
was irrationally trying to "protect" its considerable
investment in its own stores from competition from more
efficient retail outlets. The distribution division and
manufacturing division might be resolving conflicts over
the desired retail price in a way that led to the use of
RPM to benefit the distribution division even though its
use would be suboptimal for the corporation as a whole.
Greening thought that such behavior was implausible.
Finally, Greening considered various collusion theories
but concluded that all were in conflict with the
unconcentrated structure of shoe manufacturing and
distribution.
28 Even if the average price of Florsheim shoes decreased
following the Commission's order, consumers would still be
hurt on balance because of the case's impact on
Florsheim's quality signaling efforts.

-17-



3. Audio Components

Professors McEachern and Romeo analyze the effects of a

séries of consent agreements prohibiting RPM by seven major
!
29

iudio components manufacturers. McEachern and Romeo believe
|

that RPM was beneficial during the early stages of the

industry's dévelopment. Audio components manufacturers had

1ew, unfamiliar products for which they needed access to retail

| _
shelf space, demonstrations of the components' capabilities,

ind certification that the components were of high quality.3o

fhe manufacturers adopted RPM to induce retailers to produce
:hese services by providing the needed retailer margins and
5rotécting dealers delivering these services from free-riding
;roblems.

| As time passed, however, the publiq's exposure to the
'oncept of audio componepts and their increased familiarity
71ith the characteristics and quality reputations of various

rands reduced the need for retailer services. As a result,

!9

‘ pPlayer/recorders (cartridge, cassettes,and reel-to-reel),
radio tuners, preamplifiers, amplifiers, and stereo
headphones. Of the seven firms signing the consent
orders, five were considered to be producers of a broad

line of components and two specialized in a single type of

component. Audio components may be purchased as single
items or as a prepackaged system. The very cheapest
"systems" are single-unit packages which cannot be
decomposed and sold as separate components.

time, they may have been at a particular image
disadvantage when their products were first introduced.
At that time, Japanese products were not considered high

quality items by many American consumers so retailers with

established reputations may also have provided
"respectability" for foreign brand names.

-18-
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RPM became a less useful marketing strategy, particularly for
the cheaper and less sophisticated "low end" brands. Policing
RPM also became more difficult and the possibilities of free-

riding by low end buyers were reduced by the proliferation of

'brands_and models31

systems.32 McEachern and Romeo conclude that by the time of the

and by increased use of prepackaged

FTC intervention RPM had become an inefficient strategy for

manufacturers of low end components.33

The FTC orders banning
RPM, therefore, benefited manufacturers as well as consumers of
low end products while disadvantaging manufacturers and ... -
consumers of "high end" products.

Despite the obsolescence of RPM for low end brands,

McEachern and Romeo believe that a number of reasons could

explain the manufacturers' reluctance to abandon RPM. These

31 Policing of retail prices becomes more difficult as the

number of prices to be maintained increases.
32 According to McEachern and Romeo, low end buyers. generally
purchase prepackaged systems rather than buying individual
components. Since these prepackaged systems are usually
made up of several manufacturers' components, it is
difficult for a manufacturer to determine if the minimum
price is really being charged on a particular component,
especially if a "house brand" component without a
maintained price is included. It also makes it difficult
for the consumer to free-ride because available systems
will differ across retailers. 1In contrast, high end
purchasers generally upgrade their systems by the purchase
of particular components. Free-riding on retailers'
presale services therefore seems much more likely in the
high end of the market.
33 There were also indications that retailers bore the brunt
of the post-order price reductions while manufacturers
continued to earn comfortable rates of return. This would
be expected if RPM was an obsolete strategy; if the use of
RPM had still been efficient, however, then manufacturer’
profits would have tended to decline.
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teasons include inertia, mistake, and risk aversion. 1In
iddition, the authors suggest that, although all manufacturers
36uld have gained from RPM's demise, any one of them might have
;een unwilling to act alone. The manufacturers, in other
tjords, may have confronted a "prisoners' dilemma;" any
:anufacturer that unilaterally ended RPM risked confronting a
leteriorating product image and a loss of distributors when
?etail price discounting occurred only for his brand. Whatever
;he explanation, McEachern and Romeo conclude that the FTC
irders. caused manufacturers to abandon a restraint on the
listribution of low end products that was no longer efficient
‘or them -- or for consumers.

| McEachern and Romeo further conclude that the FIC
.ntervention was beneficial when gains and losses at both ends
»f the product line are considered. In the low end, the FTC
ilction caused RPM to be abandoned earlier than it otherwise
rould have. This created savings in the form of lower prices
;nd in the elimination of the "wasteful subterfuges™ used by
‘etailers to circumvent RPM restrictions.34 Concerning the
righ end, McEachern and Romeo conclude that although the
otential for detrimental free-riding continues to exisﬁffor

such products, manufacturers appear to have instituted

1lternative vertical restraints, such as exclusive dealing and

Since the authors believe that the manufacturers would
have eventually abandoned RPM anyway, these savings should
be counted only for the period during which RPM would
otherwise have been maintained. McEachern and Romeo do not
attempt to estimate the length of this period.
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limiting distribution to selected dealers, which help ensure
the provision of point-of-sale information and other free-
ridable services. Since 'the manufacturers héd preferred to use
RPM, however, these alternative arrangements are likely to be a
somewha; inferior way to provide the desired services. Thus,
in the high end of the market the FTC actions may have had a
significant, but not overwhelming, negative effect on consumer
welfare. Because the low end of the market is the largest,
making up an estimated 85 percent to 90 percent of total audio
component units sold, McEachern and Romeo conclude that the
positive effect of the FTC actions in the low end outweighs the

negative effects in the high end,35

resulting in an overall
improvement in societal welfare.

4. Hearing Aids

Professor Marvel analyzed the exclusive dealing and other

vertical restraints imposed by manufacturers utilizing door-to-

35 The authors note that the prohibition of RPM has the

potential to reduce social welfare because new entrants
cannot use RPM to attract retail distribution or signal
the quality of new products. In this case, though, the
adverse effects on entry were considered unimportant
because the industry has long been, and is likely to
remain, innovative and competitive.
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‘oor distribution of hearing aids.3® He argues that the

r§ncipal restraint -- exclusive dealing -- was designed to
rotect the returns to manufacturers on information they
enerated and disseminated to dealers.37 The crucial
nformation was the names and adaresses of potential hearing
'id users ("leads") obtained through manufacturers' national
'dvertising;_ Marvel believes that it would not have been
;ractical for manufacturers to sell this information to
ealers, so these leads were assigned to dealers who were
tharged for them by an increase in the wholesale price of the

ianufacturer's hearing aids.38

This pricing method, however,
\akes free-riding possible; dealers could use the leads
.upplied by one manufacturer to locatz customers and then free-

ide on this information by selling hearing aids purchased at a

Marvel analyzed the impact of consent orders against
Dahlberg Electronics, Maico Hearing Instruments, Sonotone,
and Radicear. Although he uses some of the data provided
through the litigation, he did not evaluate an FTC suit in
this same industry which was under litigation while he was
; writing his report. This suit, against Beltone
Electronics, was dismissed on July 6, 1982 when the
Commission concluded that Beltone's restraints were not
anticompetitive.

It should also be noted that the Commission has not made a
determination of the validity of the allegations
concerning industry practices made in the September 1978
"BCP Staff Report" which Marvel discusses.

Telser's traditional explanation for RPM, supra note 19,
can be described as a concern with dealers’ property
rights while Marvel's explanation for exclusive dealing is
concerned with manufacturers' property rights.

Marvel concludes that it would not have been practical for
the manufacturer to sell the leads to retailers because

the risk created by the considerable uncertainty over the
leads' value could best be borne by the manufacturer.

-22-
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lower cost from a different manufacturer who did not provide
leads. Exclusive dealing was necessary to prevent such free-
riding. .

Marvel concludes that the FTC actions against the hearing
aid firms did not promote competition because the actions
effectively outlawed a distribution systeﬁ which had succeeded
in a competitive environment. Marvel goes on to argue that the
FTC's orders may nonetheless have had net positive effects on
social welfare. The door-to-door segment of the hearing aid
industry is considered by industry observers to provide lower
quality service than that available through other distribution

methods and other forms of treatment.39

By hampering the door-
to-door distribution of hearing aids by the lead generating
firms, the FTC's orders "almost certainly" incteased the
average quality of the service received by those consumers who
continued to obtain treatment for hearing impairments.40
However, the attenuation pf lead generating activity also

prevented some consumers, who otherwise would have secured

39 Hearing aid dealers have considerably less training in the

testing of hearing than do alternative practitioners and
have an economic incentive not to refer customers to
physicians even if the customer would be better served by
surgery than by a hearing aid. In addition, the customers
in the door-to-door segment tend to be ill-informed which
makes them susceptible to "sharp practices" by dealers:;
allegations have been made of widespread fraud by door-to-
door hearing aid salesmen.
40 Even those customers still served by door-to-door salesmen
may receive better quality assistance. Since salesmen for
consent order companies can now carry other brands of
hearing aids, the customers are more likely to obtain aids
that more exactly meet their needs.
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treatment by the lead generating firms, from'receiving any

Service at all. Marvel demurred from making a judgment as to
}ﬁe net effect of the FTC action on social welf%re because the
iecessary balancing of the positive and negative effects of the
*TC action is "beyond the range of the economist's tool kit."41

5. Industrial.Gases

Dr. Brock observes that, prior to the late 1960s, the
?roducers of acetylene, ox?gen, nitrogen, and other industrial
éases delivered their products directly to large industrial
asers :;but used independent distributors, such as welding suppiy
5tores, to supply smaller customers. 1In the late 1960s, new
Entry and changed technology increased competition at the gas
%anufacturing level. According to Brock, this new competition
pnad its greatest initial impact on prices and profiﬁs of direct
sales to large industrial users. As a result, the relative
brofitability of sales to smaller customers rose. The largest
gas manufacturers requnded to this change by imposing
Eestrictive contracts on the independent distributors and by
directly distributing to small customers. The rest;ictive

contracts required the distributors to purchase all their

requirements of industrial gases and welding equipment from a

41 Marvel concludes that the consent orders should not affect

the retail prices of hearing aids. While the lack of
comparison shopping in this market does give door-to-door
salesmen some market power over many customers, the FTC
orders did not change the nature or extent of this
relationship; consumers who see only one door-to-door
salesmen are as likely as before to be exploited on
price. 1In addition, Marvel thought that the other
segments of the industry were likely to be just as price
competitive before the decrees as afterwards.
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single manufacturer. Under these contracts, a distributor
could not substitute a lower-priced source of gas when it
became available from a new or expanding manufacturer. By thus
forcing distributors to purchase their gas supplies in a
package, these contracts prevented them from capitalizing on
the increased competition among gas manufacturers.

According to Brock, the manufacturers were able‘to impose
these restrictive contracts, despite increasing competition,
for two basic reasons. First, most distributors were linked to
a particular manufacturer by considerable investment in brand-
specific equipment and by their own customers' loyalty to, and
sunk cost in, the manufacturer's welding equipment. These
linkages created high costs to distributors_of switching gas
suppliers completely so the distributors would not refuse the
restrictive contract if the alternative would be a major loss
of customers compensated only by a small cost reduction for a
few of the gases they sell.- Second, the distributors
apparently were slow in perceiving the heightened competition
at the manufacturing level. At the previous low level of price
competition in gases, the restrictive contracts would have
simply formalized a linkage that business realities already
largely dictated. So from the distributors' uninformed
perspective, these contracts did not appear to work to their
disadvantage.

Brock concludes that the contracts did disadvantage
distributors and consumers. Since the contracts prevented

distributors from taking advantage of the increase in

-25-



ompetition among gas producers, the FTC cases outlawing the
‘ontracts probably raised distribution flexibility and caused
2rices to consumers to decrease somewhat. Brock believes that
Zhe Commission's actions were desirable although he believes
hat these effects are unlikely to show up quickly or to be

' 42

arge in magnitude.

‘e Contributions to the Understanding
of Vertical Restraints

The results of these impact evaluations provide
.nteresting contributions to the understanding of the effects ~
1f vertical restraints. In discussing these contributions we
'irst note that the most commonly expressed explanations for
éhe use of vertical restraints did not appéar appropriate for
éhe cases studied. Next, we highlight the explanations,
ieveral of which are substantially new or relatively unknown,
:hat our consultants fouﬁd appropriate and that we believe may
e important in evaluating other vertical restraints cases.
*inally, the relatiohship between the studies' findings and the
1eeds of antitrust policYmakers are brieflf'explored.

1. Inadequacy of Frequently Offered
Explanations for Vertical Restraints

According to our consultants, the most commonly expressed

reasons for applying the various vertical restraints were not

12 Brock believes that it is likely that many distributors

: will continue to purchase all their requirements from
their accustomed supplier. The societal gains from the
FTC action are therefore likely to show up only over a
significant period of time and be limited to marginal
changes in the profitability and competitive relationships
in the industry.
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adequate to fully explain their use in any of the cases
studied. For ekample, although a number of arguments havé been
advanced to explain the use of RPM, the explanations found most
often in the iegal and economic literature are (1) to aid a
retailer or manufacturer cartel43 and (2) to prevent free-
riding on point-of-sale services specific to the product.'44

The consultants found no evidence of any type of collusion
in any of the cases studied. There also was little e?idence

that RPM was imposed to prevent free-riding on product-specific

dealer services. The Levi Strauss and Florsheim studies,

moreovér, explicitly rejected the product-specific point-of-

43 RPM can facilitate collusion at the retailer level when

the manufacturer can be coerced into enforcing the
retailers' collusive scheme. By imposing RPM, colluding
retailers need not incur the costs of disciplining a
price-cutting rival. Instead, enforcement can be carried
out, often more cost-effectively, through termination or
other punishment zdministered by the manufacturer. RPM
can also facilitate manufacturer collusion in several
ways. A cartel that requires its members rigorously to
enforce RPM reduces the rewards to "cheating" on the _
cartel agreement. A member of an explicit or tacit cartel
can cheat by charging a lower wholesale price than agreed
upon by the cartel but, since the retailer cannot (without
detection) lower the retail price and increase sales in
response to this lower price, the gains to the cheater are
less than would be if RPM was not required. 1In addition,
the RPM requirement eliminates a cheater's ability to
blame cartel-disrupting retail price cuts on the.
independent actions of retailers. Finally, by rigorously
enforcing RPM, a manufacturer limits its own competitive
options-and thus demonstrates a commitment to the
collusive plan.

4 he free-riding on sgecific services explanation was

.discussed earlier. ee note 19 supra. For a lucid
explanation of many of the anticompetitive and
procompetitive explanations for RPM, see Overstreet, supra
note 3, and P. Areeda, Antitrust Analysis: Problems,
Text, Cases 643 (1981).
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sale dealer services explanation.45 To be sure, RPM was

explained in part on traditional free-rider grounds in the
éﬁdio components cases; the consultants thought that one of the
purposes of RPM was to prevent free-riding on information
provided by sales personnel. But McEachern and Romeo's product
life cycle analysis goes well beyond the narrow specific
services argument that has been customarily offered as an
explanatibn for the use of RPM.

In the hearing aid study, Marvel finds that none of the
previously expressed explanations for exclusive dealing were

46 Marvel's explanation -- the prevention of free-

appropriate.
riding on manufacturer-produced services -- is entirely new.
Even in the industrial gases cases, the traditional theories
could not fully explain the use of tying.47 Brock's
explanation contains a complex and possibly unique set of
circumstances involving (1) manufacturers initially holding
market power in two complementary products (industrial gas and
welding equipment) and then losing market power in oné 6§ the

products (industrial gas); (2) the recognition of this loss by

the manufacturers but not by their distributors; and (3) the

45 Both studies, however, explicitly adopted a generalized

free-rider explanation based on quality signaling. See
pages 11-17, infra and pages 34-36, supra.

46 Marvel, "Exclusive Dealing,™ 25 J. L. & Econ. 1, 3 (1983)
references some of the previous literature. Areeda, supra
note 44 at 810, lists a number of explanations that have
been suggested as justifications for exclusive dealing.

47 Areeda, supra note 44 at 732, lists various explanations

for tying arrangements.
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distributors' customers having sunk costs which led to both a
need for brand-specific welding equipment and a desire to buy
both the gas and the wel@ing equipment from the same outlet.48

The lack of applicability of the most commonly expressed
theories is an important result 6f the impact evaluation
project because most antitrust policy suggestions concerning
vertical restraints are premised on the prevalence of one or
more of these common explanations. Thus, if these studies are
'representative of the purposes and effects of vertical
restraints, the commonly expressed explanations should receive
less weight and different policy recommendations may be
warranted.

2. Efficacious Theories and Issues

Our consultants conclude that a number of new, relatively
new, and old-but-nontraditional theories were most appropriate
for the cases studied. We believe that these theories may also
prove to be important in explaining a number of other vertical

restraint situations.

48 The vertical restraints were apparently imposed in order

to formalize existing relationships that had previously
existed in a more informal manner. Since additional firms
were entering into gas manufacturing, one would expect
that the gas manufacturers' bargaining power relative to
their distributors would decrease and that any change in
the manufacturer-distributor relationship would reflect
the manufacturers' weakening bargaining power. As noted
above, however, switching costs and impacted information
permitted the manufacturers to preserve the existing
bargain despite their eroding position.
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a. New Entrant and Product Life Cycle Theory49

All three RPM studies found that the use of RPM was =

‘beneficial for consumers and for society as a whole when used

early in the product's life cycle and when used by new

entrants.

diécuss whether RPM remains efficient and socially beneficial 2

50 The studies' findings diverge, however, when they

when used by established firms in the later stages of a

broduct's-life cycle.

used by newcomers suggest the possible desirability of a "new

51

The findings that the use of RPM can be beneficial when

entrant," "new industry," or "new product" exception to the

present per se illegality of RPM. At a minimum, these results

suggest that a carefully defined exception which allowed new

49

50

The discussion of the product life cycle theory is

considerably longer than the other discussions. This is

not because we consider that theory more important than

the others but because there are no critiques of this

theory in the literature. ™

The idea that RPM is valuable when used by new entrants
has often been expressed. See Telser, supra note 19, at
95; Lee, "Problems of Resale Price Maintenance," 23 J.
Marketing 274 (1959); and E. Seligman & R. Love, Price
Cutting and Price Maintenance 209 (1932).

To the best of our knowledge Robert Steiner was the first
to suggest that manufacturers could use RPM longer than it
was optimal for themselves. See Steiner, supra note 11.
Steiner's analysis also emphasizes the relationship
between RPM and the speed of evolution of more efficient
retail distribution practices. For example, Steiner
argues that efficient discounters cannot acquire a high
quality reputation until several major manufacturers of a
given product will sell to them. If no manufacturer would
willingly be the first to sell to a possibly nascent
"upscale discounter," they might never be able to

emerge. Steiner's analysis was provided to our
consultants.

s
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entrants to use RPM holds little possibility for competitive
harm and instead may substantially raise the entrants' chances
of becoming effective competitors.52 |

This unanimity of views on the benefits of RPM in the
early stages of a product's life cycle does not, however, carry
over inﬁo the later stages. For some well-established products
(Levi Strauss jeans and low end name brand audio components)
the consultants found that RPM had become obsolete and its
continued use was detrimental for the manufacturer, consumers,
and society as a whole. For other products (Florsheim sﬁées
and high end audio components), however, the consultants found
that the use of RPM continued to be in the public interest.
Partly because of these conflicting results and partly because
the iife cycle theory is not fully developed, its implications
for antitrust enforcement are unclear.

At this stage in tﬁe "life cycle® of this theory we have
moreJquestions than answers. For example, if the theory was
thought useful as a case selection device, how could antitrust
enforcement agencies distinguish products for which RPM remaiﬁs

efficient from those where the restraint has become inefficient

52 The Supreme Court may have indicated that a new entrant

exception for RPM is appropriate when in the Sylvania
decision the court stated that the Schwinn opinion
"broadly hinted that it would recognize additional
exceptions to the per se rule for new entrants in an
industry and for failing firms. . . ." 433, U.S. at 53 n.
22, The desirability of new entrants using non-price
vertical restraints has long been advocated. See Flicker,
"Newcomer Defenses: Reasonable Use of Tie-Ins,
Franchises, Territorials, and Exclusives,"™ 18 Stanford. L.
Rev. 457 (1966).
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53

and therefore undesirable? What market failures or other

conditions will cause firms to continue using RPM longer than 3
is optimal?54 How could we tell during an investigation where

a product is in its life cycle and how do we determine whether

RPM is being abandoned too slowly?55 How might we tell even

after a case is complete whether a life cycle explanation was e
involved, and how do we reliably tell at which point in the

53 Is there a learning phenomenon? For example, were

vertical restraints continually needed for shoes and high
end audio components because the products continually
change while such restraints were not needed with Levi 3
Strauss' jeans or low end components because the
consumers' information about these products did not become
obsolete over time?
54 When a single firm with market power is involved, such as
Levi Strauss, it is possible that the vertical restraints
persisted because the firm's management had made a
mistake. When more firms are involved, however, it &
becomes less likely that all firms' managements are
mistaken, so an alternative explanation is required. A
prisoners' dilemma, as suggested in the audio components
investigation, can provide this explanation because it can
cause a number of firms to maintain the restraints longer
than would be socially optimal; however, it may be
difficult to determine if a prisoners' dilemma actually
exists.

&

55 Products may change position in their life cycle very

gradually. If we view RPM as part of a complex bargain
between retailers and manufacturers, we would expect the
elements of that bargain to change gradually. See Caves,
supra note 13. The change in a product's position in its
life cycle might also lead to the gradual abandonment of
RPM by the manufacturer. How do we tell how fast the *
"bargain is changing in different industries? Most '

importantly, if the changing bargain results in the

gradual abandonment of RPM, how do we tell if firms are
maintaining RPM too long?

7¥
\
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product life cycle the antitrust enforcers intervened?56 Might

the possibility that RPM is used for "too long" pfovide an
additional ground for a broad prohibition against RPM?S7 If
antitrust enforcers found a situation where they believed that
a discontinuation of RPM would raise producer and consumer
welfare} would a public report be more appropriate than a
lawsuit?

As this list of questions shows, the concept that a firm
might use RPM for longer than is desirable presents a number of
intriguing -~ but dangerous -- possibilities for antitrust
enforcers. Despite its eﬁident difficulties, however, this

concept should not be lightly brushed aside. Two of the three

studies involving RPM find that the Commission's intervention

56 For example, if the quality image developed through RPM is

long lived, it may be difficult to determine if the RPM
policy was obsolete when abolished. If the quality image
does not dlsappear 1mmedlately after RPM is abolished, an
"immediate rise in sales is possible whether RPM is
obsolete or not. 1In either case, the product is offered
at a lower price and still has a high quality image. Over
time, however, sales will tend to remain high if RPM was
obsolete. But, the longer it takes for an image to
deteriorate, the more likely are other factors to
influence sales, making the isolation of the RPM
abolishment effect more difficult. To the extent we
believe that short term changes in stock value can help
determine whether the discontinuation of RPM is in the
long run best interests of the firm, however, it may be
useful to make pre-intervention and post-intervention
stock price comparisons.
57 Sole reliance upon and misapplication of this theory would
leave the antitrust enforcers and courts open to the
charge that they incorrectly thought that they knew more
about marketing a particular product than did that
product's manufacturer.
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7as socially beneficial because the firms involved used RPM too
.ong.

b. Generalized Quality Certification Theory

In each of the RPM studies the consultants found that
rertical restraints were being used to protect the signal of
1igh quality-created by the retailers' general method of doing
Susiness.58 By carrying‘the manufacturers' products, retail
;tores with high quality reputations signal that the products
}re of high gquality, thereby helping the manufacturers
astablish or maintain their products' reputations. This sign;l
>f high quality is free-ridable; other retailers could refrain
‘rom the expense of creating a quality reputation, yet have
;heir ‘sales of the manufacturers' products benefit from the
éertification efforts of quality-signaling dealers. According
0 our consultants, the manufacturers' desire to prevent the
Jeterioration of this guality certification through free-iiding
Explained, in part or in whole, the use of RPM in each of the
%hree RPM cases studied. ‘ |
| These findings differ from the standard explanation
advanced by Telser and others which emphasizes that product=-
specific services provided by retailers at the point of sale
zould lead to RPM. To apply this explanation to the Levi

Strauss, low end audio components, and Florsheim situations,

?8 For Levi Strauss jeans and low end audio components, the

reputation of the items seems to have been so well
established that RPM became obsolete. For Florsheim shoes
and high end components, however, continual
recertification of the products through RPM-induced
efforts is apparently required.
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for example, one must believe that such services as dressing
rooms, point-of-sale information concerning low end audio
equipment, and facilities for determining shoe size have
important free-riding potential. While each of these services
might have some free-riding potential, the traditional point-
of-sale services argument was found by our consultants to-be
either inappropriate or an incomplete explanation in these
situations. The consultants concluded that a retailer's
general method of doing business can create a quality image for
the products carried, and that this seems a more satisfactory
explanation for the imposition of RPM in each of these
cases.59 Regardless of whether this generalized quality
certification theory is viewed as an expansion of the

traditional free-rider explanation or an entirely new theory,

59 Although he did not attempt to distinguish the concept

from the traditional free-rider theory, Goldberg seems to
"be identifying free-ridable generalized quality -images in
both his "Lennox" and "Magnavox" studies. See Goldberg,
"Lennox" supra note 11 at 245, 248; and Goldberg,
"Magnovox" supra note 11, at 456. Interestingly, in his
textbook F.M. Scherer expresses the casual empiricism that
free-riding on specific services "can of course happen. .
. But its empirical significance appears modest." F,.
Scherer, Industrial Market Structure and Economic
Performance 593 (1980). He considers the generalized
quality image problem to be more common. See Scherer,
"The Economics of Vertical Restraints," 52 Antitrust L. J.
687, 694-96 (1983).
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its importance should be stressed in future vertical restraints

analyses.60

c. Free-riding on -Manufacturer Services

Dr. Marvel's hearing aids analysis clearly explains why
free-riding by dealers on manufacturers' services can cause

61

them to impose vertical restraints. While this novel

érgument has thus far only been applied to exclusive dealing,62
it may be that Marvel's explanation has not been offered as a
more common explanation for vertical restraints because
researchers have not until now known to look for it. The
extent of manufacturer involvement in dealer training and
financing, as well as in many aspects of the retailing function

such as cooperative advertising and marketing programs,

suggests that this explanation might be applicable to many

60 At the same time, however, the quality image signaling

argument should be applied with caution, for it would seem
to be very easy to allege but relatively difficult to
prove. Virtually every manufacturer and retailer wants to
signal customers that its products are of a high .
quality. Many take vigorous steps towards this end. For
quality image signaling to be the cause of vertical
restraints, however, there must be significant aspects of
these signaling efforts that can be free-ridden. Before
this argument is accepted, substantial care should be
taken to establish that (1) the free-riding potential is
likely to be so significant as to explain the decision to
impose vertical restraints; and (2) that no alternative
explanation is more likely. _

61 The hypothesis that free riding on dealers' services can

necessitate the imposition of vertical restraints has, of

cgurse, been known for decades. See Telser, supra note

: 19,

162 For a more detailed and generalized version of this

explanation see Marvel, supra note 46. His article is in

large part based upon the research that he performed for

this project.
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exclusive dealing situations and perhaps even explain the use

of other vertical restraints.63

d. Remedies: Iméortance of Allowing Manufacturers
to Select Dealers on the Basis of Quality

The iﬁpact evaluations involving RPM suggest the value of
including in a RPM remedial order a provision allowing
manufacturers to select dealers on the basis of quality. Such
terms have, in fact, commonly been included in Commission

orders. The order against Levi Strauss, for example,

prohibited the company from maintaining resale prices but
allowed it to continue to select dealers on the basis of

4 Since Levi Strauss continued to distribute its

quality.6
product on a selective basis, the firm probably profited from
the provision O£ the order which allowed this method to be used
to protect quality signaling efforts.

A remedy that allows dealer selection can also be valuable

when the antitrust action was ill advised. In the Interco

News

case, Elorsheim was prohibited from terminating dealers because

they discounted but was permitted'to continue to select dealers

63 At the same time, however, not every provision of a

service by a manufacturer is subject to significant free-
riding by retailers who also sell competing products.
Moreover, the existence of such conditions as collusion or
serious market failure might result in the application of
vertical restraints having an net anticompetitive effect
_despite the existence of free-ridable manufacturer
services.
64 The literature generally recognizes that the various
vertical restraints are substitutable for each other to at
least some extent. See Caves, supra note 13, passim, for
an interesting discussion of the effects of such
substitution on the "bargaining"™ between manufacturers and
retailers.
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n the basis of quality criteria. Although Dr. Greening's
nalysis concludes that the case harmed consumer welfare, the -
‘arm probably would have been more severe without the order
rovision which allowed Florsheim to continue selective
istribution and thereby preserve one method of signaling the.
igh quality 6f its products. Similarly, in the high end of

he audio components markets, RPM was challenged although ouf
onsultants later found that it enabled manufacturers to
revent free-riding on the services of competing retailers.
rovisions in the order that allowed the manufacturer to select
etailers probably limited any harm resulting from the order.
ne difficulty with this. approach towards remedies is, of
ourse, the practical problem of ensuring that the

anufacturers use the dealer selection provision to maintain
he quality image rather than to enforce de facto RPM.65

3. Implications for Vertical Restraints
. Enforcement Policy

The consultants concluded that the FTC's interventions
ere probébly harmful in two industries (five cases), and

robably improved social welfare in three industries (ten

The converse of this problem was recently illustrated by a
petition of Pioneer Electronics -- one of the firms
‘involved in the audio components cases =-- to have its
consent order modified. Pioneer claimed that the order's
attempt to guard against de facto RPM by prohibiting
restrictions on transshipments by dealers had greatly
reduced Pioneer's ability to retain high quality dealers.
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cases).66

These studies are too few in number to draw
generalized conclusions concerning the overall effect of past
Commission vertical restraints cases. On the other hand, these
five studies comprise a significant portion of the rigorous

empirical evaluations of the effects of vertical restraints.

So, some consideration should be given to the policy

implications of the studies' results.

Development of an optimal enforcemenf policy towards RPM
and other vertical restraints requires the balancing of a
number of factors. Any sound vertical restraints enforcement
policy must, for example, reflect a judgment concerning the
relative empirical significance of the pro-competitive and
anfi-competitive explanations for Qertical restraints.
Consideration also must be given to designing a policy that is
simple, clear, and predictable so that businesses have
ﬁeaningful guidance concerning the legality of their actions.

The policy should also be designed to minimize judicial

66 Since only one evaluation attempted a quantitative

estimate of welfare effects, it is impossible to compare
the benefits created in the three industries with the harm
caused in the other two . industries. In addition, while
the consultant found that the hearing aids cases had a
detrimental effect on "competition,"™ he declined to state
an opinion as to their overall effect on social welfare
because the cases probably benefited one significant group
of consumers and had a detrimental effect on another
significant group.
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ipplication errors and litigation costs.

67 All this would have

:0 be done with full realization that no policy can hope to

>erfectly accomplish each of these goals.

68

Differing opinions about how these goals (and other goals)

:an be accomplished have caused antitrust policy

‘ecommendations to run from per se legality to per se

8

B i i e Lt

To illustrate the simultaneous application of these
factors, suppose that we believed that 90% of the time RPM
was anticompetitive (or, alternatively, procompetitive),
but that it was extremely difficult in a litigation
context to determine whether a particular instance of RPM
was procompetitive or anticompetitive. To send a clear
signal to businesses and minimize judicial application
errors and litigation costs, we might want to make RPM per
se illegal (legal) despite the knowledge that 10% of the
time cases would be decided incorrectly.

The policy analysis becomes even more complex when
detection, deterrence, private action, and remedial
problems are considered. For example, even if collusion
was widespread and the most frequent cause of RPM, a harsh
rule against RPM would be much less needed if antitrust
enforcers could typically detect sufficient evidence of
the collusion to challenge it directly. Similarly, an
optimal enforcement policy is more difficult to determine
if deterrence effects are considered. Since policies may
differ in their deterrent impact, we would want to know
what would happen to the net mix of pro-competitive and
anti-competitive instances of vertical restraints if a
change in policy were announced. These deterrence
concerns are accentuated by the ability of private parties
to bring or threaten treble damage actions for alleged
violations of the antitrust laws. Finally, the
availability of a variety of remedies also affects the
choice of an enforcement policy. The discussion above
indicates that judicious use of remedies may substantially
limit the harm to consumer welfare arising from mistaken
vertical restraints interventions. To the extent that
remedial provisions can eliminate the harmful effects of
mistaken vertical restraints cases, a more strict
enforcement policy is warranted.

-40-

iy

°,

D

&

.....

e



illegality, %9

with many "rule of reason" and other options in
between. A per se rule provides savings in costs that would
otherwise be incurred thtdugh business unéertainty, litigation
expense, and judicial application error; however, such a rule
is likely to give perverse results in some cases. On the other
hand, a rule of reason will tend to provide the court with more
opportunity to determine if a specific use of vertical

restraints is harmful or beneficial, but this approach is also

likely to create increased business uncertainty, litigation

69 For example, although Posner does not believe that cartels

are common, since he believes that they are relatively
easy to detect he would make RPM per se legal. 1In
contrast, in part because Pitofsky believes collusive
behavior to be more common, he advocates keeping RPM per
se illegal (with specified exceptions) and expanding the
per se illegality rule to certain of the non-price
vertical restraints. Compare Posner, supra note 3, with
Pitofsky, supra notes 3 and 8.
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bsts, and judicial application error.70

The findings of the
hpact evaluations highlight the potential shortcomings of all
hese recommended approaches.

| The mixed result that the FTC interventions were probably
armful in some industries and beneficial in others suggests
hat the adopfion of a per se rule (whether of legality or
llegality) is likely to result in large numbers of cases being

ecided incorrectly. To the extent that the. impact

valuations' results are representative of vertical restraint

In an effort to balance these considerations, commentators
have proposed a wide variety of rule of reason options and
per se rules with exceptions. The rule of reason options
range from a complete rule of reason, where all potential
issues are evaluated, to options that focus the issues to
be adjudicated. Policy recommendations which most tightly
focus the scope of judicial inquiry are per se rules with
exceptions. Examples of this type of policy
recommendation are per se illegal rules for RPM with
exceptions for new entrants, maximum rather than minimum
prices being maintained, or manufacturers' and retailers'
market shares falling below specified levels. The
complete rule of reason provides the most opportunity to
determine if a specific use of vertical restraints is
harmful or beneficial but this approach is likely to
create the greatest business uncertainty, litigation
costs, and judicial application error. The restriction of
the scope of judicial inquiry through either a focused
rule of reason or per se rules with exceptions is an
attempt to maintain some of the flexibility of a rule of
reason approach yet still reduce the costs of business
uncertainty, litigation, and judicial application error.
Those favoring a rule of reason approach contend that a
rule of reason trial could, in some cases, be usefully
structured through presumptions and similar devices. For
example, market shares could be employed as a first cut.
indicator of the presence of absence of market power in
order to establish a presumption of legality or
illegality. PFor a discussion of some of these alternative
proposals see Overstreet, supra note 3.
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effects in general,71

they indicate that although a per se rule
might produce savings in terms of reduced business uncertainty,
litigation costs, and judicial application error, these savings
might very well not compensate for the social cost of incorrect
decisiqns.

While the mixed results of the impact evaluations indicate
that both the per se legal and per se illegal approaches have
potentially substantial shortcomings, the complexity of the
studies indicates that a rule of reason is not necessari;y the
appropriate legal épproach. Each of the cases was complicated
and, even with access to post-decision evidence to aid in
testing hypotheses, it took the consulting economists
considerable time and effort to determine the most likely
explanations for the imposition of vertical restraints. A
judge would obviously not have the benefit of post-decision
evidence when evaluating a case under a rule.of reason. 1In

addition, the evidence which convinces .an academic of the

71 The "mixed result" of the probable effect of vertical

restraints is not unique to this project. For example,
the welfare conclusions of the other existing detailed
case studies of RPM are mixed: Goldberg, supra note 11,
reports that the FTC action probably harmed welfare in
both the Lennox and Magnavox cases because RPM was being
used to induce dealer services; McLaughlin, supra note 11,

~ concludes that in Bakers of Washington RPM was being used
to aid a manufacturers' cartel while in Coors RPM was
being used to overcome free-rider problems, so he believes
that the FTC actions aided welfare in the first case and
harmed welfare in the second; and Steiner, supra note 11,
concluded that the FTC benefited society by correcting a
mistake made by Levi Strauss. In addition, Hourihan &
Markham, supra note 11 at IV-3, report that a Fair Trade
law's repeal did not cause the prices of all previously
traded items to fall, but those items whose prices fell
"were usually" less available.
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-
pplicability of a particular theory may not be sufficient in
itigation. Somé of the theorieé’that proved useful in the
'hbact evaluations -- generalized quality image, free-ridable
?nufacturer's services, and a mistake concerning the product's
ife cycle -- would be easy to assert in a litigation context
at very difficult to prove or disprove conclusively.72 Thus,
court or administrative'agency might have great difficulty
?plying the rule of reason in vertical restraints cases. Such
legal standard may therefoie involve unduly high costs due to
acertainty, litigation expense, and_judicial application
Lrors.

By highlighting the potential shortcomings of the rule of
%ason and strict per se approaches, the impact evaluations'
#ndings confirm that there are 1egitimate reasons for debate
ad disagreement over the optimal enforcement policy toward
artical restraints. The findings do not, unfortunately,
Eovide much aid in answering the ultimate policy question --
aat is the optimal-antitrust policy towards vertical
astraints? The evaluations of the RPM cases do, however,
opear to be consistent with the following policy conclusions:

i) an approach that allows RPM by a new entrant is very likely

In addition, most of the cases involved competing welfare
effects, and in each case the data on the record and in
the public domain proved insufficient to conclusively
resolve the welfare tradeoffs.
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to benefit consumers and society as a whole;73 and (2) a

provision in RPM remedial orders that allows dealer selection
on the basis of quality.is also likely to be beneficial. Thus,
the evaluations do suggest that the current RPM standard, per

se illegal with no exceptions, is not in the public interest.

73 This could be accomplished, for example, by having RPM per
se illegal except when used by a new entrant. Under such
a policy the term "new entrant”™ should be carefully
defined to provide appropriate deterrence and meaningful
guidance for business. A new entrant exception already
applies to tying arrangements. See United States v.
Jerrold Electronics, 187 F. Supp. 545, 560-61 (1960Q)
aff'd, 365 U.S. 567 (1961); cf. Brown Shoe Co. v. United
States, 370 U.S. 294, 330 (I§32) Further, the Supreme
Court's Schwinn oplnlon "broadly hinted that it would
recognize additional exceptions to the per se rule for new
entrants in an industry and for failing firms . . . . )
Sylvania, 433 U.S. at 53 n. 22.
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" Traditional antitrust prohibitions against vertical restraints
have recently been challenged both in the courts and in the economics
-literature. Perhaps the strongest statemsnt comes from Bork, who argues
"analysis shows that every verti;nl restraint should be completely lawful,"l
but similar doubts about the harms of vertical restraints come from
Posner,z and in a milder fom from Hilliamson.3 The 1977 case of Continental
TV, Inc. v. GIE Sylvania 4 overturning the earlier per se rule against
vertical restraints embodied in the Schwinns decision reflects these doubts.
In part the new treatment of verticﬁl restraints is a response to recent
vork in economics in which the evaluation of particular organization forms
is seen as an efficiency—nrgumgnting Tesponse to a firm's environment.
Clves,6 for example, argues that vertical restraints can be seen as one
element in the complex bargain'struck betwveen manufacturer and retailer.
The use of thege restraints i1s thus conditioned by the market power of the

two bargainers, as well as the general institutional context in vhich the

bargain is struck. Thus, vertical restraints may be seen as & wvay to reduce

1Robert Bork, The Antitrust Paradex (1978), p.289.

zkichard Posner, "The Rule of Reason and the Economic Approach: Reflections
on the Sylvania Decision," 45 University of Chicago Law Review, 1977;
Posner, "The Next Step in the Antitrust Treatment of Restricted Distribution:
per se Legally," 48 University of Chicago Lav Review 6 (1981)

3014ver Williamson, "Assessing Vertical Market Restrictions: Antitrust .
Racifications of the Transaction Cost Approach,” 127 University of
Pennsylvania Law Review, 1979.

4433 u.s. 36(1977).
5388 U.S. 365(1967)+

ﬁnichard Caves, "VertiaslRestraints as Integration by Contract: Evidence and
Policy Implications,” Symposium on Vertical Integration, Journal of Industrial

Economics, forthcoming.
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ransactions costs.l.to eliminate free rider problens.z or as an expression
E the market power of manufacturer or retailer.>

| In this paper, I examine vertical restraints, particularly resale
rice mintenm;e and customer restrictions, as they appear in a recent
iC c.ase against Levi Strauss. This case, which was being argued at the
ime time as Sylvan:li, illuminates some of a fim's motives for engaging in
]u'_:ical restraints. In Section I of this paper, I provide a brief summary
F the facts of the Levi Strauss case, taken from the court hearings. In

tction II, I review the classic motives for vertical restraints, and con-

lder wvhich ones seem to make sense in terms of the history of the Levi Strauss

seration. I am particularly concerned in identifying the characteristics

the environzent facing Levi Strauss which might possibly pake yerti,cal

istraints an 'cfficieht organization form. Finally, in SectionIII, I conclude ‘

lth a brief discussion of the effect of the case on the Levi Strauss
;seration, and make sonme tentati{ve estimates of the effect of t_i:e case on

!
nmsuner welfare.

o

14114 smson, Op.cit.
lork, op.cit.
aves, op.cit.
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I. Bistory of the Case

On May S, 1976, the Federal Trade Comnission filed suit against Levi
Strauss charging the company with engaging in a series of vertical reatrain:s
with the intent of fixing prices at the retail level. Hearings on the case
began in February, 1977. -

‘The main charge of the Federal Trade Commission against Levi Strauss
was that the firm "effectuated.and pursued a policy throughdut-the u.s.,
the purpose or effect of which is and has been to fix, control, establish,
naﬁipulate and maintain the resale prices at which its dealers advertise,

offer for sale, and sell its produc:s."1 In ptémoting Tesale price main-

tenance, Llevi Strauss was charged with using a variety of instruments includ-

ing suggestions, threats, pre-ticketing of merchandise, cooperative advertis-
ing schemes and, most prominently, customer réltrictions;

At the time of :he_Levi Strauss case resale price maintenance was
almost Per se illegal. The one exception to this per se rule was found in
the Colgatez decision. The court in the Célgate case argued that a manu-
facturer could announce his suggest@d Tetzil price, and refuse to :el; to
retailers vho would not ;omply. The crucial distinction in the Colgate
case was the aﬁsencc of any agreement between manufacturer and retailer to
maintain shgsested prices. Since Colgate, the court has broademed the
definition of agreement3 and thus limited even further the ability of firms

to suggest resale prices.

1433 v.s. 36(1977)
2250 U.S. 300(1919) |
3Un1:ed States v. Parke, Davis & Co., 362 U.S. 29(1960).
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«.. ucaending against the charge of resale price maintenance, Levi
Strauss égued that in its pricing policy it was "a company that tried to
walk the Colgate line."l All the firm did, the defense ‘argued, was to
suggest resale prices, 'which ougge;ted prices may oi may not be followed
as dealers unilaterally elect."z The emphasis on the unilaterni nature of
the price suggestions 1is clearly an attempt to meet Colgate requirenments.

The secona charge made against Levi Strauss by the FIC was that
Levi Strauss as part of {ts general price-fixing strategy attempted to
control the customers or classes of customers its dealers could sell to.
Levi Strauss, in the late 1960's, began to restrict the class of dealers
who they would allow to carry their lne.3 Restrictions were numerous.
Basement .operations wvere prevented from selling first-line Levi Strauss

products, as wvere stores like Sears and Penney's. Levi Strauss also refused

to sell to wvholesalers. This was a strong prohibition; there was evidence

that Levi Strauss stopped serving retailers who "diverted” part of the

Levi Strauss merchandise to oiher scoru.4 Indeed, coincident with the FIC
case, Levi Strauss was engaged in a private suit against one of these
diverters (General Pants). The September 26, 1974 sales manual reiterated
the Levi Strauusrposition: "Levi Strauss cannot impose restricgions on the
tesale of our goods. However, we are not obliged to continue selling to a

-]
customer who is diverting our goods.”

1rrc v. Levi Strauss, opening statemeat by Popofsky, p.1758 of the record.

%FC v. Levi Strauss, para 7, Levi Strauss initial response, June 1, 1976.

3PTC v. Levi Strau;s, Testimony of O'Shea, Levi Strauss Director of
Marketing, p.1841 of the record.

‘FTC v. Levi Strauss, Testinmony of Spencer Stillman, head of General Pants
retail chaip, p.293 of the record. ‘

,Ltvi Strauss Sales Maoual, Sept. 26, 1974.
: =52~
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The intent of Levi Strauss' customer restriction policy is particu-
larly important given the tining of the case. When the hearings om Levi
Strauss began.'thebrﬁling precedent wag Schwinn. Schwinn was charged in
1967 with restricting competition by preventing its retailers from resell-
ing its b;cycles to anyone other than consumers. Levi Strauss had been
practicing the same attenpt to prevent merchandise diversion. The Court
found against Schwinn, arguing

' "where a manufacturer sells products to his distributor

subject to territorial restrictions upon resale, a per se

violation of the Sherman Act results. And, as we have

held, the same principle applies to restrictions of outlets -

wvith which the distributors may deal and to restraints upon

retailers to whom goods are sold."!
In the midst of the Levi Strauss hearing, after the ch had presented its
case but before the firm had responded, the Sylvania case was decided. This
case overruled the per se prohibition against customer restrictions in
Schwinn, and ;ntroduced instead a rule of reason approach to this practice.
So, the intent and fotn-of the practice, as vell as the market power of
Levi Strauss while practicing these restrictions became more important
after Sylvania. Indeed, the Levi Strauss lawvyer argued that while Levi
Strauss' customer :es:riciioﬁs wvould have been illegal under Schwinn, :ﬁey
vere allowable under Sy1§lain.z since these tentr;ctions'vere designed to

serve a legitimate business function—quality contrel--and not to enforce

resale price naintenance.a

1388 U.5. 365(1967)

2?TC Ve chi_Sttauss. opening statement by Popofsky, p.1747.

3Ihe quality control issue is at the heart of the Levi Strauss defense and

will be considered in detail in Section 2 of this paper.
© =53=-



In the testimony of September 20, 1977 the'firs: prospect of a
settlenent between Levi Strauss and the FIC appeared. The Sylvanié decision
had knocked the wind out of the FIC case against customer resttictions.
Further hearingé vere cancelled on October 11, 1977, and finally on July 12,
1978 the formal consent decree vas filed ending the case. The final decree
vas a compromise. Levi Strauss is expressly prohibited from engaging in a
wide variety of practices to fix resale prices; indeed it {s prohibited from
even sugges:ing retail prices for s period of five years. Tie-ins are also
pgohibited.l On the customer restfiction issue, however, the FIC backed
down a bit. 1In particular, Levi Strauss is prohibited from using customer
restrictions to fix retail prices; customer restrictions are not (as in the
init1al FIC order) ruled out completely.

In sum, there are two related charges in the Levi Strauss case.
First, that Levi S;rauss engaged in resile price maintenance, and second,
that they pursued this policy through the use of customer restrictions.

In the next section of this paper, I look at the environment in
which Levi Strauss operated and the structure of the firm as factors

explaining its strategy of suggesting resale priﬁea and restricting its

customers.

lthe FTC also charged that Levi Strauss had engaged in tying. Levi Stragss'
most popular product is denim jeans; in addition Levi Strauss carries a
growing assortment.of other’clothing. The FIC claimed that Levi Strauss
during the early 1970's used its market power in denims to try to induce
getailers to carry other parts of the Levi line. The tying charge is a _
minor part of the FIC case and will not be dealt with in this paper; but
the evidence on the market position of denims vill come up again in the
discussion. .
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II. Vertical Restraints in Levi Strauss

| kefore 1976, Levi Strauss' qglling strategy 1nvoived restricting

Lhe retail ocutlets to which it would sell and attespting to support re-

tail prices. The evidence on vhether the firm engaged in 1llepal price main-
tenance or not is mixed, although the evidence that Levi Strauss did

Indeed set prices is quite strong. It is certainly clear that at least

in the period before 1976 Levi Strauss wanted to support retail prices.

;he 1974 sales nmagnual, for example, states "Levl Strauss is fimrm in its
policy not to sell to price cu::ers."1 Throughout the record of the anti-
tTust case, there is testimony By Levi Strauss salesmen that customers

sere told during the early 1970's that "we don't sell to people who don't
%aintain the suggested retail ptice."z There vas also testimony from
retailers that they were denied merchandise after selling Levi's merchandise
at less than the suggested retail price.3 At the same time, Levi Strauss
bystematically refused to sell its merchandise to a number of different
stores.
| In 1976, the year of the FIC suit, Levi Strauss' policy changed.

[he pre-ticketing of merchandise, one of the instruments used by Levi.
Etraus; to keep up prices, vas sbandoned. By 1977, the firm no longer even

suggested appropriate prices to its retailers. Tpis change in po;icy came

kt least in part as a result of the FIC action.‘ But there is scme.evidence
|

lLevi Strauss Sales Manual, September 26, 1974.

zF’IC v. Levi Strauss, testimony of Cristol, p.150; Roncove, p.800;
Kenfield, p.1646.

‘PTC v. Levi Strauss, opening statement by Levi Strauss, p.1740 of testimony.
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that at the time of the FIC lciion, Levi Strauss' selling strategy vas

becoming obsolete. 1f this 4s indeed the case, we would expect Levi

Strauss to have cvaqtually abandoned this strategy on its own. £
The first question to consider is why Levi Strau;s pursued a policy

of vertical restraints in the 1960'. and early 1970's. The advantage to

manufacturers of imposing vertical restraints is an old puzzle. At first

\
i

blush, the poliéy seens to be perverse; by supporting resale prices and i
Testricting retail outlets, Levi Strauss would seem to be tedﬁcing 1:sboun
sales. This puzzle was first treated Sy Telser;l recent vork has been done
by Posnerz. Borks. Hillilnson‘. and Cavess. All arguments bezgin with the
proPositioﬁ that,if vertical restraints exist, they zust be profitahle-m
either to the manufacturer or the retailer. The search is then for the
source of the potential profit to be yielded by the restraints.

Betveen 1970 and 1979, the Federal Trade Commission charged 37 firms

with engaging in resale price nuintenance.6 Nine of these firms were in

the apparel 1ndustty.7 It i1s thus interesting to consider through the

special case of Levi Strauss the characteristics of this industry
which cause it to behave in ways which can be 1nterpie:ed as resale price

maintenance.

1Lester.re1-er, "Why Should Manufacturers Want Fair Trade?" Journmal of
Llaw §&§ Economics, Oct. 1960.

2nichard Posner, Antitrust Las: An Economic Perspective, 1966.

3Robert Bork, The Antitrust Paradox, 1978.

‘Villilnson. "Assessing Vertical Market Restrictions: the Transaction Cost
Approach,” University of Pennsylvania Law Review, April 1979. -

SCIV es, 22.51_:_0

6Sutvey of the FTC Court Reporter, 1970 through 1979. I sm indebted to &
student, Marian Davis, for this statistic. :

7L evi Strauss, Huk-s-Poo Sportswear, Jonathan Logan, Mother Maternity, Allam A.
Conpany, Duofold, Gamble-Skogns, Interco, Inc. and Penlleton Woolen Mills.
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It has been argued that resale price maintenance may help to facili-
tate coliﬁsion suong manufacturers. Since retail prices are set, manu-
facturers cannot uﬁe price reductions to induce retail price cuts to expand
sales; "therefore, a manufacturer who would induce retailers to increase
their purchases from him by offefing them lover prices loses profits to no

lvail."l

Thus, it is argued, resale price maintenance discourages manu-
facturers' price cuts which would otherwise threaten the cartel. Both
Telser, and later Bork, Tecognize that this argument is linited. In general,
one might expect retallers undér RPM regimes to respond to a pri:e:cutting
nanufacturerf-vhose cheating has increased retailer profit levelg~—by
competing for this firm's product. Competition in this case may take the
.forn of increased service, vhich will expand product sales even given the
price stability. So a manufacturer dogn have an incentive to reduce prices
even under resale pricé paintenance. Nevertheless, that incentive is
limited by the opportunities available ;n the retail sector for intrabrand
quality competition; thus, one might expect somewhat more cartel stability
under RPM than otherwise.

Is the collusion argument appiicable in the Levi Strauss case, or
for apparel generally? The apparel industry is one of the most competitive
. 4n the economy. Entry is very esasy: there are virtually no economies to
scale, no p;:ent or rav material control, and capital requirements are low.
The only real blrrier.to entfy is product differentiation, and gfen this

is not high. The average apparel plant employs only 70 workers; this figure

Hel.er. °P-cit.' Pn97o
2U.s. Council on Wage and Price Stability, Textiles/Apparel, 1978.
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is slightly higher for men's and boy's trousers (Levi's biggest narket)
‘at 131 but is still modest. The four-fim concentration ratios in the
markets in which Levi Strauss ébnpetes‘(men's and $oy's wear) are also
modest, on the order of 302.1

It may be argued that the relevant market in this case is not men's
trou;ers in general.—bgéﬂié:Qs. I1f ve define the market in this more narrow

vay, the industry appears sozevhat less competitive. In particular, Levi

Strauss controls about 30% of the sales of jeans in the U.S.2 Blue Bell,
the next largest firm, has about 182 of thi market. Nevertheless,
numerous other quite_small competitors are successful in the industry,
which suggests that the minimum efficient scale even on the jeans
industry is not ver& large. 'Horeove;, the product is differentiated.
In'this kind of market with uneven size distributfon and product
differentiation, a-cnrtel is unlikely id develop.3 And, indeed, thé
price pattern of jeans is also inconsistent with the existence of manu-

facturer collusion: prices changed fairly often; moreover, Levi Strauss

typically priced its jeans several dollars above those of its rivals.

1U.S. Bureau of the Census, Census of Manufacturing, 1972.

ZSeveral sources cite the 302 figure, including Fortune,

and Robert Steiner, Brand Advertising and the Consumer Gocds Economy,
(forthcoming) p.451. This figure can also be obtained more directly.

In 1976, Levi Strauss earned sales of $569 million (source: annual Teport).
The average mark-up, according to testimony in the case, is 50Z. So the
value of Levi jeans at retail vas $653 ml. The total jears nmarket has

been estimated to-Be $2,560 ml in 1976 (Chain Store Age, Oct. 1977; cited
4n Steiner). This yields a market share for Levi Strauss of 33Z. ;

3Ge0tge stigler, "A Theory of 0ligopoly,” Journal of Political Economy
(February, 1964).
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Did Levi Strauss use resale price maintenance to protect a dealer's
cartel? There is a suggestion in the testimony that at least some dealers
desired the resale price maintenance. Dealers, for example, often reported
deviations ffon the suggested price to Levi Strauss. Levi Strauss' Director
of Marketinz argues im his testimony, "I have always looked upon pre-:iﬁketing
and suggested retail prices as more of a serv;cg to the gg;gi;er than it wvas

1 The regional sales manager of Levi's echoes this view in his

to us.,"
testimony: “We do not want a price var becasuse then we have a lot of accounts
upset, and you hurt your own relations with the acc0unt."2 In order to use
Tesale price maintenance to support a déaler cartel, the industry nust have
two characteristics. First, the environment must be otherwise congenial

for cartelizatidu. Second, the dealer cartel must have some levérage over

the manufacturer to induce the manufacturer to pursue a policy which is
otherwise unattractive. Neither condition holds in the Levi Strﬁuss case.

The retail industry distributing Levi Strauss goods is quite competitive

and very large: in the testimony it is estimated that Levi's are carried

by about 20.009 Tetail ou:lets.‘3 Clves‘ argues that the retail sector may

in some instan;es acquire bargaining power given its localized character.

This is not the case with a relatively easily-sold good like jeans. Even

vithin a single shopping center, numerous stores with quite different cost

Lﬂ'c v. Levi Strauss, p.1883 of the record.
- 2pIC v. Levi Strauss, p.3792 “of the record.

3l-‘l't: v. Levi Strauss, testimony, p.1883.

‘clves; op.cit.
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ind operating characteristics typically carried Levi's jelns.l Coordination &
}osts are likely to be high under these conditions, and cartelization unlikely.
ferhaps more importantly, retailers appear to have had very little power over

«evi Strauss. Throughout the period Levi Strauss seems to have had the

leverage. One of the regional managers of Levi Strauss testified, for example,
‘hat,since the late 1960's, he was consistently 20~25% short of what retail
tccounts ordered in jeans.z Tesﬁinony by Levi Strauss salesmen confirms the

short supply ptoblen.3 In this situation, it is hard to argue that retailers

Picd]
'\3.'.)

1ad sufficient power to induce Levi Strauss to pursue a policy vwhich was
b;herwise unatizactive.

! Telser (1960) was the first to suggeét that resale price maintenance
ﬁight be used by manufacturers as a way to induce retailers to provide more
pervices. In order for this story to make sense, ve need a rather special
situation. First, demand for the product must be a function of the service
level as well as the price. Secondly, the service.uust be such that it is
Best provided by retailers, and not by the manufacturer. .Finally, benefits
from the service provision must not be fully appropriable by the providing
Letailer. Under these conditions and absent resale price maintenance, we

:.7111 observe the focllowing. Given that services are costly, retallers pro-

7iding the service will charge a higher price for the good. Customers will

l?orbes. August 21, 1978.
2

;FTC v. Levi Strauss, testimony, p.840; p.984. One puzzle in this case
.45 why Levi Strauss did not raise its price in the face of the jeans short-
"age, but instead chose to follow a direct allccaticn strategy. One ex-
planation may be that the firm sav the shortage as temporary, and thought
_that, in these circumstances,fiddling with the price would involve high

transactions costs.

FIC v. Levi Strauss, tc;fin;ny. p.1684.

&
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then.brouae in the service-oriented store and buy from the discoﬁnt store.
Eventually, service-oriented stores will fail, When this happens; decand
for the good will fall and everyone—manufacturer and retailer~-will be
vorse off. This is a classic example of the free rider problem, and the
resul:‘is an under-provision of services from the point of view of the
canufacturer (as vell as for retailers as a vhole).

This story turns on the pecuiiar nature of the serv;ces. From the 7
consumer's perspective, the services must be separable from.the good
itself. Otherwise the "browse here, buy there" str;tegy will not be
possible. On the other hand, despite the fact that the good and service. J
are separable, the retailer must have some speciil advantage in pxdviding'
the service. So, for example, the refund policy of a store will not face
the free rider problem, as it is not separable. Product demonstrations
;re separable, but often can be (and are) provided by the manufacﬁurer.
either directly or via natioial televigion advertising.

In the Levi Strauss case, is there any service wvhich meets these
;pecial Tequirements? We can turn to the testimony to see what kind of
;ervices Levi Strauss was interested in having its retail outletsrprovide.

There is ample evidence that Levi Strauss wvas concerned with the character—

s

istics of 4ts retail outlets. But in all the evidence, there is only ome
concrete service mentioned as being desirable-fitting rooms. Indeed,
Levi Strauss explicitly argued that lwap-meetezsl and soﬁe discount itores

vere unacceptable outlets because they lacked firting roans.z This is

1$wlp-neeters are referred to frequently in the testimony as undesirable

. outlets. Swvap-neeters are open-air sellers, or "flea markets."” Swap-
meets are quantitatively small, and it is hard to believe that these
stores really influenced Levi Strauss' marketing strategy so markedly.

2FTC v. Levi Strauss, testimony, p.1696.
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a ved; argument on several grounds. First, firting rooms are reasonably
‘eheip‘to provide and indeed can typically be found in most discount
stores. Even in the absence of fitting rooms by aa'ne sellers, a likely
result is not dominance by the non-fitting room seller, but rather the
development of 2 two-part market: repeat customers who know their sizes
will shop at the cheaper discount stores, and new customers at the more
expensive stores. Sales at the stores vith fitting rooms will naturally
de.cline. But it is not at all ¢lear that aggregate sales will decline;
indeed one might well expect two-part pricing to increase sales. }‘inaﬁ.y.
one might argue that, if Levi Straués vas concern;d about fitting rooums,
they could monitor the provision of the;e toomg directly, }efusing to sell
to'stozu wvhich do not provide this service.

It thus seems implausible that Levi Strauss used resale price main-
tenance to induce the pi'ope; provision of any direct service. Services are
not an 1nport5nt coaponent of jemns consumption. Yet Levi Strauss indicated
strong concern with the characteristics and pricing behavior of its retail
outlets., I would argue that the sellinpg strategy of Levi Strauss vas
adopted not to augment the service level of cetailers, but rather to provide
aignals to the final consumer about the quality of its product. Suppose
that ptoduct_gu_ality is at least to some extent unobservable. The manufacturer
has available a set of ﬁ:strumen:s vhich can be used to convince consumers
of the high quality of his product. Traditional instruments include adver-
tising, changing physical characteristics of the good, or altering the |
conditions of sale:s” Tuo';or; unusual signalling devices vhich may. be of
relevance in this case are the vertical restraiats of restricting store
choice and fixing prices.

Do store choice snd pricing policy serve as viable sigoals in this
' -62-
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industry? The marketing literature is interesting in this respect. -There

is a good deal of experimental evidence that store prestige has a positive
- effect on.the perceived quality of goods. The standard experiment 4n this
- £1e1d 48 to take identical products, label them vitl different store, price

and/or brand names and ask respondents to rate the products on quality.

Wheatley and Chiu, for example, found significant differences in the quality

rating giveh to carpets vhich were identical except for the store name
atta:hed.l The experimental evidence also suggests that price is often
used as a quality signnl.z The evidence suggests, however, that the
strength of.both price and store as & signal varies with the product being
sold. As one might expect, products vith low brand identification dépend
more on price and store ;s a :iznnl.3
For a signal to be useful and petlistént, high quality sellers

must have.louer s;gnalingcost- than low quality sellers; otherwise low
quality sellers can mis-signal customers, and the signal will lose its
;;1ue.a The standard example from Spence is education. More capable
_people find it easier to get an education than less capable people. and

as a result they will get more education. Thus, I can use someone's educa-
tional level as & proxy or signal fpz how competent they are. The.lignal.
works because given their costs of education, it does not pay less competent

people to get an education and try to disguise themselves as competents.

1John Wheatley and John Chiu, “The Effects of Price, Store Image, Product .

and Respondent Characteristics on Perceptions of Quality," Journal of
Marketing Research, 1977.

2

Ibid.

3David Gardner, "Is There a Generalized Price~Quality Relationship?"
Journal of Marketing Research, 1971; and Jacob Jacoby, Jerry Olsen and
Rafasl Haddock, "Price, Brand Name and Product Composition Characteristics
as Determinants of Perceived quality," Journal of Applied Psychology, 1971.

‘Hichlgl Spence, Market Signaling,(197h).
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Is store prestige a viable, persistent lignai in the apparel 1ndus:ryé
Can a ﬁanufnc:uter like Levi Strauss use its choice of first-rate outlets
as & way to convince customers that jeans are a high-quality item?
For store prestige to vork as a signal there must be some affinity between
high quality retailers and high quality manufacturers which makes 4t more
profitable for these retailers to stock high quality merchandise than low 5
quality mércha&dise. There are several reasons to believe this affinity
exists.. High quality retailers are characterized by generous refund policies
and more general sensitivity to consumer complaints. So in some sense the
costs of stocking shoddy merchandise increases with the quality of the
retailer. The extreme example is the "swap-meeters" so objected to by
;Levi Strauss. These mobile marketers never take back shoddy merchandise,
and so experience fewer losses from stocking inferior merchandise than do
higher quality ‘tores. »

There is a second force at work encouraging quality specialization

by retailers. In general customers vh& seek high quality in one izem seek
high quality in other items as well. This means that shopping costs'will
be minimized 1f stores “quality specialize." But, given this tendency, a
firm whose product quality is somewhat unknown will gain from stocking the

good in the high versus low quality store.l'z

1A: present, Levi Strauss will not sell to discount stores because of their
"poor image." But suppose the FTC forced high quality manufacturers to
sell to discounters. Would this not elizinate the poor image of discounters
and give us lover prices as well? This strategy will mot, in general, work.
As discussed above, there are economies to a store in generally specializing
in one part of the: quality line: these econcmies accrue both from reducisg
consumer search costs, and because there are retail handling strategies -~
which may differ by quality of the good. Hence, there will alwvays be scme g
store specialization by quality; some stores will specialize in low priced
goods and have a “poor image."

2Th¢ above argument is not meant to imply that customers at discount stores
are pot interested in buying lavis.

~64-
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Price is on shakier grounds vhen used as a signal. I1f uninformed
consumers interpret high priceg as high quality, their demand curves may
“be upward-sloping and market equ%librium may not eiisi.l Nevertheless,
it has'been shown that if & market has some informed buyers, under some
condi;ions. prices can convey information to the uninformed;z moreover,
experimen:al'eyidence-cited above suggests that consumers do use price
"in this way. This is not, however, a plausible story in the.ievi Strauss
case. In particular, if Levi Strauss believed thag customers equa;ed
price and quality,_:hey need only have raised their wholesale price as a
way to raise retail prices. Instead, the firm chose to hold vholesale
prices low--indeed, so low that there was excess demand at the reﬁail level--
while maintaining resale prices.
I1f price maintenance was not used as a>signnl, what was its function?
I would argue that price maintenance was, in this case, inextricably bound
up with Levi Strauss' pursuit of merchandise placement in high qﬁality stores.
In particular, Levi S:rgns; attenpted to hold prices up to preserve retail

pargins as a way to induce high quality retailers to stock their goods.

Price maintenance was the price paid by Levli Strauss to encourage re-

tailers to allocate scarce shelf space :o.Lévi Strauss jeans.

I1f the store choice as a signal argument is correct, then Levi Strauss
has a stake in maintaining the quality of all its retailers. This is a quite
different situation from the case of service provigion; & two-type set of
stores will pot suffice. A two-tier system would both erode the ﬁrofit
wargins of the sought-af;e: high quality stores and obfuscate thebstOtet
quality-goods quality comnection. So, lavi Strauss' diligence in policing_

merchandise diversion is unremarkable.
Lteven Salop, “Advertising as & Signal: An Expository Note." 1979

2Sanf.ord Crossman and Joseph Stiglitz, "Information and Competitive
Price Systems,” American Economic Review, May 1976.
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-Evidence froo the case itself is consistent with this interpretation

of the function of rastrictions on sellers. A sales manager asserted that
‘& particular store was turned dowm because it "is a discount store which
projects a very poor marketing 1maée."1 A second similarly argued that
discounters vere avoided "because of the image they hnve."z My interpreta-
tion of the supportive role of price maintenance in thig case also rec?ives
some gupport in the evidence. In complaining sbout discounts offered by a
discounter, "Two Guys," one of Levi Strauss' regional managers clainmed:
“The magnitude of the Two Guys' promotion seriously affected the May
Company's business in those products."3 (The May Company was a large,

valued customer.) Indeed, the Levi Strauss defense directly argued that

Levi Strauss pursued a policy so that it would be known "as a price line
that could give the retailer a sufficient margin to carry it, a fair retumn
on their 1nvestmen:."4 »

Evidence on the performance of Levi Strauss since dropping rpm
would provide some‘text of the theory discussed above. When Levi Strauss
dropped rpm the retail margin on their jeans should have dropped; in
response to this we would expect some stores to drop Levi jeans, because
they now failed to cover a portion of fixed costs. As we will see in
Section 1II of this paper, there is scattered evidence supporting this
theory. |

Under the FIC order, Levli Strauss vas permitted to continue .

restricting retail outlets; only the policy of resale price maintenance

was prohibited. In choosing this strategy, the FIC wvas allowing Levi

1}'IC v. Lavi Strauss, testimony, p.3734.
ZFTC v. Levi Strauss, testimony, p.1648.
3FIC v. Levi Strauss, testimony, p.1670.

‘PTC v. Levi Strauss, testimony, p-1759.
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Strauss to continue to signal its quality through store choice. Nevertheless

in restricting the use of resale price -aintenancé. the FIC limited Levi
Strauss' abilit& to compensate high quality retail?rs for carrying their
" jeans. I will argue below that this mode of compgns;tion vas already losing
some of its appeal by the mid-19708. Indeed it is likely that the FIC
order was close to the strategy that Levi Strauss would have eventually
developed oﬁ their own. This theme will be pursued later in this paper.
In sum, the evidence ;usgestl that beginning in the 1960's Levi
Strguss tried to manipulate store quality to convince new customers of the
quality of the Levi Strauss product. How did this strategy evolve over
time? More importantly, how viable was this strategy &t the time of ﬁhe

FIC suit?
Levi Strauss began selling jeans in 1850. Until the 1940's, the

firm wvas primarily a vholesaler; about 252 of its revenues came from manu-
facturing and selling work pants; the balance came from wholesaling for
other nAaufac:urers.l After World War II, Levi Strauss gave up its whole-
saling, and turned strictl& to the manufacture and sale of its own
merchandise. The product line was still éuite parrow, coansisting primarily
of men's and boys work pants (Western wear). At this time, Levi Strauss
sold to all buyers and made no attempt to control prices.

- In the 1960's, Levi Strauss' policy changed. Sales to wholesalers
vere gradually eliminsted (by 1968); basement operations were dropped as
first-1line merchandise cutlets (1972); in general, the firm exhibited greater
econtrol over its retail outlg;s. Levi Strauss' Director of Marketing
descridbes the petidi as éﬁe i; which the firm "adopted several narieting

2

policies all aizmed at upgrading its distribution."” Among these policies

JThe Levi Strauss history comes from several sources: o0ld annual reports;
the testimony of O'Shea, Levi Strauss Director of Marketing, in the FIC v.
Levi Strauss case; Forbes, Aug. 21, 1978.

2FIC v. lLevi Strauss, testimony of O'Shea, p.1841.
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Vere customer restrictions and a greater concern wvith retail price leveli?

In sum, in the 1960's Levi Strauss embarked on a sales policy which
. eventually led to the Federal Trade Commission actioﬁ. There were several
forces vhich led Levi Strauss to adopt this strategy at this time. In
1563. Levi Strauss developed a new permanent press process ("Stay-Prest")
which improved the physical quality of their product. As a Tesult Levi's
products vere now welcomed in department stores. The costs of abandoning
basement and di;coun: operations vere thus smaller than they had been
earlier when these‘Pigher quality outlets vere not gvailable. The
product innévation also gave Levi Strauss more of a claim to the quality

label, and perhaps more of a stake in using quality signals.
During this period Levi Strauss also diversitied its line, moving

into a broader range of clothing. Under these circumstances, the strategy
of coupling the Levi name with & quality image becomes more profitable.

The gains from signals decrease as customers use the product and learn

about its frue properties; as the market became saturated with Levi's jeans,

the gains from restrictions to signal quality would naturally fall. Se

as Levi Strauss diversified 1£l line, the worth of the name good-will would
increase. Diversification during the period.thus also increased Levi
Strauss' demand for vertical restraints.

During the period beginning in the late 1960's, denin vas almost
constantly in short cupply.l As a Tesult, there was little pressure from
Tetailers to lowver prices below the suggested ret;il. Retailers coﬁnented
that during the period, "the suggested retail alloved us to make a good
profit, usually around 50% asd ve vere getting it with no ptoblen";z and

"1 evi Strauss goods moved very well at the suggested retail pricss."s

1!TC v. Levi Strauss, testimony of Hovard Oberg, regional sales manager of
Levi Strauss, p.3709 of the record; also Thowas Xasten, Vice President of
the Jeans Division, p.2136 of the record. .

2FTC v. Levi Strauss, testimony of Stevea Miller, p.2825 of the record.

3}'rc v. Levi Strauss, testizmony of Stephen Stillman, owner of General Pants,
n.480 of the record. .
: ~68-
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Given the supply constraints in deninm, Levi Strauss could not hope to expand

its -hort-term marke: through retail price competition, or wide product
distribution. Moreover, the shortage made it easier to convince Tetailers

. to charge the suggested reta;l. Indeed the suggested retail price during
this part of this period may hlée been below the market equilibriun.‘ Levi
Strauss claimed that between 1965 and 1970, some retailers suggested selling
at higiier than tue suggested retail price;l this is certainly coasistent
vith the testimony that retailers could have sold considerably more Levi's
than they had at existing prices. In sun, the denim shortage at least
reduced any dowvnward pressure on prices from retailers, and thus made the
problem of policing.tetlilers less severe.

In January 1977, in the middle of the antitrust case, Levi Strauss
formally abandoned its policy of suggesting resale prices to its retailers.
‘As Levi Strauss itself acknowledges, this was at least in p;ft & response
to the FIC action.z But the evidence suggests that the resale price main-
tenance vag becoming obsolete as a marketing tool by the fime of the FIC
action. |

Pressures by retailfrs to discount jeans appear to have increased
tigﬁificantly in 1975-1976 . General Pants, a discounter against whoz lLevi
Strauss brougnt suit in 1976, argued that they began discounting only in
May 1975 because before this "Levi Strauss goods moved very well at these
suggested retail prices.“3 In its defense, levi Strauss argued that, wvhile
the FIC action had clearly 1nfiuenced the firm, in large part it abandoned

its pclicy of suggesting retail prices because the industry had "tumed

: 1f’IC v. Levi Strauss, testirony of 0'Shea, Director of Marketing, p. 1859

of the recoxd.

2FTC v. Levi Strauss, opening statement by Popofsky. Levi Strauss lavyer.
Pp-1740 of the record.

3

FIC v. Levi Strauss, Testimony of Spencer Stillman, p.174C.
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soft."l The apparel industry, which hai grown on average 9i per year for

the period 1969-74, grew only 2.6% in 1975; men's and boy's trousers,

Levi's biggest market, suffered a decline in value of sbipments in 1975 éB
ﬁéter some vears of growth.z

The shortage in denim material also appears to have eased by 1975.

Capacity utilization rates for cotton fabrics, which had been consistently

well over 90%, fell to 79% in 1975? In his testimony, Levi Strauss' 2
Director of Marketing also suggested that the denim shortage ended in 1974,5

as a result of new entry into the denim industry. As a result of the

easing in-the capacity protlem in denim, Levi Strauss could anticipate

expanding its jeans production if retail prices fell.

In sum, there is some evidence that at the time of the FIC action
market pressures were increasing the costs to Levi Strauss of continuing to
maintain resale prices. We have argued that resale price maintenance
.setved as part of the implicit contract Levi Strauss used to induce high
quality retailers to carry and promote its jeans. As the cost of using
this dévice rose, one would expeét its usage to diminish. Moreover, as
the Levi Strauss brand itself gained consumer acceptance through ex-
perience and increased advertising (see below), Levi Strauss' bargaining
position vis a vis retailers improved. Thus while the apparel market
generally was sluggish,.Levi Strauss' relative position was strong. Under
these conditions we might expect that resale price maintenance would have
diminished over time, absent the FTIC action. The slow growth in aggregate
" demand made price concessions at the retail level more appealing, as did:

the end of the denim shortage. At the same time. brand identification of

&2

;Popofsky,-gn cit, p. 1740
‘U.S. Department of Commerce, Aunnual Survey of Manufacturers, 1976.

3
T.S. Council on Wage and Price Stability, Textiles/Apparel, 1978.

4
‘FIC v. Levi Strauss, testimony of O'Shea, p.1863.
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Levi Strauss made rpm as a quality signal lessluseful. Of course, the natural
demise of this policy might have taken some considerable time., It is
interesting in this regard to note that it is only in the closing statements
of the Levi Strauss defense, and in the final remarks of Walter Haas,

Chairman of the Board, that the géins to Levi Strauss from free retail

competition are articulated.1

The evidence on the trends over time in-customer retrictions is less
clear. At the present time, Levi Strauss still restricts the outlets to
which it will sell. As indicated earlier, it is my view that this policy
is being pursued with the intent of signaling consumers about the quality
of the Levi's product. As Levi Strauss continues to diversify, the gains
from promoting a quality image increase; on these grounds we would expect
the firm to continue customer restrictions.

This is not the whole story, however. Firms have available a range
of instruments with which they can alter the consume;s' perceptions of
their product. For Levi Strauss, vertical restraints—~-and in p#rticular,
store choice-~served this function. For oﬁher firms, advertising serves a
similar function. One of the most striking changes in Levi Strauss' per-
formance since the onset of the FIC case has been its advertising strategy.
Before 1976, advertising played a small role in Levi Strauss' selling
strategy. The advertising budget averaged under $3.5 milliom per year,z
or less than 1% of sales. In 1976, the budget increased to $23 million,-
or 2% of sales; by 1979 Levi Strauss had launched a massive advertising -
campaign including Olympic support and had increased its.budget to $66.7

million or 3.2% of sales.3 It appears that Levi Strauss, having increased

lPopofsky argues "one might have assumed that all along...the real interest
here is a congruity of interests [in low prices] between marufacturer and
consumer.” p.1757 of the testimony. Haas is even more direct: "I don't-
consider suggested retail pricing a viable marketing tool anymore." p.2226
of the testimony.

2 dvertising Asze, Sept. 15, 1978.
3

Levi Strauss, 1979 Annual Report.
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difficulty in using vertical restraints to promote product quality, was
~tutning to an alternative node-—advgrtising. This may in the future make
customer restrictions less attractive. As noted earlier, the marketing
literature suggests that the value of both store prestige and price signals
declines with brand awareness. So the use of advertising may have reduced
the value of customer restrictions to the firm. And, indeed, there is
some evidence, as we will see in the next section pf this paper, that this
policy too may be being abandoned. |

I have argued so far that by the middle 1970s Levi Strauss was
able to maintain its high quality image without using rpm, through the
use of advertising, product development and so on.

In‘:he next section of this paper..I look at the recent evidence on
the effects of the change in selling strategy on Levi Strauss' performance,
and make some tentative estimates of the welfare consequence of the

FTC suit.

1'Ihe shift in Levi Strauss' position vis a vis its retailers is clear
from statements by. those retailers in the business press. Recently,
Levi Strauss began marketing its jeans more broadly, including to
J.C. Penney Co. and Sears. Higher quality stores reacted: "“There's
a general feeling of bitterneas, but at this point most stores just
can't afford to cut out as large a supplier as Levi's." (Business
Week,March 8, 1982, p.77)
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111. The Effects of Price Competition

1Ia January 1977, 4in the middle of the antitrust case, Levi Strauss

) formally abacdoned its policy of suggesting retail prices to its retailers.
In the discussion which follows, I trace the effect of this policy change
on Levi Strauss in the three years since that change, and make some tenta-
tive estinates of the nature and magnitude of the changes produced by
abandoning resale price maintenance on consumers.

The evidence in this case suggests that retail price maintenance
vas becoming, by the time the FTC case was brought in 1576, an cobsolete
policy for Levi Strauss. Still, in the absence of FIC interventiom,.it is
likely that Levi Strauss would have c;ntinued this policy for several more
years. The firm fought giving up the policy throughout the case; it was
not until the end of the case that Levi Strauss' lavyer declared that main-
taining prices was perhaps not in the firm's best interests. This rigidity
in changing firm strategy is not unexpected. 1f we view the pricing policy

as part of a complex bargain between retailer and manufacturer, as Caves

does,1 then one would expect it to take some time before the elements of
that bargain weuld be changed.

The FIC conpiaint vas brought in May, 1976. InJanuary, 1977 the
. Levi Strauss policy of suggesting retail prices was formally abandoned.
In June, 1977, price competition at the retail 1;;e1 began in earnest.
County Seat stores, a large retail chain, lovered Levi's prices by about
20Z; by the end of the summer prices had fallen to about 40Z below pre-

“wiously maintained resale prices,z at least in this area of the country

(the Midvest).

1Caves » Op.cit.
2Robert Steiner, op.cit, p.455.
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From the point of view of the consumer, abandonment of retail price

o

maintenance has two possible effectq: & change in price;--fypicllly a

decrease, coupled with some increase in price variance; and a change in the

level of services provided at the retail level. We have argued earlier

that few services were provided at the retail level as a consequence of the 35
pricing policy. There is further expirical evidence that abandoning retail

price maintenance did not substantially reduce service provision. Richard

Posner has argued that one vay to identify vhether a resale price mainten-

ance agreement is actively helping to provide services is to look at the-m
effect of imposing that restrain:.l I1f output decreases after a restraint
is imposed, this suggests that price maintenance is not providiang important
decand-augmenting services. In our case we have the opposite natural
experiment: vertical restraints have been abandoned, mot imposed. Removal a
-of these restraints will :anr_eue sales as prices fall, but tend to reduce
sales if prior restraints encouraged service provisien. So, if the removal
of restraints is accompanied by a rise in sales, this suggests that price
elasticity of the good is stronger than the service elasticity.

In the Levi Strauss case, the initial effect of the removal of the
vertical reg:ra.ints appears to have béen to increase sales. The Levi Strauss

3rd Quarter 1977 company report describes the situation: "U.S. retailers

initiated discount prices on certain jeans products to increase store traffic
and in-store excitement during & period when retail activity was generally
sluggish. The cbvious result vas an increased demand for Levi's jeans, which

brought us many new conluntrl-"z Company data indicate a large increase in

£
oz

1pichard Posaer, op.eit, p.l151.

zLevi Strauss company report, Third Quarter, 1977.
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les in both the second and third quarters of 1977. As indicated in
ble 1, annual sales growth was substantial.

" The 1977 e\.r'idence. :hén, suggests that resale price maintenancel
s nbt, in this r;cant pericd, helping to support m essential service.
lis is consistent with my earlier argument that, by 1977, resale price
Antenance as 2 quality signal was becoming obuﬁle:e. Later sales data
1lowed the same pa:t‘ern. 1978 at first appears ﬁo be .ccm:ra.ry to our
‘pectations. Growth in sales wvas quite modest; indeed m:q;loymen: growth
is negative and for a period of time during the -y.ear the firm was forced
; cut back to a -Io—dsy production week. The annual report sugge;ts -the
_rm's_ poor performance was prim;tily due to the jeans divisionm, “vhic.h

tffered a decline. :

An examination of the financial data of Levi Strauss' nearest rival,
| .
lue ‘Bell, helps to put Levi Strauss' 1978 performance in perspective.-

lue Bell suffered even more drastically than did Levi Strauss in 1978.
adeed in April, 1978, Blue Bell decreased its wholesale price b& 187:.l

his suggests that Levi Strauss' poor performance in 1978 was not primarily
he result of some firm-specific change like brand-name deterioration; bu;
ather came from an ﬁdus.try-uide phencmenon. The strong growth in 1979
lupports the view that Levi Strauss' brand-name has not deteriorated as a
onsequence of th;: pri..;:e competition. Levi Straus;s' market share dat.a

130 indicates its strong performance. Between 1976 and 1977, Levi S't'rnuss'

ales of jeans grew at a rate of just over 202, which is about the 's.':_aine_-.:as

he national growth in jeans.z This is quite good performance given the

-

;Robcrt Steiner, Brand Advertising and the Consumer Goods Econony, forthcc'mirfg.

LI].S. figures from Current Industrial Reports: Apparel; Levi Strauss data
from annual reports.
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increase in designer jeans during this period. A comparison with Levi

Strauss' major "plain jean rival, Blue Bell, is perhaps more illuminating.

3Blhe Bell had been losing market share to Levi‘S:rauss during the laze

1960's and early 1970's (ses Table 2). 1In 1974-1976, this market share

erosion halted; indeed in 1976, Blue Bell's market share increased slightly.

The price competition ia 1977 was accompanied by a return to the earlier

trend toward Levi Strauss dominance.

A caﬁparison of stock prices is also revealing of the competitive

position of the two rivals during the period. Iam Table 3 the closing stock

prices for Levi Strauss and Blue Bell on the first trading day of each month

are presented. In column 3 of that table, I have calculated the ratio of

the Levi Strauss stock price to the Blue Bell price. This ratio £falls in

" 1976 and them begins to elimb again im mid-1977. So the evidence suggests

that in 1977, Levi Strauss' relative position improved.

In sum, at least the preiimina:y evidence suggests that by 1977, and

through 1979, unfettered price competition did not result in a deterioration

of the Levi Strauss name. As Levi{ Strauss itself argued, retail chains in 7

lovering prices were "using cur jeans as traffic builders, not loss leaders;";

The enviromment facing Levi Strauss had changed; advertising; and built up

good will and consumer awareness, had changed the balance between Levi Strauss

and its retailers, so that price protection was no longer necessary to _ @

induce high quality stores to carry Levi Strauss' goods.
FIC suit allowed Levi Strauss to abandon what had become

graciously.

1Rnbert Grohman, in Forbes, August 21, 1978.
-76~
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Estimating the magnitude of the gains to consumers from price reduc-
tions is difficult. The initial effect of abandoning the policy was to
reduce prices, in some areas by 40Z. This reduction came, however, before
" edther Levi Strauss or the retail sector had adjusted ?o the new regine;
moreover, this large reduction was localized. Thus, this figure seens to
be a considerably overestimate of the price reductions to be expected from
the FIC actién in the first year. There is evidence in the testinony of
the case that Levi Strauss' price was several dollars above that of iﬁs
rivals. Part of this may well be attributable to the consunmer's perception
of higher quality of Levi Strauss; part is almost certainly a result of the
retail price protection offered by Levi Strauss. & conservative estim;ﬁe
is that the immediate effect of the FIC action was to reduce the price of
Levi Strauss' jeans by §1. In 1976, the firm sold 75 million pairs of jeans.l'z
In total, then, for 1976, a conservative estimate is that consumers saved
$75 million. If we assume a price elasticity of 1, this translates into
a dead-weight gain of just over $§3 nillion; with the remaining constituting
a transfer from Levi Strauss and its retailers to consumers.

There are two issues renaining in estimating the size of the gains
from a price decrease: how far did it spread and how long did it last?

Initial reports of the Levi Strauss price cuts indicate that Blue Bell

reduced its vholesale price by 18Z2. This may suggest that Blue Bell and

1There are two sources for this: Advertising Age, Sept. 12, 1977; and
and independent calculation. In 1976, Levi Strauss had jeans sales of
$569 millicn (annudl reports); if we divide these sales by an average
wvholesale price of $7.50 (based on invoices available in the Court
Tecord) wve evet an estinmate of volume of 75.9 milliom.

z1976 is used as a base year to calculate the welfare effect, even

though Levi Strauss did mot formally abandon rpm until January 1977.
1977 1s not a useful year for comparisons since the growth in sales
in that year may Treflect a pent up response to the 1ifting of rpm.
Using 1976 as s base gives a conservative estimate to sales, since
stzady-state post—rpm sales are likely to have increased.
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v
other Srand name jeans vere also earning supra-competitive returns,
.ﬁielded by Levi Strauss' price umbrella. On the other hand, the price
Teduction may represent a temporary, competitive response to Levi Strauss'
policy change. 1f we assume the jeans business sans Levi Strauss wvas
competitive prior to the FIC suit, the change in Levi Strn;as' behavior
vill have little effect on long run pricing patterns by other firms,
although the market share of the other firms may be reduced. A conservative
estimate is to issume no price change in non-Levi Strauss jeans. Alter-
natively, one can assume as does Steinerl that the price reduction in

non levis' jeans was equal to that in Levis. In this case, since Levis

has one-third of the market, the welfare gain from price matching would

be an additional $150 million. .
The time issue is also difficult. 1 have argued in this paper that

resale price maintenance was becoming, at the time of the FIC suit, a
dated strategy; in the long run one would have expected this policy to be
abandoned anyway. Thus, the prime effect of the FIC suit may well have been
to accelerate the strategy change. It is hard to know how much acceleration
was involved, although the viéor wvith uﬁich Levi Strauss fought the suit
suggests that the FIC action may have given consumers some not inconsiderable
time gain.

The nuvé avay from resale pfice nainﬁenance affects nof.only the
level of prices but the distridution across retail and vholesale levels.
Since more of the cost of promoting its name will be_doue at the manufacturing
level through advertising rather than at the retali level through services,
ve vouid expect an increase in the wholesale price of Levi's. At the same-
time, as retaillers move toward price competition and avay from service :
competition in response to the sbandonment of resale price maintenance,
retail mark-ups should fall. This appears to have happeced in 1977; ve

would expect mark-ups to remain at @ lov level. There are two forces at

lhbert stdn‘r. ﬂn_c_iin
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work which might lcad to further reductions in these margins. First, 1f
Levi Strauss' custoner restriction policy eases, allowing for sales by
Tetallers with even lowver service levels, margins should decrease further.
Secondly, as Steinerl argues, margins may decrease as advertising levelsg
Tise, since such advertising affects the relative bargaining pover of
Levi Strauss versus its retailers. -

Retailers typically compete along two dimensions, price and
service quality. Resale price maintenance obviously limits competition
on the former. In an industry like retailing in which there is easy
entry, limiting price competition will result in an increase in average
service levels until excess profits are dissipateﬁ. Stores which find
it easy to provide ser;ices vill do relatively well in this environment;
stores which have traditionally been more price-oriented will stop carrying

the supported merchandige., Abandoning resale price maintenance produces an
important change in the environment 4n which retailers operate. One would

expect a change in the relative success of service vs. price—oriented stores. .
In the Levi Strauss case this effect ig muted scmewvhat by the continuation

of the firm's customer restrictions policy, which limits the merchandise
available to very low service, low price stores. Nevertheless, we have
observed since 1977 a shift in the pattern of retliiers carrying Levi jeans.
Managers of small stores report "ve can't compete with the big mall stores;”
and duhere once as many as 16 je-ng shops might be doing business in a single
shopping mall, today it's mainly the large volume chains that are prospering
in the basic jeans narket."3 Indeed, recently Levi Strauss began to op;n its
sales up to mass marketers, including Sears and J.C. Penney Co.& This 1is -

consistent with cur sarlier arguments that customer restrictions may be-

cozing dated in the light of Levi Strauss' stronger image.

IStcinet. op_eit
2$tate Journal, op cit.
3Forbes. August 21, 1978

tp———

‘Business Veek, March 8, 1982, p.77.
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V. Conclusion

| The apparel industry has been a frequent tafge: ;f Federal Trade
@mnission resale price maintenance charges. Levi Strauss wvas a prominent
%xmﬁle. In this paper I have tried to examine Levi Strauss' motives for
ngaging in reshle price maintenance and customer restrictions. During
'ts 1960's expansion, the firm appears to have used these restrain:gbto
lrumo;e 1ts‘brlnd pame quality ixmage. In the later 1970's, as the FIC

ction made resale price maintenance impossible, and as the structure of
1 ' -

32

he company evolved, the firm turned instead to more aggressive advertising

S a way to promote its brand name. Indeed the evolution of Levi Strauss'

trategy folloved closely the pattern outlined by Telser in his classic
‘rticle on resale price maintenance.

If the manufacturer wishes the special services of
tetailers, he may set a floor to the retail price

of this new product. . After a new product has gained
vide consumer acceptance, its producer no longer
needs to maintain a minimum retail price. We may
expect to cbserve the resale price maintenance
agreenments of new products to persist for as long

as 1t tlkei the product to become familiar to
consumers.

The principal effect of the FIC action appears to have been to

ave stimulated the £irm to make this transition in its policy.

Telser, op cit.
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Executive Summary

| In May, 1976 the Federal Trade Comnission filed suit against
Levi Strauss charging the company with engaging in vertical restraints
to fix prices at the retail level. Particular charges included resale
price maintenance and customer restrictions. The case was settled in
1978.

In.this paper, it is argued that levi Strauss restricteé its
retail outlets as a way to signal consumers about the high qﬁality of its
jeans. Resale price maintenance was used to provide adequaté'reggil
pargins to the more service-oriented re:ailer; that Levi Straﬁ?s vas
trying to encourage to stock Levis.

Manufacturers have a variety of technigques which may be used to
convince consumers of the quality 6! their product. Llevi Strauss
ofiginally used store réstric:ions. As the company became more well
known, through increased advertising and repeated customer purchases,
store restrictions became les:.inﬁbrt;nt. At the same time, Levi Strnﬁss'
improved image ltréngthened its positions vis a vis its retailers and
made the resale ﬁrice maintenance as a vay to 1nduce-stores to stock
Levis obsolete.

The FIC action nevertheless had an important effect on Levi Strauss,.
aﬁ least in accelerating the process by vhich resale price maintenance
was abandoned. The effect of the ¥IC action ap;ear: to have been a
substantial price reduction on Levis jeans, and perhaps rival jeans
as well; a £fall in retail margins on jeans; and 2 lhift.in the stores

carrying jeans tiiy from small, high overhead operations.
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Levi Strauss Financial Data

Annual Earnings _ Annual Return Return
Growth Net per Number of Growth in on on
Net Sales in Sales Income Share Employees Employment = Equity Sales_
{000,000) (000,000)
1967 176.5 7.8 $ .40 12527 19.0% AAZ
1968 - 213.5 R 3 § 4 12.1 .62 14067 12 25.8 5.7
1969 269.0 26 14.7 Y 16466 17 25.6 5.5
1970 349.5 30 18.6 .96 18900 15 26.8 5.3
1971 4320 24 19.7 .93 21383 13 23.2 4.6
1972 504.1 17 - 25.0 1.15 25137 18 16.8 5.0
1973 653.0 30 11.9 .54 29141 16 7.0 1.8
1974 897.7 L 34.9 1.60 30141 3 19.8 3.9
1975 1015.2 13 64.7 2,95 29675 -2 .4 T 6.
1976 1219.7 20 104.8 4.71 32540 10 39.5 8.6
1977 1559. 28 129.8 5.87 37170 14 35.8 8.3
1978 1682, 8 144.9 3.28. 35100 -6 31.3 8.6

1979 2103. .25 191.4 4.5 44700 27 3.3 9.1

Source: Levi Strauss, Annunll Reports
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Table 2

Blue Bell Data

Market Share

Annual - Net Return Blue Bell Sales ¢
Net Sales Grovwth Net Income on Sales Blue Bell+Levi Sales
:f§7 164.9 - 5.3 3.22 .48
168 188.3 142 6.0 . 3.22 47
169 202.7 8 7.9 3.9 .43
70 238.8 18 9.6 4.0 .41
:|71 293.9 23 13.2 4.4 40
172 344.5 17 15.0 4.4 a1
173 412.3 20 15.1 3.7 , .39
76  513.8 25 19.8 3.9 .36
175 568.6 1 25.8 4.5 .36
176 730.4 28 56.6 - 7.7 .37
177 873.7 20 70.7 8.0 .36
178 872.3 -1 53.6 6.1 .34

mree: Annual reports.
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First trading day of
January, 1976

February
March

August
Septenber
October
Noveaxber
December

January, 1977

February
March
April
May

June
July
August
September
October
November
December

January, 1978

February
March
April
May
Jure
July
August

September

October
November
December

January, 1979

February
March

August
September
October
November
December

*Stock split, 2 for 1.

Table 3

Trends 1in Stock Prices

1976 = Present

Closing Stock Price

36

1S Price/BB Price

levi Straus Blue Bell
40.3 37.3
45.%4 44.]1
47.0 45.6
49.2 44.3
49.6 - 44,4
43.5 39.4
43.3* 42.4
22.1 40.4
19.5 v 60.3*
21.5 21.4
21.7. 22.5
25.7 25.5
27.5 28.4
28.4 29.6
27.2 . 30.1
26.3 28.5
26.7 28.6
28.5 25.7
28 -27.5
27.1 25.2
27.1 23.6
27.5 22.4
27.2 - 23.1
28.7 23.5
29.1 23.1
28.4 23
29.3 21.6
29 23.5
33 23.1
33.1 20.5
38 19.1
35 20.6
36 21.2
33 18.4
34.3 20.6
3.7 20.4
42.2 23
42.3 23
46.5 25.4
47.3 27
47.7 25
49.5 -25.4
55 26.2
60.3 27.4
63.4 25.6
57.4 24
67.4 27.6
-84~
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Sharon Oster
Revised March 1982

Levi Strauss: Some Hypotheses and Necessary Evidence, A Proposal for
' Darg Gathering

‘i. Advertising

The major argunent made in my analysis of the Levi Strauss case
was that the firm used a mix of resale price suégestions and customer
restrictions to ?romo:e its brand name, high quality image. Abandonnent
of the price sugge#tions should increase the firm's reliance on ogher
available signals' most prcminently advertising.

Up-to-date and past data on advertising levels of Levi Strauss -and
its major rivals should be collected. ievi Strauss annual reports provide
ndvertiging data back to 1976, although these data are inconsistent with
that of Steiner (Steiner cites ; figure of .5% advertising/sales in 1576,
vhile annual reports give a figure of 1.9Z). These discrepancies need to
be cleared up; these data need to be extended into the further past and .
. dnto the.future. Also, parallel data from Blue Bell would make a useful

comparison.

2. Wholesale Prices

Since more of the cost of promoting its name will be done at the
manufacturing level through advertising rather than at the retail level

through services, we would expect an increase in the wvholesale price.pf Levi's.

3. Retail Margins

As retailers move tovard price competition and away ffom service.
competition in response to the abandonment of resale price maintenance,
retail mark-ups should fall. This appears to have happened in 1977; ve
would expect mark-ups to remain at a low level. There are two forces at

wvork vhich might lead to further reductions in thege margins. First, if

bl



Levi Strauss' customer restriction policy eases, allowing for sales by
tetailers with even lower service levels, margins should decrease further.
Secondly, as Steiner argues, margins may decrease as advertising levels
rise.

In order to test this hypothesis directly, we need to compare the
vholesale price data gotten from Levi Strauss with a samplé of retail price
data (see item 4 for a discussion of this).

An indirect test of the hypothesis would involve an examination of
the change over time in the number and type of retail outlets carrying the
Levi's product. As margins fall, high service-type operations wili no
longer find it profitable to carry the line; indeed there is scattered

evidence cited in my paper that this is already occurring. A recent

Business Week article suggests that Levi Strauss is widening its

retailers to include Sears and Penney's. (Business Week, March 6, 1982)

Further evidence from lLevi Strauss on the characteristics of its

retail outlets now versus 1976 would be extremely useful.

4, Final Prices

The initial effect of the FIC action was to reduce retail prices,
in some areas by as ﬁuch as 40%. This reduction came, however, before
either Levi Strauss or the retail sector had fully adjusted to the new
regime. The arguments under 3, above, suggest that retail margins should
in general fall as a resuit of the abandonment of resale price maintenance.
Wholesale prices, on the otﬁer hand, given that Levi Strauss has increased
its advertising levels significantly, should rise somewhat. So, the net
long-term effect on prices LQ uncertain.

The abandonment of resale price maintenance will affect not only

retail price levels, but the variance in retail prices. In particular,

—-89=-



ve should expect to observe a diversity of price/quality combinations as a
tesult of the loosening up of price restraints. This conplicates the process
of data collection. I1f there is more than one pribe, vhat price do we
collect to observe trends over time? The best strategy would seem to be to
go back through old newspapers in several cities, to find trends in adver-
tised prices. Lansing, Michigin. where the Great Jeans War began is an
obvious choice; perhaps New York.and San Francisco ﬁight be other cases.

An additional issue raised in the paper, and a matter of dispute”
between Steiner and ny;elf. involves the price reductions expected in.

Levi Strauss' rivals. There are reasonable arguments on botﬂ sides of
this: Llevi Strauss may have used its policies to support a price umbrella
in which case sll jeans' prices would fall after the FIC action; alterna-
tively rival prices may already have been at competitive prices,in which
case Levi Strauss' price decrease would éinply have altered market shares.
This is an empirical issue. Data could be collected on prices charged

by Blue Bell and perhaps two or three other jeans' firms in the same

way Levi's prices Gete collected (discussed above).

A final issue in Levi Strauss' prices is the short versus long run
effects. As indicated in the paper, there is an argument that abandon-
ment of rpm will degrade Levdi Strauss'-brand name; and that the surge in
sales in 1977 simply represented the "cashing in" of Levi's image. .If
this 48 indeed the case, ve ghould observe all else equal some decline
in sales in later years. 1f, on the other hand, =y hypothesis is correci} ,
no such decline would be expected. Evidence on these contrasting hypotheses
is difficult to gather, but conparitive data on stock prices and sales '

of Levi Strauss and its two or three top rivals would be suggestive.
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The Industry Study: Marketing Shoes

The purpose §f this review of the Florsheim case is to help determine if
continued prosecution of vertical restraints imposed by manufacturers,
particularly resale price maintenance (RPM), is in the best interest of consumers.
The immediate concern is less with legality than with maximizing consumer welfare,
for the objection to RPM is not simply that it is illegal, but also that it does
not maximize consumer welfare, ;nd may not even maximizé manufacturers' profits.l
While the FTC was properly concerned with both optimalitf and legality in the
Florsheim case, the distinction between these goals in the case of RPM has
been questioned recently. As noted by Justice White in his dissenting opinionm,
the logic of GIE-Sylvania implies that the rule of reason should be applied
to price as well as non-price vertical restraints. GTE-Sylvania has promﬁted
discussion of adopting a rule of reason test or even a per se legality
- Tule for RPM. This case study is one step in considering new guidelines
for vertical restraints cases: determining the welfare implications of
prohibiting a reasonably typical consumer goods producer from imposing such
restraints.

Analyzing the Florsheim case requires a thorough understanding of marketing,
since the vertical restraints imposed by Florsheim were simply among the means
by which it attempted to achieve its optimal (profit-maximizing) "marketing
mix.” "Marketing mix" is the phrase textbooks use to describe the bundle of 8
attributes a company presents to the consumer: product, price, place and
promotion.2 The FIC complaint objects to Florsheim's practice of resale
price maintenance (price), its attempts to secure éxclusive dealing and to avoid
discount outlets (place), and its discriminacory assistance to dealers (promotiou).gs
. Determining the impact on consumer welfare of prohibiting these measures

requires the answers to three different kinds of questions. First, why did
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florsheim choose its original marketing mix? Did this mix maximize profits -
or sales? Second, why didn't Florsheim use the availablé legal methods of
-ichieving its preferred marketing mix? For example, wﬁy didn't Florsheim

}ell only through its own outlets, ]like Thom McAn? >Or,,if Florsheim knew
:nough about consumer demand to impose RPM, why didn't it charge instead a
vholesale price that leaves only a competitive retailer margin? 3 Third,

vhat is the relationship between érofit maximization for Florsheim and welfare
naximization for consumers? Iﬁ a competitive industry, profit maximizing
;ehavior achieves only the required rate of return for that industry, and
improves consumer welfare by preventing the seller's bankruptcy and_dis;ppeaz-
ince from the market. The same tactics, puréued in a non-competitive industry,
:6uld harm consumers by extracting from them profits above the required rate

Sf return.

! This study addresses these questions in two stages. The fiést is an
.ndustry study; i.e., an analysis of materigl on strategy and structure in

‘he shoe industry which helps explain how Florsheim's behavior emerged from

ts goals and the constraints of the market. Sections I - III examine in

|

}etail the structural and behavioral evidence on the welfare effects of
'lorsheim's marketing strategy. Alternative hypotheses about Florsheim's
‘ehavior, and its conséquences for consumers, are introduced as the relevant
'nstitutional detail is developed. The hypotheses, their welfare imp%;ea;idns,
nd the empirical tests which could distinguish them are all summarized at

he end of the industry study (Section IV). Section IV also contains my
waluation of the evidence bearing on the validity of each hypothesis, including
b analysis of the preliminary price survey taken by the FIC shortly after

bolition of Florsheim's RPM practices. The hypotheses are not all mutually
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exclusive, but they are not all equally likely, either.

The second step, presented in a separate report, is to utilize the

information from the industry studx and preliminary priée survey to design )
a system for monitoring the shoe market during and after the FIorsheif

consent decrees. The purpose of this monitoring would be to establish, more

firmly than poésible with the present evidence, which of the hypotheses about @

Florsheim's marketing strategy are correct.
Carrying out the empirical study is the obvious third step; perhaps

this study will persuade the FTC to make that investment.

I. Shoes as a Product énd the Demand for Shoes

In the language of marketing texts, men's dress and casual shoes are
shopping goods, sold in a segmented market, with several bases for segmentation.
These product characteristics indicate a concentrated marketing strategy, e
with exclusive or selective rather than extensive or mass distribution and

advertising. The purpose of this section is to render these statements into

the language of economics.

A. Shoes as Shopping Goods: Buying Habits and Marketing Strategies

Of the many ways of classifying consumer products, the most relevant
for our purposes is based on shopping habits. A common taxonomy divides - @%
products into three classes:4

Convenience goods: fregquently purchased, with little e#pendituxe

of time or money per purchase; perceived risk
and decision effort low.

Shopping goods: less frequently purchased, with considerable
expenditure of time and money per purchase;
perceived risk and decision effort high.
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Specialty' goods: any good; with such strong brand preference that
: "a significant group of buyers are habitually
willing to make a special purchasing effort;"
perceived risk high, but "in-store" decision effort
very low.

Shoes, including men's shoes, are obviously shopping goods. We shall
énsider the characteristics of demand for footwear whi;h make it a shop§ing
sod below; for the moment let us consider the implications of buying habits
5r marketing strategy.

Since advertising attempts to convert both convenience goods and shopping
éods into specialty goods, successful advertising blurs these distinctions.
ér example, jeans are shopping goods but Levi's are specialty goods.5
osrter's extensive research has shown that advertising is much more likely
> succeed in elevating a convenience good brand than a shopping good brand
5 specialty good status. The reasons for this are fairly straightforwaré.
%vertising is costless information of relatively low qﬁality. and thus more
ikely to be influential in éurchases where the consequences of error are
ow, either because little money is involved or purchases are frequent.
jere consequences of error are high, usually because the product is expensive,
Ae consumer invests in addition#l information by direct inspection, salesclerk
%sistance, etc.; in other woids, he shops. Therefore, in most cases the
anufacturer of a shopping good must rely on retailer inputs of advice,
arvice, ambience, credit, etc., to resolve the consumer's decision problem
1 favor of his brand. Vertical restrictions to ensure provision of these
arvices may, by maximizing sales, maximize both profits and .consumer welfare.l
i2 real distinction between shopping goods and specialty goods (oz:convenienCF._
sods) is that for the latter, the manufacturer's advertising and/or product f

Jality.suffice by themselves to induce purchése--retai;er efforts are

rrelevant.
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A shopping good manufacturer whose advertising or product gquality has
elevated his product to specialty good status should be indifferent to the
é&ality of the retail outlets selling his product because consumers have been
persuaded to purchase his brand before entering the store. This assumes that
post-purchase service is either unnecessary (Levi's) or provided by the
manufacturer (Sony TV's). A manufacturer in this position should aim f;r
extensive, low-cost distribution to minimize consumers' total costg. Low-
cost, low margin distribution will maximize sales, consumer welfare, and
(given wholesale price) profits. 1In marketing terminology, Steiner's assertion
that Levi Strauss was pursuing a suboptimal policy with RPM is equivalent to
saying that Levi Sﬁrauss failed to recogn;ze that Levi's had become a specialty
.good.7 Furthermore, if Florsheim shoes have become specialty goods, a switch

to extensive, low-cost distribution will maximize consumer welfare as well as

Florsheim's profits (assuming no negative impact on wholesale price) .*

* The convenience good/shopping good distinction explains why shoes are
not used as "loss leaders"” to attract traffic to the store. This question
was raised when the FIC attorneys asked Florsheim to justify its discriminatory
practice of making damaged shoes available to only one retailer (Chernin's
in Chicago). This practice struck the FIC attorney as discriminatory because
other dealers too "might want to sell damaged merchandise as a loss leader,
something to bring people into the store, thus selling a greater number of
Florsheim shoes.” But as retailing texts point out, effective loss leaders
must be convenience goods, not shopping goods. That is, in order to both
attract customers and produce sales of goods other than the loss leader itself,
the loss leader must be freguently purchased, carry a familiar price so that
the bargain is recognized, and be a "small ticket” item so that the shopper
will want to buy something else to make the trip worthwhile and have money
left over to buy something else.® children's sandals, or possibly some cheap -
non-leather footwear may fit this description, but men's leather shoes do not.
Furthermore, something not mentioned by the retailing texts (probably because
they are oriented toward training department store management) is that loss
leaders work only in stores with a variety of merchandise. Thus children's
sandals could be an effective loss leader in .a family shoe store, because
shoes for other family members could be purchased. In a narrow product-line
outlet such as a men's shoe store, the man who purchased the loss leader would
have no further need to shop at that outlet. For these reasons, it appears
to me that Florsheim’s method for disposing of damaged, shopworn, and returned
shoes does not place its regular dealers at a disadvantage.
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Are Florsheim shoes a specialty good? Unfortunately there is no
bjective test of a brand's status in the market. Both Florsheim and local
_hpe retailers refer to “Florsheim™ as “"a magic name at retail,” but Florsheim's
PM péactices, aveidance of discounéers, and assistance to retailers indicate
belief that rlorsheiq shoes are conventicnal shopping goods. This is an
xample of the methodological problem mentioned in the introduction. It is
lear that Florsheim is following the profit maximizing strateg? for a shopping
bod, but that may not be Florsheim's best strategy if in fact Florsheim shoes
ave become a specialty good. The policy issue facing the FTC is the extent
p which it.wishes to supplant manufacturers'-judgment on this matter.

We shall return to the issue of Florsheim's status as a shopping good
r specialty good repeatgdly: evidence on the issue will be presented in the

purse of our discussion of the relevant aspects of marketing.

| B. The Nature of Footwear Demand and Market Segmentation

1. Economic Determinants of Demand

Economists have little to say about the demand for shoes, both absolutely
pd relative to other goods. While Houthakker and Taylor did estimate a
emand function for shoes, "because of the low R2 and the assumption that

spreciation equals zero, this equation leaves much to be desired."lo Thé

2 of their footwear demand equation was only .71, much below the .92-.99
ange for other goods and services. The short-run elasticity of demand with
aspect t§ expenditure (roughly, income elasticity) was .94, -indicating that
aoes'are a normal good; and the short-run real price elasticity was -.91l.

This kind of aggregate summary statistic about demand, an income or

}ice elasticity, is almost useless as a guide to understanding the market for




a differentiated fashion good such as men's shoes because it assumes that
shoes are a homogeneous good, and thgt consumption of shées is influenced
primarily by income and price. These assumptions of conventional economic
demand theory are applicable to long-run demand; e.g., to the consumer's
allocation of his budget between housing and shoes, but not to short-run
demand; e.g., to the consumer's choice of a brand of men's shoes; To
understand short-run demand, choice between brands, we need to survef consuﬁer
psychology. We need to understand short-run demand because that is Qhat

the marketing strategies of shoe companies such as Florsheim are tryiﬁg t;

influence.

2. Psychological Determinants of Demand: The Importance of “"Tastes”

Texts in marketing usually begin their discussion of consumer behavior
with a brief summary of Abraham Maslow's theory of motivation.ll Briefly,
Maslow positeé a heirarchy of human needs ("Maslow's Heirarchy of Needs"),
and further hypoﬁhesizgd that the most urgent needs will be satisfied first,
and that once a need is satisfied it ceases to be a motivator because the
person moves on to the next need. Maslow's heirarchy is as follows:

1. Physiological needs

2. Safety needs

3. Social needs (belongingness and love)
4. Esteem needs

5. Self-actualization needs.
The needs and the heirarchy are fairly cbvious, as is their relation to

conventional economic theory. Traditional demand theory includes in its

utility function only satisfaction of the first two of these needs, physiological

and safety. Needs three and four are explicitly excluded via the assumption
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1at utility functions:are independent; need five is never considered.

adeed, Leibenstein's attempt to incorporate those social, esteem, and self-

stualization needs is appropriately titled Beyond Economic Man.12 But

Echusg physiological and safety hequ are satisfied for most people, at least
; OECD economies, they are no longer motivators of hgmass even if they are
e 1m§ortant than social, esteem, and self-actunalization needs. Thus
wnufacturers, éven of goods which satisfy an obvious physiological and safety
*ed like shoes, generally ignore those attributes in favor of emphasizing
;e fashionableﬁess of their goods. .

Edward Filene, founder of Filene's Departmént Stores, commented on“Fhis
tend in 1930:

...the whole tendency of production is to put as much style
~ and as much variation as possible into staples, so that a

style element enters importantly into most of the merchandise

which most stores handle today. 3 .
. In shoxt, the necessity of keepin§ cne's feet warm and dry is the reason
;.buy shoes, but has almost nothing to do with the brandrof shoe we select.
f course there are exceptioné to this generalization: Wright "arch freservez"
K0es, Dr. Schéll's sandals, Earth Shoes, and Naturalizers ("No thanks, I'd
Lther walk!") all appeal directly to physiological and safety needs. And
ixed appeals are possible; e.g. Famolare's slogan, "High heels-don';.have )
> hurt!" But in general success in selling shoes to all but the poorest
nsumers will deéend on satisfying the consumer's psychological needs rather:
han his physical néeds.

Thére is reason for Qeﬂtioning the basis of consumer psychology, in
3dition to the obvious one of eséablishing the importance of tastes. The
rimacy of psychologicai needs as actual short-run motivators of behavior sh;uld
¢ kept in mind vhen considering the welfare effects of advertising and other

romotional expenditures. In high income countries such as the United States,
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the marginal benefit to consumers of satisfying needs for esteem, status,

and self-actualization may be much higher than the marginal benefits of

_ increments to physiological or safety needs. The consumer's demand for fashion

may be as "legitimate™ a demand for the market to satisfy as any other needs.

3. Effects of Diverse Tastes on Marketing Strategies

Tastes for shoes, like tastes for most apparel, are remarkably aiverse.

Marketers have three basic ways of characterizing tastes: homogeneous

preferences, diffuse preferences, and clustered preferences, as shown in

14 . -
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The implications of preference pattern for marketing strategy are obvioﬁs.

If preferences are homogeneous or weak, there are no natural market segments:
extensive distribution and mass media advertising (particularly TV) are the -

- i
dominant strategies. The appropriate_ strategy for diffuse or clustered .

preferences depends scmewhat on how many sellers there are in the market.

Bven if tastes are diffuse or clustered, a single seller might well locate

Hy

his product in "the center of the attribute space” to minimally satisfy all

Il
[

customers; two sellers might locate at the center and compete vigorously for

market share with extensive distribution and mass media marketing. But if
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iny sellers populate a diffuse preference market, "they are likely to eventually
)sition themselves fairly evenly throughout the space and show real differences
)y match consumer preference differences.“ls Sellers competing in a market with
iﬁstered preferences will select one or more market segﬁents as their Farget.
} either case, multiple sellers in diffuse or clustered preference markets will
ractice segmented marketing. This means selective distribution and advertising
irough speci;lized media, not extensive distribution and mass advertising.*
These concepts are useful in understanding the footwear industry, thch is
;aracterized by diffuse tastes and many sellers. There is no direct evidence
éat footwear tastes are diffuse, although that is certainly suggested by the
1sual empiricism of one's own shopping experience. However, there are two

leces of indirect evidence for diffuse tastes. First, Consumers Union, the

blisher of Consumer Reports, does not rate either apparel or footwear precisely

;cause tastes are too diffuse to make such comparisons possible.16 Consumers
|
}ion certainly rates products where subjective impressions and consumers'
1stes are important, for example, frozen pizza and condoms. But tastes for
lese products are apparently clustered, so that a meaningful comparison of
1ste attributes can be made with a reasonably sized survey panel. Furthermore,
;ere are laboratory methods for determining brand perforﬁance on objective
;tributes of these products, but not for apparel.

.The second pieée of evidence for diffuse tastes is the large number of
;ands: at least 179 brands of "Regular and Casual™ shoes according to Leading

17 If the textbook étratégy

itional Advertisers' Class/Brand YTD for 1978.
)r marketing to diffuse tastes is correct, and/or is being followed by shoe

mnufacturers, we can infer diffuse tastes from the proliferation of brands. -

: *THese conclusions would not hold if there were significant economies of

:ale in shoe production, combined with weak preferences. In those circumstances,
.1 producers would locate at the center of the attribute space; segmented
irketing would be precluded by consumers' preference for low price over variety.
ywever, econcmies of scale in shoe manufacture are quite small relative to the
irket. '
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-This inferehce is strengthened by another characteristic of apparel

markets, one which I have not seen discussed anywhere: people buy more than

6ﬁe style of shoes. Unlike the purchase of a house or a car, the purchase

of one pair of shoes does not preclude the purchase of another: the consuﬁer
does not have to make a once~-and-for-all decision about which of his tastes

he should induige. This encourages manufacturers seeking market share to
proliferate brands and styleé, since persuading the consumer to buy your

suede loafefs does not preclude selling that same customer your patent leather

disco boots.

4. Footwear Advertising: Evidence on Market Segmentation

Careful study of the published data on footwear advertising provides
considerable insight into the general marketing strategy of the industry,
intra-industry variations in strategy, and Florsheim's stratggy.18 Table 1
shows the distribution of 1978 advertising expenditures by media, for all
companies which spent more than $10,000 on aavertising. Table 2 shows the
television and total-advertising of the teqﬂlargest TV advertisers of shoes, -~
Table 3.showslrlorsheim's advertising expenditures, and Table 4 shows the |
men's shoe advertising expenditures of Florsheim's closest rivals. Table 4
also shows the advertising/sales ratio for the companf owniné each brand;
disaggregation to brand level was impossible because of data 1imitationsi &

Economists and marketers have suggested that the more segmented the
market, the more advertising expenditures should be directed to selective
media such as magazines, rather than undifferentiated mass media such as TV,

especially network TV.19 Table 1 indicates that most firms place little -

reliance on network TV. Although network and spot TV together comprise hal

of aggregate advertising expenditures, TV advertising is concentrated in a
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ery few firms. Of the 179 brands in LNA's "Regular and Casual" shoe category,
8 (55%) advertised only in magazines. Only 1l brands comprise the $4,085,000
- £ network TV advertising, and Hush Puppies accounts for 29.3%. While 52 brands
Ee spot TV, the largest user (Thom McAn at $4,976,600).accounts for 55.7% of
he total. 1In sport footwear, the $3,723,900 for network TV advertising is
pPent by only six brands, with Keds alone accounting for $2,551,400, or 68.5s.
n short, most manufacturers have chosen very selective rather than mass
arketing, using magazines to reach their target audience. Note that even

he aggregate figqures show a higher percentage of magazine advertising for
port footwear. Most sport footwear is used for particular sports (exceéi for
ogging and tennis shoes) and specialized magazines exist to serve fans and
articipants in most sports. Thus targeted advertising is both more necessary
nd more feasible for this category of footwear.

Table 2 contains the exceptions which should prove (test) our rule: the
dvertising budgets of the ten largest TV advertisers. Of the ten, six have
hosen TV as their only or alﬁost their only advertising medium (92-100% of
otal advertising). The hypothesis that footwear should not rely on mass
arketing actually fares rather well when one examines this list, although
: here is one genuine anomaly. Two of the ten, Thom McAn and Penney's'Family
hoes, are retailers rather than manufacturers, and sell to the low income
arket ideally reached by TV. Buster Brown Shoes and Stride Rite children's
hoes also rely almost exclusively on TV, as do Interco's brands of ﬁhild;en's
hoes, Red Goose Shoes and Poll Parrot (1l00% spot TV). Children's shées are
relatively!) low-priced, frequently purchased, have much less varieé& of
tyle than adult shoes, and of course are not purchased by the ultimate consumér.
hese characteristics make children's shoes much more like a convenience than a

hopping good, making them suitable for TV advertising. Naturalizers, Mushrooms,
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Scholl's §andals, and Hush Puppies each have some unique physical characteristic
which their manufacturers believe, apparently correctly, will appeal to a large
‘fraction of the population, thus making TV a natural ad§ertising outlet.
Interestingly, the characteristic each claims increases health or comfort:
Naturaiizers {"No thanks, I'd rather walk!™) and Mushrooms ("She's taking

that Mushroom ﬁalk") claim uniquely comfortable soles; Hush Puppies claim
uniquely comfortable uppers (breathable pigskin). The unique feature is
heavily advertised, and is combined with a variety of styles so that diffuse
tastes in fashion can be mated with the homogeneous or clustered taste for the
unique feature. Scholl's approach is slightly different in that its shc;es do
not all have the same unique physical characteristic; the common feature

being an over-riding design emphasis on health. Scholl's are probably more
nearly specialty goods than Florsheim’'s.

The remaining two brands, Florsheim and its close rival Freeman, do not
fit the hypothesis as well._ Freeman appears to be a genuine ancmaly, a medium
to high priced men's shoe that relies solely on TV advertising. But TV is only
25% of Florsheim's advertising and Florsheim's TV ads are for men's and wecmen's
combined shoe stores. 1In Table 3, which shows Florsheim's advertising budget
in more detail, we see that Florsheim's men's shoes are advertised almost
exclusively in magazines. Florsheim does not advertise all of its brands; its
lower-price "Worthmore" brand is carried only in company-owned stores and is
not advertised. This is consistent with advertising quality rather than.price
in appealing to the tastes of the target audience. |

Table 4 presents evidence on the advertising strategies of Florsheim's
rivals, Except for Freeman, they rely on magazine advertising, an indication
of selective marketing. The same is true of higher-priced brands such as
Alden, Allen-Edmonds, Church's, Bally, Pierre Cardin, Clark's; and of lower

priced brands such as Bostonian, Dexter, and Wright Axrch Preserver. It is
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lso worth noting that a few brands appear to do no advertising, relying

astead entirely on company~-owned outlets (e.g. Gucci, Hanover), or mail-

_Eder business (e.g. Stuart McGuire). Of course, this table may also reflect

;oncmies of scale in TV advertisiné, which preclude its use by smaller firms.
The manufacturers which advertise do not advertise very much, compared

5 other manufacturers of consumer goods. Even Florsheim, by far the heaviest

jvertiser among men's shoes, devotes only 0.25% of sales to advertising.

Sis is another indication that shoes are shopping goods; i.e. that the

%nufacturex cannot “pull” shoes through the distribution channels by advertising

> consumers but that retailers can "push” shoes through by their own .promotional

fforts on behalf of particular brands. Advertising helps, but less for shoes

han for toothpaste, so that in-store promotion is essential.

[
However, we must be cautious about this inference because of our inability

; correlate dollars spent on various media with messages presented to consumers
r effectiveness of those messages. Magazine publishing is more competitive

han television, so that the'advextiéing/sales ratio of a company which relies

n magazine advertising could be lower than that of a company which relied on

v, even if both were presenting an equal number of messages of equal effective-

ess with their target audience.

5. Bases for Market Segmentation

Having established that shoes in general and men's shoes in particular,
re sold in segmented markets with diffuse tastes, it remains to determine the
egments relevant to this study. Marketers generally recognize four éategories
f “segmentation variables,” characteristics of consumers that correspond to
arket segments: gecgraphic, demographic, psychqgraphic (lifestyle, personality). .

nd behavioristic {e.g., purchase occasion, user st:zn.:us).:"o The first two bases
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are self-explanatory; the latter two can be lumped together as "“tastes" for
our purposes.

Florsheim does not have geographic market segments; examination of its
customer list confirms that it oﬁeiates its own stores and sells to independent
retailers in all states, and in both major cities and small towns. Company-
owned stores are located in larger towns (SMSA's), but are not confined to any
one region of the country. Therefore Florsheim's price policies for its own
stores influence prices in all geographical areas of its market.

Florsheim does occupy a definite demographic market segment, middle-income
males; appeals to relatively conservative, traditional tastes in men's shoes;
and confines itself fo leather dress and casual shoes. I feel quite confident
of these conclusioné, which are based on my own comparison shopping, interviews
with local retailers, and case testimony. It is more difficult to be certain
about why Florsheim has chosen this particular market segment. Simply listing
the difficultie# of opérating in other segments will not suffice, since other
companies do operate successfully in those segments; However, we can show in
Sections II and III why operating in multiple segments is difficult, thus
explaining why Florsheim does not also enter, for example, the low-income market.
And there i§ some circﬁmstantiai evidence, presented next; to inﬁicate why
Florsheim and most other American shoe manufacturers, have chosen the middle~

income, traditional leather shoe market segment.

C. Aggregate Statistics on Footwear Supply and Demand

Florsheim's choice of market-segment is considerably influenced by the
relative cost of producing various types of shpes here and abroad. The American
shoe industry is under great pressure from imports, but that pressure is not

uniform. For the moment at least, American manufacturers have been able to
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mpete with imports in the middle-income price range, but not in the lower and
)per price ranges. This seems paradoxical, and I cannot be certain that the
'esent situation will pexrsist; i.e., imports may eventually come to dominate

ie middle price range as well. But that is certainly not the case now, as
f ) .

} can see from Table 5.21

Table 5 shows that total consumption of shoes is
isentially static, that imports' share of the ma?ket is increasing, that
mports have a greater market share in pairs than in value, but that tﬁe pair/
;lue disparity is shrinking. Including non-leathexr footwear would increase
ﬁports' share in pairs and also increase the pair/value disparity, ﬁince Taiwan
ad South Korea export large amounts of low-priced footwear, mainly rubber-
oled, to the United States (over half of imports in 1976).22 Imports of very
igh-priced,.high-quality shoes (Gucci loafers, etc.) are too small to affect
jgregate statistics, but my own comparison shopping indicates that imports
?om Switzerland, Italy and France have a large share of the highest price
arket ($100 and up). '

The paradox is obvious: if imports are dominant in low-priced and high-
riced shoes, why not in the middle? The answer is that while the standard
xplanation for imports, "cheap foreign labor,” applies to shoes, it must be
ignificantly modified to take into account differences in labor quality. The
nited States imports shoes from the following countries, in roughly increasing
rder of labor quality: Taiwan, South Korea, Mexico, Brazil, Spain, Portugal,
taly, Swiﬁzerland, and France. Shoes from the latter three countri;s domipate
he high-priced lines; the fcrmer are coming to dominate low-priced footwear
espe;ially non-leather).

The Swiss, Italians, and French dominate the highest-price, highest—qual;t§'~
;xket segment fér sen's shoes because they have the most skilled shoe producti;n'

.abor in the world, people who are more craftsmen than machine operators. These
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craft methods are able to compete with more mechanized American methods because
the highest-price market segment is not large enough for the American companies
to. achieve significant economies of scale. The small size of the high-price
market is exacerbated by its inc:ea;ed variability due to changes in fashion,
which also sho:tens-production runs and prevents achievement of scale economies.
In short, mass production methods are not optimal for this market, leaving

it to those countries with a tradition of high—qgality shoe manufacture and

thus a pool of skilled shoe labor. Eurcpean influence on American fashion may
also help these countries.

Shoe production, at least for export, is relatively new to the other
_countries from which we import, and the labor in those countries is much less
sﬁilled. They are not yet capable of producing shoes comparable to the quality
éf American made shoes, and thus concentrate on the lower-priced lines where
quality regquirements are less. Of course, both intuition and the statistics
in Table 5 indicate that production skills will increase in these countries
with the passage of time and Qith increases in cumulative production, so that
the present advantage of American companies in high-quality mass-produced shoes
may disappear. This fear is currently the inspiration for a Federal governemnt
program to improve productivit} in the footwear industry. Ironically, the
o:dezly_uarketing Agreements negotiated with Taiwan and Xorea in 1977 exacerbated
this trend because they limited tﬁe pairs to be imported, inducing Korea and

Taiwan to switch to higher-priced, higher quality shoes.’

Amarican shoe manufacturers such as Florsheim do have one intrinsic advantage

over importers: they can offer better service on "fill-ins,” shoes ordered to-'
replenish inventory as certain sizes are sold out and thus need to be "leled-zn.
Many foreign shoe manufacturers either simply refuse to supply fill-ins at all,

or will supply them only in standard lots of twelve pairs, a “prepack” in
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industry jargon. Thus a ;etailer who needed two pairs of 9D's would have to
ixder a "prepack™ containing 7's, B8's, 9's, 10's, etc. in order to get the
ihoes he needed. Florsheim's, oh the other hand, is a "stock house” which can
jet £ill-ing to the dealer in two weeks.
| The foreign manufacturers' reluctance to supply fill-ins is understandahle
secause of the greater cost of international transactions. Thié logistical
>roblem also explains the concentration of Florsheim, Freeman, Johnston & Murphy,
stc. on traditicnal styles. The ability to provide fill-ins is of greatest
;dvantage to perennial styles, thch'the dealer will continue to carry from
season to season. For volatile styles, which the dealer does not expect to
reorder in any case, a clearance sale rather than filling-in missing sizes is
the optimal strategy as inventory is depleted.

Notice how distribution logistics and economies of scale interact to
;oint the manufacturer like Florsheim toward the less style-volatile men's
market, and even to relatively conservative styles within that market. The
problem with this.st:ategy is that it can degenerate into attempting to sell
what one makes, rather than making what sells. One local dealer has reduced
. Florsheim from 90% to about 20% of his total inventory over the last decade
because of Florsheim's slow delivery times on non-stock items. Foreign.fitms,
in his case smaller Mexican and Italian firms, are more flexible at delivering
non-standard shoes, make-ups in the industry jargon. Make-ups are shoes
ordered by the retailer at one of the industry's seasonal trade shows. Make-ups

are special orders in that they are non-stock colors, and/or have slight

design changes (different ornamentation on a tasselled slip-on loafer, for

example) . .

Florsheim's indifference to make-ups is consistent with a high-advertising,

*pull”® strategy; recall that Florsheim's advertising/sales ratio is much larger
than all of its competitors except Freeman.
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In any case, Florsheim and other leather footwear manufacturers occupy
the middle-price Yange because they cannot compete in quality with the small- Fa
volume imports of high-quality shoes from Europe, or on ﬁrice with the large-
volume, low~quality imports from Asia, Latin America, and the Iberian Peninsula.
The concentration of American manufacturers on the middle range of price lines

S

is given in Table 6.2 This table shows the distribution of Uniﬁed States

4
P

shoe production by wholesale price line for 1976. The Census Bureau has
discontinued this report because inflation has made in impossible to define
meaningful price lines; i.e., price lines which can be compared from year to
year. Note that the U.S. industry avoids both the low and the high end of the
price range (double these prices for retail). Finally, it is worth noting

that men's shoes gggigg are more costly than other shoes: the average wholesale
price per pair for all shoes in 1978 was $9.20, but $14.59 for men's dress and

casual shoes.26 . : 2

II. Structure ;nd Strategy iﬂ Shoe Retailing

In this section I examine shoe retailing from the regailer's point of -~
view, and attempt to explain the retailer's choices with respect to market i
segment, brands, inventory, and promotion. This analysis enables one to examine
Telser's free-rider argument for RPM, and to reach a conclusion about the weifare

effects of the exclusive dealing portion of the complaint and consent decree.

@

The conclusion reached about RPM is that the free-rider argqument applies in-

this case, in that it explains why Florsheim must enforce RPM if it is to

secure the services of high quality retailers. Whether or not Florsheim and/or
consumers would be better served by a switch to low-guality discount retailers B

is another question, considered in Section III, but there is little doubt that

a mixed strategqy of both high and low quality outlets is not feasible.
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My research also indicates that Florsheim probably did not practice
exclusive dealing, and that what evidence the case record .cffers is more
sonsistent with normal retailing practices than with the manufacturer exploiting

‘ais market power to force suboptimpl inventory decisioﬁs on the retailer.

A. Structure of the Footweai Retailing Industry

1. Disﬁribution Channel Structure

Table 7 provides an overview of the distribution channels for Aherican-
produced footwear in 1978.27 The table shows the value of shipments (at
wholesale) to the customer classes listed, "Company outlets” are the ;wned
o; leased outlets of the manufacturer; "independent retailérs‘ are single stores
and chains of up to ten shoe or department stores; "all otﬁer retailers” is
comprised mainly of lﬁrge department, discount, and shoe chains (e.g. X-Mart,
Sears) with over ten outlets; “"wholesalers™ are middlemen who service retailers
to00 small to be served directly by manufacturers; "all others, including
government and exports® is self-explanatory; and "shibments not reporﬁed by
custoﬁer class™ consists mostly of shipments by small firms with no retail
outlets. The firms in the last category apparently do not keep sufficientl&v
detailed records to determine what channel their output follows éo the cénsuﬁgr.
Florsheim is a typical mannfactﬁrer in that it sells about 20-25\ of its output
through its owﬁ stores and the ¥emainder to independent dealers ana éhains,

It is extremely-unlikely that Florsheim uses wholesalers or othe; middle;ea,
given its desire £o control its distribution, although I hafe not been able ;o
vefify this assertionm. . .

This aggregate data indicates that most shoe manufacturers practice "dual

distribution® or "multi-marketing.®” 1In fact, the distinction between shoe
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manufacturing companies, shoe retailers, and shoe importers is no longer

clear, and is becoming even murkier. For example, Florsheim company stores

sg;; not only Florsheim brand shoes produced in the US, but also other domestic
and imported brands, and "make-ups” imported by Florsheim to be sold under its
"Worthmore” brand. Thus we have two tasks: to determine why dual distribution
is the prevailing distribution strategy, and to determine how each store selects
its product mix. Answers to the first question can be found in the Census of

Retail Trade.

2. Retail OQutlet Structure

- The important facts about footwear retailing are that shoe stores are

small, both absolutely and rglative to other retail éutlets, and that there
are no economies of scale at the outlet level in.shoe retailing. Shoe chains
become large not by having larger outlets, but by having more outlets. Chains
are probably taking advantage sf economies of scale in advertising and other
cen£r31 office functions, but there is no direct evidence on this point.

Tables 8-10 provide the basic facts about retail shoe sj:ores.28 The average
- annual sales for shoe stores with payroll was only 3525,653 in 1977, compared
to $536,686 for the average US retail outlet with pa?roll in 1977 (see Téble 8)..
Men's shoe stores are even smaller, at $202,473. This is not surprising,
giQen the narrow product line and market segment served by the average shoe store.

It appears that the average men's shoe store, with sales of about $200,000
per year, is somewhat below the minimum efficient scale for all shoe stores of'
about $250,000 to $300,000. Minimum efficient scale for outléts was eétablisﬁéd
by applying a rudimentary "survival hyéotheéis" to census dat; on sales and
payroll éata organized by establishments' annual sales (Table 9), firms' annual
sales, and number of outlets per firm (Table 10). Table 9 shows that firms
with annual sales of less than $50,000-$100,000 have a distinctly higher ratio
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;| payroll to sales than stores gelling $100,000-$300,000 annually, and that
e former category also contains a much higher percentage of total stores
.5.8%) than of sales (5.8%). Since stores in the $100,000-$300,000 category
'Ep:ise 62.6% of stores and 53.4% pf sales, they are.mﬁch closer to the
?eraqe efficiency of the industry. Stores in the $300,b00-$500,000 category
‘e only 12.6% of stores but make 22.7% of sales, and have a payroll/sales
1itio of only 14‘. Probably the MES for men's shoe outlets is somewhere around
300,000. Notice also how the percentage of stores drops rapidlf.as store
ize drops below $50,000-$100,000, indicating a steeply sloping cost function
ﬁ this size range.

Obviously this is rather crude because of the broad size categorie;
sed by the Census Bureau. Furthermore, the national averages may conceal
eographic variations‘in MES (e.g., rural vs. urban). But.the impression that
;00,000 is about MES at the outlet level in shoe retailing is reinforced by
?her data. Table 10 categorizes men's shoe retailing firms by the number'of
tores per firm, and gives the percentage of firms, sales, andloutlets for
‘ach category, along with two performance ratios: sales per store and firm
hyroll/sales ratio. As one's own experience suggests, most firms are singie
rutlet firms, but single outlet firms have only 26% of total outlets and 228
)f sales. Single outleé firms are the least efficient in terms of sales per |
pjutlet, but have a relatively low ratio of payroll to sales, undoubtedly because
’f the mingling of w;gés aﬂa-prafit in small firms.

A striking fact, revealed by the table, is tha£ there is no trend in
sales per outlet as firm size increases. The greatest sales/gutlet rétio is
achieved by 4-5 store chains; chains with more than 50 stores (such as Flérsheim{
have only average sales/outlet ratios. Fla;sheim itself had avefage sales of

$158,740 in 1980, and $141,827 in 1977, in its owned and leased outlets. "
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Comparing each category's percentage of outlets and firms with percentage of

)

sales, we again see that $250,000 to $300,000 is the size class at which an &5
. outlet reaches average efficiency for the industry. SIightly larger firms

have superior efficiency; the largest firms have only average efficiency.

The payroll/sales ratios tell much the same story. Efficiency continues

to incre;ses i.e. the payroll/sales ratio continues to fall as the firm size od
increases. Notice that payroll/sales ratios continue to fall even after
sales/outlet ratios have stopped rising, an indicatign that the medium sized
chains (11-50 outlets) do take advantage of economies of scale in performing
central office functions. But the very largest chains, while more efficient
in this respect than the single éutlet firms and 2-10 store chains, are less
efficient than the medium sized chains. The largest chains have payroll/sales.
ratios of 13.9%; the medium sized chains achieve 12.7-13.6%. Unfortunately

no information on the statistical significance or intra-class variance of these
figures is available, but a general conclusion that there are few economies of
scale in shoe retailing, beyoﬁd those that could be achieved by a local chain,
is probably justified. The data for all shoe stores, rather than just men's,
presents a similar picture. |

We can now see why manufacturers rely on dual distribution. They seem

to face the usual control problemsvas.firm size increases, and although the

census data show that on average these are offset by economies of scale in

central office functions, this may not be the case at the margin. Relying
exclusively on owned outlets would also require large amounts of capital.
Consider Florsheim, which sells only about 25% of its output through its own

stores. Florsheim's 1977 footwear sales were $419,856,000; dividing 75% of o

s

that number by $300,000 gives an estimate of the number of stores Florsheim

would need to own to make those sales, 1050. This is a minimum number (much
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sﬁaller than Florsheim's customer listi) becaﬁse it assumes that all sales

can be made in MES stores, and that on average the new stores would have twice
" the turnover of'piesent stores. gssuming that iﬂventoiy turns over three times
per year and that "fixturization” of each store costs -$85,000, Florsheim would
need to invest about $194,183,400 in working capital for those stores. Unfor-
tunately Inteico doesn't reéo:t assets by division, but total inventory for
Interco as a whole was $529,058,000 in'1977, which should give some idea of
the magnitude of the required investment. Tﬁe investment would bé'doubled

if average store size remained at $160,000.

In short, the conventicnal capital-requirements, span-of-control, and
incentive problems used to explain reliance on franchise dealers and other
middlemen apply to the shoe industry. The president of Florsheim testified
ﬁhat Florsheim built stores only where an independent would not, and the
capital requirements for stores lend support to thatitestimony (Hamilton tr.,

p. 54).

B.. Conduct in Footwear Retailing

1. Market Segment Choice

The most important feature of retailing is that each ;tore must pick a
definable ma?ket segment and, with limited exceptions, sﬁick to that segment.
No store can practice undifferentiated marketiné; i.e., be all things to'fll
pecple. Of course a single firm may oPer;te retail outlets in more than one
naxkef segment, but each outlet will have a separate identity, appropriate to_r
the segment it sexves. o

The most important bases‘for market segmentation in apparel retaiiing,

including shoe retailing, are demographic and psychographic ("lifestyle,”
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“tastes”). Of the demographic variables, the most important are income,
gender, and, increasingly, age. Age, 1ifesty1e. and tastes are heavily co-
;igea:, vhich creates difficulties for the textbook taxonomist but not for
analysis. The types of retail outlets for shoes are typical of other apparel.
The nosg.bgsic segmentation is between men's and women's stores, with the latter
being coﬁsiderably more volatile with respect to fashion.

My reading and comparison shopping suggest the following list of retail

shoe outlet types, each serving a particular market segment:

Medium to high-price and quality specialty stores (Florsheim,
Freeman),

Low-price, low-quality specialty stores (Thom McAn, Kinney),

Medium to high-price department stores (Filene's, Marshall
Field),

Low to medium-price and quality mass-merchandisers (Sears,
Penney), -

Lowest-price, lowest-quality discount stores (K-Mart, Woolworth),

Medium-price, megium-quality current fashion shoe"boutiques“
aimed at the young adult market (Fayva).

Of course this categorization cannot be exact, especially with respect

to quality differentials. It is meant to suggest that there is a qorrglation
between price and quility: discounters have low prices not only because thef
have low overhead but also because the physical quality of the product iﬁself
is low. Apparel discount stores differ in this respect from appliance discount
stores, which often carry very high quality merchandise.

The very highest quality men’'s shoes are such a small market that they
cannot be sold in specialized outlets. Instead they are sold ;s tﬁe top price
line of a basically ﬁediumvpriced shoe store, é: as the only price line in very
expensive men's wear stores.

The fundamental observation to explain is that there are definable market

=118~

Proae

ST

i



segments at all, given consumers' extremely diffuse tastes. The basis for
narket segmentation appears to be income, since each store picks a price range
.igd stocks shoes only within that price range. No store that I observed
;arzied shoes priced over the whole spectrum, and interviews confirmed the
impression that each store has a target market. A retail outlet picks one
price point as its basic price, the price at which it expects to sell the bulk
of its merchandise, and then purchases the highest quality merchandise which
can be sold at that price. This price is geared to the store's estimate of
the income of its average customer; or more accurately, of the average income
of the customer it hopes to attract. The store will then carry small amounts
of inventory at prices one “"price point"™ above and one "price point” below its
b;sic price. The position of Florsheim in a retailer's product mix varies from
outlet to outlet. A middle income department store might use Florsheim as its
highest price brand, the "frosting;" while a higher income department store
might use Florsheim as its basic line. And of course, Florsheim stores thém-
eelves use Florsheim as the basic line.

This system for deterﬁini?g the product mix is frequently mentioned in
retailing texts, and to judge from its frequent citation, was originated or at

least popularized by Edward Filene's 1930 book, The Model Stock plan.>0

Filene's theory is based on his cobservation that income is a basis for

market Segmentation:

*Experience has shown that no retailer in a large
community can cater to too broad a section of the
economic scale, because people of such wldely different
income levels will not trade at the same store...There
will be a definite shifting to a lower-priced class of
trade."31

~

 The extent to which this is true has undoubtedly changed, but Filene is still

essentialiy correct. Filene argued that the key to success is picking the
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income class one wishes to serve, and then "determining the prices at which,

at a given time, the largest number of people [in that class] buy.‘32

Similarly, two British economists have confirmed through survey experiments
that the pzice at which the largest number of people will buy an article does
vary with income (see pp. 567 below). 1In short, there is a normal price of
each income class, and prices above or below thatprice discoﬁrage purchases.

Why three frices? Essentia11§ Filene argued that consumers of a given o
income class each buy different qualities of the same article: “inexpensive,”

"everyday,” and "best” (recall that shoes, unlike houses, do not present the

consumer with a once-for-all choice). The everyday quality purchased by the
target income group should be the store's basic line, with one line belo;.and
6ne above. This line will also be the "best" line from the point of view of
low;income.shoppers, and the "inexpensive" line for high-income shoppers. Thus
"the best-selling full-line is at the intermediate price at which all of our
customers buy at one time or ancther, at ﬁﬁich most of our customers buy all
of the time, and at which we, consequently, sell the most goods.”™ An example
employing hats is reproduced as Appendix 1,

Why not a fourth line? "The answer to this is that we could not do
business in bulk at four full-line prices without adding another class of

customer™ and (Filene believed) adding a lower class of customer would drive

away the higher.33

N\
3

Although Filene's book is fifty years old, it is worth quoting because with

little exception it amounts to an articulate statement of the retailing principles
I encountered in interviews and comparison shopping. For example, consider the.

inventory policies of a typical middle-income department store in New

Orleans.34 Florsheim is currently their "frosting,” their highest-price, highest-

Wy

quality brand. The manager does not stock more expensive brands because the
demand by Holmes' customers for more expensive brands is too limited. Inventory
" costs for shoes which retail at $150 to $200 a pair are much higher than for
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Florsheim; and the same dollars put into Florsheim inventory will produce much
greater sales revenue. The inventory for each brand is almost a fixed cost,
“since a large variety and number Pf styles and sizes are necessary.

However, the Holmes' manager's explanation of why Holmes did not stock
discount-priced shoes differed fundamentally from Filene's. Holmes®' is
apparently not afraid of tarnishing its image, or of driving away prosperous
buyers buy inviting the patronage of the lower classes. Instead, there are
certain indivisibilities of retailing style within a retail outlet-which
preclude combining high-margin and low-margin items. For example, it would
be difficult within one shoe department to have an easy return policy>for
some brands but not others; to provide sales assistance for some brands but
not others, etc. In this situation, low-margin items couldn't make an adeguate
contribution to overhead. Thus a chain like Holmes might have a bargain
basement, or some other distinct discount operation, but will not mingle low
and high margin merchandise in the same outlet. In short, because all brands
within a single outlet wili receive approximately the same services, promotion,
etc., they must dll have approximately th; same markup.

Not only must markups be approximately equal, there is also a limit on
the range of wholesale and thus retail prices that a single outlet can cafry;
As wholesale price falls, the line becomes less profitable even with constant
percentage markup because the fixed costs of at least some services become a
larger percentage of the markup (it takes as much time and floorspace to. display
and fit a $30 shoe as a $90 shoe). At the other end, as wholesalg prices and
thus retail prices rise, inventory turnover and profits fall as ;he store's
average customers are priced out of the ma;ket.

These considerations help motivate Telser's free rider argument, for they .

explain why a retailer will choose either a high-margin, high-service operation
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or a discount cperation, but will not mix marketing styles. Thus a high-margin

2

shoe store facing competition from discounters in a particular brand will &

simply drop that brand rather than match the discounter'é price. And the

very indivisibilities which create this dilemma must'make it very difficult

to reach a contractual arrangement for the manufacturer to reimburse the

retailer for brand specific service. o e
To summarize the discussion thus far, there are two reasons why a retailer

stays within a narrow price and markup range: the desire to present a consistent

price-quality image to consumers, and indivisibilities within the retail outlet

which require all brands to have approximately the same markup and tufnov;r.
The precise reason why a consistent price-quality image is desirable méy have
changed since Filene's era. Filene's observation that persons of widely
diffe;ent income classes will refuse to shop at the same store has not been
adequately tested, and may be less descriptive of our times than his.

Survey evidence indicates that there is considerable "cross~shopping,”

shopping in more than one outiet type for men's apparel. Cross-shopping occurs
within pri;e-quality levels, as when a consumer shops both department stores

and shoe stores for shoes; and between price-quality levels, as when a consumer
shops béth depaztment'stores and discount stores for shoes. One recent survey
found that 73% of men buying most of thei:‘clothing in traditional department

stores cross-shopped for price.35 Unfortunately discount stores were not

included in the survey so that we do not know how far down the price/quality <
spectrum shoppers in this sample were willing to go. Obviously we expect
cross-shopping to be asymmetrical, because of the budget conséxaiﬁt of low-

- income consumers. Only 55\‘of g@e men reporting a mass merchandiser (e.g. o

Sears) as their primary clothing store cross-shopped price (i.e., shopped in

department stotes).36
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Since customers of high-quality high-margin outlets are apparently willing
'visit lower price, lower quality outlets, Filene's conclusion that the
'%;ence of low income shoppers will-drive away high income shoppers may no
;ger be valid. That is, a store's price range may no longer correlate with
¢ income class of its custﬁmers as closely as it did before such developments
idiscount stores, and the mail order merchandisers' expansion into
>artment stores. However, a store is still interested in sending out a
?inite price/quality signal to potential customers, of whatever income class,
,that customers®' expectations will be met when they visit the store. Such
nalling pushes the store towards a narrow, identifiable price/quality range,
! will be considered at length in Section III, where pricing strategy is

icussed.

2. Competing in the Market Sedment

The basic conclusion of tﬁe previous section was that market segment
ice dictates price strategy. Given that'price strategy, what are the non-
Lce dimensions of competition? Inventory, service and ambience are the cruci;l
|
i~-price parameters of the marketing mix, and understanding competition along
1ise dimensions will enable us to analyze the exclusive dealing element of the
:erco case, and lay the groundwork for understanding the manufacturer's

.cing strategy in Section III. This is also the appropriate place to examine sales:

riations from the retailer's basic price strategy.

a. Inventory

Inventory policy is one of the biggest differences between high-margin

:ailers and discount stores, and is the key to the exclusive dealing charge.
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11 retailers face the problem of maximizing sales while minimizing inventory,

!'Ld retailing texts devote considerable emphasis to increasing stockturn. For
hoe retailers, stock turns over about three times per year, and generates
sout $85 per square foot in annual sales.37

Improving on these averages means concentrating inventory investment on

1e most popular styles, sizes, and brands, and on avoiding duplications. Figure
shows how one retailing text suggests applying these principles to slwes.s8
PIGURE 2 o
The heavy- P

shaded portion is knpwn as lhe keart stoed: and the lighl-shaded
portion as the fringe stock, Sinee il is nol possible to foreeast demand
exactly, it is Letler fo err in the divection of overbuying on the henrt
stowk and of underbuying on the fringe stock. This rule applies not
only 1o sizes and widths but also to colors and brands.
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reuRe l:!.‘l Size and Width Dixtribution of Women's
Shoes i Oue Slore

Discount housc:as carry this policy to an extreme: they stock only one

{dth in men's shoes (D), and often carry only whole rather than half sizes.

¢ 3,

o

=
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his was suggested in interviews and confirmed by shopping in local discount
utlets. Since the evidence on cross-shopping indicates that shoppers at

igh-margin stores are probably aware of prices in discount stores, discounters
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would almost cerfainly capture the standard size volume from high-margin
department and shoe stores. This is why high-margin outlets will immediately
'diop any brand sold by discounters. High-margiﬁ stores want to concentrate
their inventory on the “heart stock"™ rather than on fringe sizes, but they also
do not want. to disappoint customers. Department and shoe stores want to reine-
force the shopfer's initial decision to Patronize their store not only by
having the price/quality combination they have promoted, but also by having
;t available in the custcme;'s size. As far back as Filene, texts have empha-
sized the importance of having a full line at each price peoint, since failure
to have the correct size costs not only the immediate sale but also rapeat
business. A basic service offered by high.quality stores is a#surance that
one's size is in stock.
Although high-margin shoe retailers maintain complete size assortments

and a variefy of styles, they also avoid having redundant styles.

...At some point it becomes uneconomical to add more depth

to...present lines...because the addition of colors, sizes,

and the like can reach the point where additional sales are

acquired by dimin%shing the sales of other lines within the
same department.3

At least one text uses shoes as an example of the principle.

The product...could be the previously mentioned wing-
tipped shoes. The first color sells at the rate of four
pairs per week. The addition of a second color raises
the sales of the shoes to seven. Two additional colors
brings the total sales to a peak of ten. A fifth color
results in no additional sales. The buyer, knowing or

sensing this, would restrict his offerings to four colors.4°

The buyer would also restrict his offerings to as few brands as were
_heeded to prévide the four colors, since the cost of inventory is proportional

.to the number of brands, as well as to the number of colors. In fact, if the
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:extbook author quoted above had carried his intuitive marginalism a little
‘urther and included inventory cost in his example, the buyer would have
+topped short of four colors. | \
| I was able to observe his veré-example in the course of interviewing.
)} new shoe manager for a local department store, cbserving that the store -
:arried several brands of wing~tipped shoes (including Florsheim), instructed
he store buyer to reduce the inventory to just one brand (Freeman). The
3iscontinuea lines were sold at large discounts; e.g., Florsheim was cut
érom $105 to $68. This store remains a Florsheim customer, and the manager
naintains that similar decisions could have been taken before the consent
lecree.

These facts about the economics of ret#iling suggest that Florsheim's
;ttempts to secure exclusive dealing were not socially harmful; that is,
;y reducing inventory costs thej probably benefited both retailers and con-
jumers. Scherer also concludéé that exclusive dealing is not harmful as long
1S no barriers to entry are ;reated and interbrand ccmpetition.is vigorous,

sertainly the case in shoes.‘o'1

| I refer to Florsheim's attempts. to secure exclusive dealing because inter-
?iews with local retailers, including current Florsheim customers, turned ué

no evidence of coercion. Florsheim salesmen, 1iké all shoe company salesmen,
#ould like to avoid duplication of their styles in other brands, and attempt

to persuade retailers to stock only Fiorsheim in the Florsheim price range.

It is clear from the case record that Florsheim salesmen tried to persuade

retailers of the wisdom of this policy, and kept track of the inventory of

both Florsheim and other brands on store visits. But it is difficult to infer * .

from these activities that Florsheim was forcing exclusive_dealings on retailers. .

The obstacle to this inference is that some costs of distribution, most

&



importantly the salesman's time to visit stores, are not infinitely divisible.

Retailing texts devote considerable time to determining a store's "economic
-gzder quantity,® which naturally depends on total store‘volume. As the store's
:l:ota]. volume falls, Florsheim will need a larger share of that volume in order
Lo cover its relatively fixed costs of servicing the store. It is important

to keep in mind that it is the Florsheim salesman who makes the primary

lecision on new retail customers, and that the salesman may well not want to

;dd a small customer. What matters to the salesman is the volume of Florsheim
%old. not the store's total volume, so that the Florsheim salesman may well

Je presenting small stores with what amounts to an exclusive dealing proﬁosition:
you can't promise me enough volume to make your account worth my time unless

}ou carry only Florsheim. The Census of Retail Trade data on shee retailing
;ertainly suggest that this explanation is plausible. For example, the

}vezage annual sales of the 13,783 single-outlet shoe retailing firms was only

}130,704 in 1977.%%

Since retail markups are roughly 508, the manufacturer’s
*evenue from those firms avefaged only $65,000 per year. Only about 23% of
:he total shoe market ié men's regular and casual shoes. Thus the average
%tore's potential for Florsheim is less than $15,000. Although I do not know
shat Florsheim's commission is, one can see that a salesman constrained for
:ime would want a large fraction of a small store's business. A salesman
might also want all of the shoe business of a men's clothing store which

;arried shoes as “accessories” (i.e., a sideline to the basic business of

telling suits),

b. Service

Shoe retailers' most important service is that they act as a middleman

setween the ultimate consumer and the manufacturer. The social utility of
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market segmentation, and the retailer's ability to signal which market
segment he serves, come from this basic funcﬁion of reducing the consumer's

transactions costs. This means that the retailer's inventory is his basic

store feature). Of these services, ambience is probably the most important

in distinquishing types of retail outlets.

Innovation of bank credit cards has eroded the importance of differehces
in credit policies, and delivery is not important for small items like shoes.
High-margin outlets geﬁerally have more generous return poiicies, but my“D‘
subjective impression is that this is not crucial for shoes. |

Sales clerk assistance is a peculiar service, in that some customers
find it desirable and others find it undesiéable,-prefer:ing self-service.

One study found that of women who consider department stores easier places

~to shop in cited self-service as the :eason142 Also, fitting shoes does not
require much sales assistance. Even in high-margin stores the customer

essentially fits himself by trying one or\more-pairs: the standard foot-sizin

shoe stores in the amount of sales assistance they provide. Discount stores

on racks. Some discount outlets provide space and facilities for trying on

shoes, others do not. In short, traditional stores have higher costs because

they ‘provide more service.
This leaves ambience, about which there is little to say beyond the fact

that it is an important part of the package the retailer offers the consumer.

Many people take positive pleasure in shopping, and even for those who do not
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service. However, ancillary services are also important and consist of sales

clerk assistance, ambience, credit, allowing returns, and delivery (a departﬁent

in which to shop than discount stores, about 50% mentioned salesclerk assistance

as one of the reasons. But 57-64% of women who found discount stores easier .

s

device is usually used only when the customer has forgotten his size. Whatever

its importance, there are obvious differences between discounters and traditional

do rely exclusively on self-service, generallf displaying their entire.inventoiy
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the quality of the physical surroundings is an important attribute of

Ehopping. Florsheim claims that its average suburban shoe shop costs $85,000 )
'Ebr "fixturization" (interior degofating). Such expenﬁive surroundings are
}ntended both as a signal‘of product quality, as a positive attribute directly
sonsumed by the shopper in the course of his visit, and as a signal of the
style of the shoes sold therein. Florsheim shoe shops look like traditional
nen's clubs, and most Florsheim shoe styles are traditiocnal or conservative.
ketailers make considerable efforts to match their store's image with the

[
self-image of the customers they are trying to attract, sometimes with

remarkable candor, as in Bloomingdale's "Young East Sider” department.43
Fortunately, we needn't understand why and how ambience is important to

shoppers, only that it is expensive to provide and requires high margins on

nerchandise.

"c. Sales

Sales are the result of retailers' mistakes or of changes in fashion.
Florsheim's policy of discouraging out-of-season sales, both by disciplining
retailers who heold sa;es and bf ehforcing lower than average markups, is
consistent with a long tradition in retailing.

...Many high-class stores with a clientele that is interested
throughout the year in quality and style, and many small stores
with little traffic, follow the policy of late markdowns.
They often hold two annual clearance sales a year, in January -
and July, and take very few markdowns in between.44 i

In part this seems to be price discrimination, with markets separated
by time. Customers more concerned with quality and current fashion pay the
full price at the beginning of the season, and bargain hunters pay reduced

prices at the end-of-season sale. Frequent off-season sales would eventually
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persuade even fashion-conscious buyers to hold out for lower prices at mia-
season sales. As the probability of encountering a mid-season sale rises,

the expected cost in utility of waiting for a sale declines. At the margin,
‘even the most fashion conscious consumer will be inclined to wait or to search
for the next sale. The second major reason for avoidin§ sales and maintaining
high margins ;s simply to keep prices high as a signal of quality. This will
be discussed more fully in Section III.

Concentrating on the price discrimination argﬁment, it appears that
the FTC's reduction of Florsheim's ability to prevent out-of-season sales will
increase consumers' su;plus, if retailers are correct in believing that the
whole price structure would eventually be eroded by out of season sales.
However, given that twice-yearly sales at Florsheim's present clearance periods
are an apparel industry tradition, it may be that Florsheim's influence is not
crucial to maintaining this "focal point" pricing policy. Also, there is no
evidence from the case record that Florsheim enforced prices during sales.
Another problem with estimating the welfare effects is that prohibiting

Florsheim from enforcing sales periods may affect only the timing rather than
the aggregate amount of price cutting. Remember that the basic reason for
having a sale on a particular item is that the merchant made an error. The
error could have been setting too high a price, incorrectly anticipating the
season's fashion, or ordering too much to be sold during the season (even if
price and fashion are correct). The latter mistake can be corrected only at
the end of the season; the first two will be corrected as soon as possible .

by the unconstrained retailer. The retailer can either reduce prices and sell
the merchandise himself, or sell the merchandise to a jobber. ?he latter course.
will be followed by a retailer who fears damage to his guality image or fears |
encouraging bargain-hunting among his regular customers. Florsheim attempted
to prohibit both solutions (sales to jobbers would mean losing control of
distribution, thus a weakening of RPM).
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The important point is that not all shoe styles will go on sale, or
E'reduced by the same amount, so t@at allowing off-seaéon sales may not ercde
ée general price structure but only move forward the date at whicﬁ unsuccessful
odels go on sale. It is not cbvious that earlier clearance sales of unsuccessful
odels will reduce the average price at which the initial inventory is sold.
he retailer will not reorder the style and will dispose of the entire.stock
t the end of the season in any case.

Finally, it is worth noting that Florsheim claims that its avérage
nitial markup under RPM, about 47%, was lower than the industry averagémor
keystone" of 50%. Florsheim also claimed that because of its high quality
nd lower initial markup, customers would perceive Florsheim as a good buy at

he initial markup so that markdowns-—discounts--would be less freguent than

ith other brands.44'1

Thus the average markup over the selling season--the
sustained markup” in Florsheim's terms--would be higher than with other brands.
his argument turns out to be another literal textbock example, presumably by
oincidence.

Another important reason for tracking markdowns is to decrease

errors which necessitate price reductions. Finally, such

information is useful in planning purchases. For example, two

suppliers' brands of shoes may have similar purchase prices,

assortments offered, and advertising support. Still, one brand

may be clearly superior to the other because it rarely requires

markdowns. Hence, a merchandise buyer should be able to make

better purchase decisions with information on relative markdown

levels for the brands being considered.43
.« implied by the textbook passage, Florsheim emphasized its "sustained markup"__
0 attract dealers; in effect telling them that the variance of their margins

rould be lower with Florsheim since large clearance discounts would be less

dkely.

=131~




40

d. Perceived Differences Among Retail Outlet Types

A recent survey of shopping behavior provides some information on how
shoppers perceive the three basic types of apparel outleté: department stores,
fashion specialty stores, and discount stores. This survey of male shoppers
was conducted like the "exit™ poll of politics: men were asked to rank the store
at which they last shopped.4s'1 For example, 64% of the men who last shopped
in a discount store ranked that outlet type as having “lowest prices" while
only 3% of thoseilast shopping in fashion specialty outlets thought that outlet
type had the lowest prices. Interestingly, shoppers at department stores
thought they got the best value for the ﬁoney (62%), followed by specialty'
stores (39%) and discount stores (36%). Discount stores were also weak on
sales help compared to other outlets: only 15\ of the shoppers at discount
stores felt they had the "most knowledgeable, helpful salesclerks"” while 50%
of the department store shoppers and 568 of the specialty store shoppers felt
that their outlef type had the best sales help. Finally, only 4% of discount
shoppers felt that discount stores had the “largest overall assortment/selection,
compared with 51% for department stores and 30% for specialty shops.

If these shoppers are acting in accord with their preferences and income
constraints, we can conclude that there are real differences in the services
offered by various outlet types. People shop in discount stores because they
are interestedin low price, not because they believe they are getting more for
their money (at least in men's clothing). ' piscounters do not have lower -costs

for performing the same services; they perform fewer services and stock lower

quality products (again, this applies to apparel only).

C. Manufacturer-Retailer Interaction: Alternative Hypotheses for RPM

The analysis to this point has established that the men's shoe market is
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segmented, and that domestic manufacturers are obliged by import EOmpetition

to select the middle-to-high price/quality segment. Retailers may pick any
ﬁarket segment, but can serve only one segment from each outlet. Indivisibilities
in the provision of service compel‘high-hargin retailers to stock only brands
#ith high margins.

Because of cross-shopping, low-margin dealers could presumably sell at
least some high-quality merch;ndise, but are prevented from doing so in two
bays: directly, by Florsheim's refusal to sell to discounters, and indirectly,
Fy Florsheim's policy of RPM, which deprives them of their one competitive
advantage. These policies are almost certainly complementary. Given the
traditional retailing focal points of twice-yearly clearance sales and 50%
markups, prohibiting Florsheim from enforcing RPM may be ineffective unless it
%s also compelled to sell to discounters and/or mass merchandisexs, as suggested
in Steiner's memo, "Implications of Levi Strauss, A New Emphasis.”

We are now prepared to consider alternative explanations for Florsheim's
RPM policy (supported by refusal to deal with discounters). There are threé
basic hypotheses which explain why RPM may be rational for all or part of
Florsheim, plus the previously mentioned hypothesis that the present marketing
;t:aﬁegy is simply a mistake.

First, Florsheim may pursue its policy of RPM in order to provide high
margins for its dealers in the belief that the retail service; offered by them
are essential to its sales. This explanation assumes both that services are
essential to sales, and that contractual arrangéments to provide those services
are less efficient than RPM, perhaps even impossible. The diversity of tastes-
in this market and the low advertising/sales ratios of even léading companies .
;are consistent with the assumption that retailers' promotional efforts are

crucial. The indivisibilities in services explain why contracting for brand-
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specific service is difficult.

This is the traditional RPM analysis of Telser, Posn;r, et. al..
Bfiefly. Telser's hypothesis is that RPM is essential to-ensure provision of
gervices which increase sales and which are subject to free-riding. Absent
RPM, dealers who provide the service would find themselves losing sales to
dealers who hadilower costs and prices because they dispensed with services.
‘Consumers ;ould obtain service at the high-cost, high-price outlet; e.g;,
extensive salesperson assistance in selecting the appropriate model, then
make their purchases at a low-cost, low-service outlet. 1f, as in our example,
it is difficult or impossible to establish a §eparate fee for the service
provided, no dealer will have an incentive to provide the service (or the
optimal amount of the service) because at least some and perhaps most of the

increased sales will be made by other dealers. RPM prevents other dealers from

~cutting prices to free-ride. Furthermore, if the retailing sector is competitive,

the high maréins created by RPM will be used to provide services, not flow
through to higher retailer profits.

Note that the Telser hypothesis regquires both that serviceé be essential

4 ‘t-./

to sales, and subject to free-riding problems. There seem to be few possibilities

for free-riding in shoe retailing, especially since the retailer's basic
service is his inventory. However, the essence of the free riding argument
is really that a high-quality, high-cost outlet creates positive externalit@es;
i.e., increases in the sales of other outlets. High-quality shoe sébres miéht
well create such externalities.

The shoe store itself contributes to consumers' impressioé'of Ehoes'
quality. Such quality signals are important for shoes, as explained in Section

IIX, and are subject to free riding. Discounters can take advantage of the

favorable impression created by high quality outlets by stocking the same shoes
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in spartan settings. As with the traditional Telser hypothesis, high-quality.
outlets will probably drop brands carried by discounters, especially as overall
"store quality ;nd ambience are the most indivisible of store services. In
short, RPM is optimal, for Florsheim aﬁd for society, if retailer services
(including the ad&e:tising sexrvices of the outlet itself) increase sales and
can be obtaineﬁ in no other way. If these assumptions are incorrect; i.e.,

if margins need not be at traditional levels, then prohibiting RPM will lower
margins and increase sales with no change in wholesale price. Both Florsheim
and consumers will be better off.

A second, fundamentallyvdifferent but not mutually exclusive explanation
for Florsheim's RPM is that Florsheim is Qirectly interested in retail prices,
noé indirectly interested in retail price as a means to the end of maintaining
;dequate retail margins to compensate for retailers' services. If Florsheim
has strong views about the profit-maximizing retail price of its shoes, it has
every reason to enforce that.price. Company-owned outlets should prevent
prices from rising above the optimum price, and RPM should prevent prices from
falling below the optimum.

Note that this hypothesis about vertical restrictions, unlike the Telser
hypothesis and its advertising variant, is completely symmet;ical. It is as
important to keep independent retailers from raising prices above the specified
lével as it is to keep them from undercutting the prescribed list price. Setting
wholesale price alone is not adequate, because retail margins are not uniform.
Given the amount of overhead in any retailing operation, the margin on an&
particular brand or style of shoe could vary significantly even in a perfectly -
competitive retailing market. |

Note also that there could be several'reaséns why Florsheim wanted to

supercede local retailers' judgments about retail price. The argument presented
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in Section III is that price is an important signal of quality, and that local

retailers could‘interfere with Florsheim's quality signalling strategy by raising

as well as by lowering prices. However, Florsheim could é}so believe it had su#erior :
in}ormation about own and cross price elasticities'(short.run or long run); could
have a longer planning horizon; or could have better information about ﬁhe response
of foreign producers to chaﬁges in prices. In any of these cases, Florsheim would
have an interesf in setting the retail price, an interest which could not be 3
satisfied simply by setting wholesale price. .

A final explanation for Florsheim's RPM policy is that it is trying to “protect".
its considerable investment in its own stores from competition from more efficient .
retail outlets. This hypothesis was suggested by a local retailer, and is ;ne of
the problems inherent in dual distriﬁution. If the distribution division and the
manufacturing division are each profit éenters, there can be intra-company conflict

over such matters as transfer pr:i.c:i.ng.l‘6 The same conflict could lead to RPM, even

though RPM is suboptimal for the corporation as a whole. Ce;taintly such outcomes
are possible in business decisions; for example, Porter has suggested that divestiture
decisions are often suboptimai because of intra-company profit-center conflicts.%’
The hypothesis gains plausibility im this case when we recall that average sales of
Florsheim Shoe Shops, $150,000 to $200,000 per year in 1977, are at or below the
nation#l average.

Fortunately all four hypotheses are distinguishable. If the traditional RPM
analysis applies and retailer services (including store quality signalling) are
?ssential, then abolition of RPM ;hould cause both sales And price to fall. ‘Quhntity e
sold and consumer welfare may risé in the short run, for it Qill take some time for
the quaiity signal to erode, either from deterioratioﬁ of existing Florsheim outleﬁﬁﬁ
or Lhc‘ap;;;;;nce of Florsheim in discouﬁt stores. Unfortunately there is
no evidence on how long the "short run" lasts. Advertising will.probaply Wl
rise, as "pull" via advertising replaces "push" via retailer provision

of services. If the hypothesis that there is a single,
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;ales-maximiiing price is correct, then abolition of RPM should increase the

rariance but not necessarily lower the mean of the retail pricé distribution.

}hg short-run effect on sales is indeterminate, but in the loné run sales should
Eall. If the third hypothesis is ébrrect; i.e., if RPM is a globally irrational
;ttempt to preserve the local maximum of Florsheim's retailing division,
tbolishing RPM:should reduc; retail prices and increase sales, but reduce the
iuber and sales share of Florsheim owned stores. Finally, if the present
310rsheim strategy is simply mistaken, abo;ition of RPM should lead £o lower
?rices and higher sales. Assuming no impact on wholesale prices, both Florsheim
ind consumers will benefit.
| The welfare effect implications of each hyﬁothesis follow directly from
the predicted effect on sales. As Posner argques, any reduction in physical
sales represents a loss of consumer satisfaction; any increase in sales,an
anrease in consumer welfare. |

Evidence on the likelihood of these hypotheses is presented next.

f
FII. Price and Other Quality Signals

f This section will demonstrate that Florsheim had a direct interest in

t

the retail price of ifs shoes and establish the nature of that interest.
Florsheim's price policies were consistent with the notion that it believed
price to be a signal of quality, and controlled prices in order to preserve.the
gquaiity image created by its advertising, company and franchised st&?es, and
physical product. A large body of research and our cwn experience iédicate
that consumers do perceive price as a signal of quality. Thé re;earch willnbe
reviewed below; as an example df the more casual empiricism of experience 1

quote an ad from the Wall Street Journal: "SUPER WATCH ($29.95) Don't be

fooled by the price..."48 Other quality signals will also be considered.
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A. Types of Quality Signals and Their Importance

] There are many clues to the quality of a product: the physical character-
istics of the product itself, brand, store, and price. The relative importance
of each signal varies from product to product, and the signals interact strongly.
The more difficult it is for the consumer to evaluate the physical product
itself, and the larger the consumer's perception of quality ‘differences between
brands, the greater the importance of attributes such as price, brand, and store.
As one study swmarized the relationships:

Products which were perceived to have very undesirable

consequences [of mistaken choice], large brand-to-brand

variation in quality, a pronounced price-quality relationship,

and a high social significance with respect to brand choice,

had a positive or upward-sloping price preference function.

In contrast, products that were seen by the subjects as having

mildly undesirable consequences, small variation in quality

among brands, a dubious price-quality relationship, and

little social significance had a price~preference function

generally consistent with conventional assumptions [i.e.,

downward sloping].49

Note that the price signal becomes stronger as the correlation between

price and perceived quality becomes stronger.so Shoes have all of the character-
istics of a product where signals of quality (particularly price) are important.
Consumer Reports has been unable to devise laboratory methods for judging quality
of shoes; men's leather shoes are costly encugh that errors are serious; and
my own comparison shopping has revealed both enormous brand-to-brand variation
in quality and a strong correlation between price and qualitf:- We cannot "prove”
that shoes are perceived by most consumers to have these characteristics without
performing the kind of consumer survey used in the study cited, but the available
evidence indicates that risk-averse consumers do face a real information problem

in buying shoes. The fact that shoes are relatively simple and shoe technology

relatively static compared to electronic devices and other hard goods often
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.scounted, AOes not méke their quality relatively easy to judge. The performaﬁce
' shoes, unlike the performance of a TV for example, cannot be adequately

'Ebled either in the store or by observing the performa$ce of a friend's

;rchase. Limited ability to judge performance (e.g., durability, comfort

fer an eight hour period) plus the large variance in the quality available

1 the markét, iake consumer reliance on brand, price, and store quality signals
Lausible.

The notion that consumers use price, brand, and store primarily as
?gnals of quality is appealing to the economist because it is a rational
ssponse to risk aversion in consumption activities. Tﬁus one can belieQ;
1at higher prices could lead to higher demand, at least over some price
inges, without resortinq to bandwagon, snob, and Veblen effects, i.e., to
;rationality or to interdependent utility functions.

There is also a more cbjective reason for emphasizing brand, price and
atlet as quality signals rather than as ménifestations of the impulse to
bnspicuous consumption: most shoes are not conspicuous consumption items.
alike Levi's, automobiles, Lacoste shirts, etc., the brand of one's shoes is
?perceptible to others, so that the only opportunity for conspicuous consumption
fes in chance encounters with one's friends and associates at the local haber-.
ashery. Some shoe manufacturers are attempting to gain a toehold on the
anspicuous consumption market by developing visiple brand devices: Bass puts
ts name on an external brass or cloth tag, Prench Shriner shoes are adorned
ith a small French horn ornament in brass, Etieﬁne Aigner shoes sport a distinctive
rass hqrseshoe, and some Pierre Cardin shoes display the designer's‘initials.-{
f course people intensely interested in fashion can also distinguish brands by
bpearance, but for the average person brands are indistinguishable. Florsheim’s’

raditional styles make its shoes particularly difficult to distinguish from
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those of its closest competitors; recall the New Orleans department store
manager's indifference to which wing-tip was stoékéd (p- 28).

The interactions among price, brand, and store are worth pointing out
before a detailed examination of price alone as a quality signal. These signals
are generally beli;ved to be complements rather than suﬁstitutes, which has'
two implications for out analysis. First, manufacturers and retajlers will
try to present cqnsistent signals; e.g., Florsheim refuses to sell to discounters
because the discount outlet itself, and the price at which the discﬁunter.sells,
would undermine the quality image built up by years of high prices and high
advertising budgets. What makes lLevi's an exceptional case is that the grand
signal now completely dominates other signals, and thus,caé be substituted for
store services and high retail prices. Seccn&, the hypothesis that RPM maintains
margins in ordef to provide store services and the hypothesis that RPM maintains
prices in order to signal quality are not conflicting explanations of Florsheim's
behavior. Each would be suff;cient to inspire an RPM policy, but Florsheim
may well have had both motives in mind simultanecusly.

Many exp;rimental,studies have been made of the ability of price to
signal quality, where pfice was the gniy quality signal aQailable to the test.
subject. Fewer tests have been made of the effect ;f price in experiments
where brand and store information were also available, and the results of these
studies are less conclusive. Gardngr found tﬁat brand was a much stronger signal
of quaiity than price when both were present in a study involving meqfs sh%xts.
men's suits, and toothpaste.51 Yet Andrews and Valenzi found in a Q:udy involving
shé;s and sweaters that "...the lower the price, the greater the influence of
brand names, but in combined quality judgments price was clearl; thé dominant

52

cue," This suggests that the subjects distrusted low prices, but that this

distrust could be overcome by reliance on brand. One survey concludes that
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Determining the specific effect price has on buyers'

perceptions of quality is complicated by the. multitude

of research designs and products tested. But throughout

the findings surveyed here emerges the suggestion that

brand name is important and possibly dominates price

for relatively inexpensive grocery products and beverages.

For clothing there is an apparent increasing concern with

price, although price may not always dominate the influence

of brand name.53

Unfortunately many of these studies did not explicitly introduce tests
for interaction effects between store, price, and brand, which may obscure
the significance of one signal in a multi-signalling environment. One study
which did test for interactions found that store and price interacted very
strongly, even though store alone was not a significant signal of gquality.
Enis and Stafford's study of perceptions of carpet quality used both price and
store name as signals of quality. Store prestige alone did not affect guality
‘perceptions, while price alone did. But there were strong interaction effects,
significant at the 99.9% level, indicating that high price and high store
prestige together increased quality perceptions more than either one alone,
. even though store prestige alone had no discernible effect on quality rating.54
This study, which indicates both strong interaction effects and the difficulty
of determining the true effectiveness of individual signals, gives us some
insight into the problems of marketing a product which competes on quality as
well as price. The marketer of such a product will want all of the signals to
indicate high guality, both because of possible interaction effects and for
fear of missing an important signal.
The marketer may also want to avoid inconsistent signals for fear of

confusing customers. Enis and Stafford found that the higher the status of

a store, the more suspicious subjects were of the quality of a low priced carpet

from that store.
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Another interesting result was the inverse relationship of
store prestige level or image and product quality perception
for the low priced carpet...The present finding indicates
that a prestige store's image might be endangered if it also
carries a cross section of low-priced merchandise. 1In other
words, retailers having attained a certain prestige image in
the community may not be able to maintain a strategy of
"being all things to all people."55

Notice how similar this sounds to Filene's observation that customers
of widely different income class will not shop in the same store. Price-
quality signalling is a less class-oriented explanation of the phenomenon ..
that shoppers interested in high quality will cease shopping in a store that
sells low-priced, presumably low-quality items. Now that incomes are generally
far above subsistence, shoppers interested in high quality for a particular
item are not necessarily high income customers, since tastes differ and most
everyone can afford high quality for at least a small fraction of his
"consumption bundle.”

The literature on quality signalling, and on the interactions among
signals, may explain a puzzling phenomenon of discount stores. Many discount
stores carry the most expensive and prestigious brands of appliances, cameras,
stereos, typewriters, etc., but no discount store carries a full line of
high-quality apparel. There are a few discount stores in which famous brands

of apparel appear: e.g., Filene's Basement, Loehman's, and the "Hit or Miss"

chain. All of these stores have the characteristic éuggested by the name

"Hit or Miss”: they do not carry a complete size assortment or a broad»selection

of styles for each brand. They are a continual clearance sale, and procbably
have little impact on the overall price structure of the famous brands they
sell. Filene's description fits the modern chains as well as the famous

basement store he founded in 1909:
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An ordinary store demands the correct assortment of sizes

and pays the price. The Filene basement takes what sizes
there are and gets bargains. It does not have regular stocks;
it has bargain merchandise and just whatever it may happen to
have. A customer may get an article today and not be able

to duplicate it at the price, or at any price, in the basement
tomorrow. 5 : - ’

’

What makes appliances and same other non-apparel items suitable for
‘ontinual sales through discount houses? Three features appear to explain
he phenomenon. First, gquality ratings for appliances are available through

leneral readership magazines such as Consumer Reports, and through special

nterest magazines such as Modern Photography. Second, post-sale service is

irovided by factory-authorized repairmen, and the warranty is with the manufac-
‘urer rather than the retailer. The only warranty provided in most apparel
:xe:chandising is the willingness of the retailer to accept returns. Many
;lepartment stores, for example, will allow the return of any item, with no
[uestions asked. Third, the inyentory turnover ratio should be higher because
tameras and televisions come in fewer sizes than shoes. Thus the discount
lealer can carry a full line of Sony televisions or Pentax cameras while
rarning an adequate return on inventory investment. These characteristics

:uke consumers more willing to buy these products at discount stores and may
naké discounters more willing to stock high-quality brands. of these products,
than is the case for shoes and other apparel.

i

While this explanation of the failure of discount stores t'.o carry famous
l::ra.ncl apparel seems plausible to me, there are two alternative explanations

vhich are also plausible. First, it could be that virtually all manufacturers

>f high-quality brands of shoes (and other apparel?) refuse to. sell to discoun’t:.ers,
selieving that discount prices would destroy their quality image. Second, it

could be that evervone is simply mistaken about the willingness of consumers to

buy quality apparel in discount stores. There are successful discount stores
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selling brand name women's shoes on a small scale (e.g., "Feet First Boutigue"
of New Orleans). More significantly, F. W. Woolworth is testing the latter
hypothesis by opening eight units of a new kind of discount chain (called

J. Brannam, not Woolworth's!).

i,

This latest retailing operation...sells famous name brands of

family clothing, footwear, and household linens at substantially

reduced prices, with particular emphasis. on designer label

ladies and men's apparel. Customer acceptance has been

gratifying and 19 additional units are scheduled for 1980

opening§ in the Kansas City, Bouston, Tulsa and Des Moines = e
areas.

The performance of these stores could provide an important indication
of the potential welfare improvements fromtuiﬂgingthe type of distribution

case mentioned in the Steiner memo.

B. Florsheim's Pricing Strategy ~

Florsheim's pricing strategy is so common that marketing texts have a

name for it: "perceived value pricing." 1In perceived value pricing

...a company develops a product for a particular target
market with a particular market position in mind with
respect to price, quality, and service...Then the company
suggests the needed plant capacity, investment, and unit
costs. Management then figures out whether the product
would yield a satisfactory profit at the chosen price and
cost. If the answer is yes, the company goes ahead with
product development. Otherxwise, the company drops the
idea,58 '

Thié is also how Filene suggested deciding whether or not to stock an a

item: first determine the price and quality combination demanded by the market,

then determine if the product can be bought at a price yieldiqg an appropriate

-144~




return.* 29

In any case, testimony and exhibits in the case material indicate that
Flozsheiﬁ first determined the price at which a shoe would sell, and then
designed the shoe to meet that'priée while providing a.normal mazgin. This
wﬁs an iterative process, with adjustments being made in gquality until
target margin was achieved (Tauer transcript, pp. 20 ff). Also, the wholesale/
retail price lists circulated by Florsheim do not show & constant markup over
wholesale, even when RPM was being enforced. Both pieces of evidence indicate
Florsheim practiced perceived value pricing.

Finally, as mentioned in the preliminary report, Florsheim influenced
maximum as well as minimum prices by having company stores. Both the FIC's
interviews (Wilston transcript, p. 21) and-my own interview with a local
independent Florsheim dealer indicate that independent déalers feel it is
difficult to charge much more than the florsheim.store. Incidentally, my
informant also noted that since the decree he does visit the Florsheim store
to detexrmine its prices, but that this is sufficient bother for him and other
dealers that the variance of prices has indeed increased. His margins are
now higher thasvunder Florsheim's RPM, since he now uses the standard 50% ‘
markup on all shoes.

The point of this brief but crucial section is that Florsheim tried to

fix the price at which each Florsheim shoe would be sold during the regular,

* I mention Filene only to show that this description of how price-
cost margins are determined has been around as long as the earliest studies:
purporting to show that price is determined by a constant markup over cost.
Pirms actually have much more control over costs than over market price, so
that information about price-cost margins tells one absolutely nothing about
the validity of the administered price hypothesis. Companies are not compelled:'
to produce products for which returns are inadequate, and risk averse firms s
in competitive or even vigorously rivalrous markets are likely to invest any
potential above-normal margin in increased product quality to reduce uncertainty
in sales.
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non-clearance sale period, not just the minimum price.* Of course, since no price
survey was taken before the consent decree, we have no way of knowing how effective

Florsheim was at eliminating price variance. For example, the mere existence of

company stores is not itself sufficient to set maximum prices, since above list
prices were frequently observed in the post-decree price survey. Company stores
probably reduce the extent of pricing above list, but evidently cannot eliminate

such premium pricing. Empirical evidence that Florsheim was correct to believe that

~
He
"y

price was an important part of its marketing mix, and that lower prices do not

always mean higher demand, is surveyed next.

C. Plausibility of Florsheim's Strategy R -~

Florsheim's initial markup strategy and RPM seem to be contradictory. Florsheim
claims an average initial markup of 47Z, lower éhan the industry average, and argues
to dealers that this policy will increase sales as consumers perceive Florsheim's to
be a relative barg;in._ Why then should Florsheim prevent discounts from the initial
markup, which would enhance its reputation as a bargain?

The answer is that while sales would increase in the short run, they would fall
in the long run. As Scitovsky pointed out in 1944, we usually attribute two prices
to an article we see in the store: its normal price, an "indicator of worth" and

60

its actual, observed price. Immediately following abolition of RPM, actual prices

would fali and consumers, compariné the observed with the normal price, would take

advantage of the resulting bargains. In the long run, as discounting continued, the

normal price of Florsheim's would drift below the normal price of brands now considered

its equal in quality. This signal of relatively lower quality (presumably c&mbined with
reduction of store quality signal services as dealers dropped Florsheim) would switch
consumers to other brands, reducing sales in the long run. Thus Posner's test fo:'

the social efficiency of prohibiting RPM-—~dc -sales rise or fall--is valid

2,
e
S

for both the free-rider and the quality signalling arguments for RPM.

* There were few exceptions for exceptional local circumstances. Some stores
in seasonal resort areas were allowed to set prices higher than list.
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- 1f service free-riding or price-quality signalling motivates RPM, then sales.
11d first rise'énd then fall (the time period before sales fall must be related to
thase frequency). The only element of horizontal collusion is that dealers

;times informed Florsheim salesmen of below-1list sales. There is;no evidence on

% fraction of RPM violations were deiected in this way._ But dealér cooperation
enforcing RFM is not evidence that dealers imposed RPM, and there is no evidence
manufacturer collusion in the testimony or literature. IF RPM is a result of a

ler cartel, of subgoal optimization by ﬁhe Florsheim retail division, or simply
istake, then sales should rise permanently, assuming that éther forms of tacit
vlusion do not replace RPM.

The only way to prove which hypothesis is correct is to abolish RPM, and_probably
‘compel sales to discounters. Since that experiment is not’ yet complete, we can
iy review the relevant evidence from smaller ;Eale experiments.

As mentioned above, numerous experimental studies have shown a strong correlation
ween test subjects' perceptions of product quality and price whgn price is the only
gnal of quality. This effect disappears or diminishes when price is combined
th other signals.

A significant finding of several ;tudies is that the price-quality relationship
non—linear.61 For example, in one study using beer, the low and medium price-béer
re perceived to have the same quality; only the higher price beer ;howed significantly
gher quality ratings.62 This non-linearity seems to be general. |
' Another strain of the literatpré on price-quality relationships relies on
Eensivé surveys in which consumers are asked to name the highest and lowest price
:vhich they would purchase the product, or fo maﬁe a buy/don't buy'responsé when
nfronted with a series of prices for the product. The most famous and to date
bitious of these projects was a study by two English economists,
ibor and Granger, in the early sixties.63 Thei;-é_ngiggi hypothesis was that
;ice does signal’quality and that because consumers do have a concept'

! normal price, price can be too low or too high to induce purchase (they
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controlled for income effects!). A paragraph of their article is worth

quoting at length, since it supports the analysis of this author's preliminary

report.

Before we embarked on this survey, some of our colleagues
expressed the opinion that especially in view of the present
popularity of bargain offers few, if any, consumers would
have a lower boundary to their range of price acceptance.

We were reluctant to subscribe to this view since we believed
that if, say, pork pies weighing a pound were offered for
three pence each, this would repel most prospective purchasers
even if the pies themselves looked perfectly acceptable. We
felt that similar considerations applied to a wide range of
other commodities, such as textile products, simply because ” R
their quality cannot be ascertained by sight and, owing to

constant changes in technology and fashion, past experience

is of little use in this respect. The reputation of the

manufacturer, the brand and the shop do, of course, matter,

but it would be difficult to deny that a reputation for high

quality and high price generally go together. And the

reputation which most of the retail outlets (and, presumably,

all manufacturers) endeavor to build up is precisely that 2]
of giving "good value,"” i.e., providing gquality which is

at least roughly proportional to their prices. Needless to

say, "quality" does not necessarily mean physical properties

only; the assurance that the current selection represents

the latest fashion is also something for which the consumer

may well be prepared to pay.64

o,
)
o

As anticipated, Gabor and Granger did find that "the typical short-run market
demand curve for competitive brandea products has a substantial backward
néloping portion.“65 This is inferred from the consumer survey evidence on a

typical "buy response curve," essentially a plot of the number of people responding’

with a buy decision at each price for a particular product. Figure 3 is a typical
buy response curve. Shape did not vary by income group, but mean did (cf. Filene's

analysisl).
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FIGURE 3

Price

Price Quantity Demanded
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Gabor and Granger's results have been replicated in a few other surveys,
and in experimental settings, and the results of these studies have been
incorporated into leading texts on marketing and consumer behavior.e56 Together
;hese facts suggest that manufacturers do have, or at least believe they have,
g plausible reason for preventing large price reductions. RPM may be a mistgke,
but it is not a paradox, for it prevents price reductions large enough to cause
the consumer to question the quality of the product. Consumers have some notion,
based on previous experience, of what shoes of a certain quality "should"
cost; i.e., are most likely to cost. Prices much below that level must be
explained, and in the absence of other information ;he explanation most likelyl
to occur to consumers is that quality has been reduced. As Arthur Leff points

out in Swindling and Selling,‘it is precisely the average person's deep suspicion

67 :
of "bargains™ that makes both swindling and selling difficult. Of course the
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price~cutter could present other indicators of quality: evidence of téchnologicél
breakthroughs (digital watches and calculators are examples), quality certifica-
t+ion by government agencies or othgr third parties, or éerformance guarantees,

But the static nature of shoe production technology, the inability of such

groups as Consumers Union to set standards for apparel, and the diffusé nature

of shoe "performance," make such offsetting quality signals difficult to offer.

Difficult does not mean impossible. Several clothing manufacturers
provide durability gquarantees; e.g., Weather Tamer guarantees a year's normal
wear for its children's outerwear, Monsanto's "Wear-Dating™ program is a
guarantee by the fiber manufacturer that the garment will last for one y;ar.
Finally, trade associations frequently provide third-party certification of the
type of material in a garment; e.g., the woolmark, cottonmark, and Harris Tweed
labelling programs. These trademarks are "To Certify Cloth Only" as the Harris
Tweed 1a5el puts it.

Perhaps shoe manufacturers could.offer these additional indicators of
quality, making price and stére quaiity less important. Certainly abolition of
RPM and thé associated non-discount outlet.§traﬁegy would lead shoe manufacturers
to devise new quality signals. However, the appearance of new quality signals
in such circumstances does not justify the inference thaﬁ the supplanted signal§

vere either unnecessary or inferior.

IV. Summary and Evaluation of Explanations for RPM

A. Alternative Hypotheses and Evidence from the Industry Study

Almost all discussions of RPM and other vertical restraints assume that
their purpose is to keep retail prices higher than they would be in the absence

of restrictions. The desirability of vertical restraints then depends on whether
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-not higher retail prices (reduced intra-brand price competition) induce the
svision of additional services or other promotional efforts, resulting in
re. interbrand competition.
; The above industry study has sﬂown that this conventional analytical
amework is helpful but not entirely adequate for examining Florsheim's
rtical restraints. Certainly Florsheim's distribution tactics were intended
! reduce intrabrand price competition, thus encouraging provision of adequate
5motiona1 efforts. But Florsheim also claimed (and the FTC price survey
pports the claim) that it practiced RPM to prevent retailers from raising
ices above suggested list, as well as to prevent discounting.

Florsheim's approach to RPM, i.e., its attempt to fix a specific price
ther than just a minimum price, strongly suggests that Florsheim regarded
tail price as a marketing variable of direct interest. That.is, Florgheim
ﬁted ;o contzol retail price partly because of its direct impact on demand, not
lely to adjust retail margins to ensur; adequate promotién.
! This should not be suxprising. All consumer goods manufacturers have
' interest in the price: and other conditions of retail sales, for retail sales
ie the ultimate determinant of profitability. But this concern is not always
l ‘
' easily translated into control. Relatively few manufacturers can exercise
mplete control over distribution through forward integration to the retail
wel. Integration, either by dwnexship or franchise, requires a precise match
;tween economies of scale in retailing and manufacturing. Furthermore, th;
itegrated firm must suffer no severe control or capital cost disaévantages.
.orsheim could not achieve control over fetailing by forward integration, for

le capital requirements are too great; or by franchising, for the economies

f scale in footwear retailing penalize single brand outlets in Florsheinm's

irket segment.
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Much of the literature on RPM overlooks this obvious peoint that retail

price is more than a means to the end of achieving a particular adequate

provision of retailing services. Keeping this fundamental point in mind, let

us summarize once again the four basic hypotheses, this time evaluating each

explanation of Florsheim's RPM with the evidence generated by the industry

study.

The four basic hypotheses, previously discussed in detail in Section II.C,

"Manufacturer-Retailer Interaction: Alternative Hypotheses on RPM,” are

summarized in the following table.

This table shows the effect on price,

sales, welfare and profits predicted by each hypothesis following abolition of

Florsheim's vertical restraints.

Hypothesis

Prevent service
or image free-
riding

Use price as

quality signal

Protect com=
pany stores

Restraints are
a mistake

Perhaps the most interesting conclusion to be drawn from this table is

PREDICTED EFFECTS OF ABOLISHING
FLORSEEIM'S VERTICAL RESTRAINTS

Effect

Effect
on Price on Sales
Price Sales
falls fall .
Price Sales
variance fall
increases *
Price Total sales
£falls rise, com-
pany sales
fall
Price Sales
falls rise

. Effect on
Consumers

Welfare
falls

Welfare
falls

Welfare
rises .

Welfare
rises

Effect on
Florsheim

onfits fall

Profits fall .

Total profits

rise, retail

profits fall’

Profits rise

N

B

Bital
L

£

Piin
g

that Florsheim is not engaged in the zero-sum game with consumers. In all cases,

Mean price constant.
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{
nsumer welfare and total corporate profits move in the same direction
llowing abolition of RPM. What's good for Florsheim is good for consumers,
ihough what's good for Florsheim as a whole may not be good for its retail
;ision.' This is not to say that Florsheim's present'policies are correct in
e sense of maximizing either profits or welfare. Abolition of vertical
straints will increase both profits and welfare if either the mistake hypothesis
' the retail division protection hypothesis are correct.
I The industry study itsélf produced no evidence on the likelihood that
ﬁrsheim's vertical restraints are intended to protect its own stores.
orsheim's testimony‘that it is reluctant to build stores itself, the
parently sub-MES size of most Florsheim stores, and the probable advertising
fects of company stores, all lead to the conclusion. that Florsheim may regard
s stores as a necessary advertising investment. Therefore, even solid evidence
;retail division profits below the cost of capital would not justify the
ference that Florsheim was attempting to protect its company stores with

rtical restraints on the more efficient independents. Only a survey of

orsheim-owned stores' market share during the consent decree period can test

|

;s hypothesis.
| This induétry study did generate indirect evidence-that thé mistake
pothesis cannot be dismissed. Some retailers are experimenting with brand-
me discount outlets for other types of apparel, and if this experiment is
iccessful it could spread to shoe retailing. Unfortunately these experiments
‘e too new to give a good indication of their success.

The evidence from the industry study on the free-riding hypothesis suggests
\at the conventional, service free-riding hypothesis can be rejected, but thét
new, image free-riding hypothesis should be accepted. The case against the

raditional, Telser, service free-riding hypothesis is that there seem to be no
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services subject to free-rid;ng. The most important services, inventory and é%
ambience (including room to try on shoes!) are apparently immune to free-riding.
However, the image created by high quality stores could be subject to free-

riding. The bgst evidence for this, aside from the Flo¥sheim testimony, is the

Tl

ﬁarketing literature, which indicates that the store itself is a strong signal
of quality,vand interacts with other quality signals.

Unfortunately there is no expefiment which could distinguish the two
free-riding hypotheses; the effect of abolishing vertical restraints should
be thé'same when the new equilibrium is reached. One would expect that the
position of high-price, high-quality stores would deteriorate faster in the
image free-riding case than in the service free-riding case, since some customers
will want to use the services (e.g. fitting) in the store which provides them.
This should be the case if the consumer's time has any value at all. However,

distinguishing such subtleties is undoubtedly beyond our powers of observation.

Finally, the industry study suggests strongly that price is also a signal
of guality. While there is no evidence directly related to shoes, numerous o=
consumer surveys and experiments have confirmed the common sense notion that
Price can serve as a signal of quality. This is not to say that price is the
only, the st:ongest; or even an indispensable signal of gquality. But retail.price

does seem to be a parameter that the manufacturer would like to control. The

45
i
s

evidence on the indivisibilities in retailing furthermore suggest that setting
wholesale price is not adequate to control retail price, because of variance in
retailers' margins. This conclusion from the industry study was dramatically

2

confirmed by the preliminary FTIC price survey, taken shortly after the consent

decree. The results of that survey are analyzed next.
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B. Analysis of the Price Survey

In March 1980, the FTC conducted a survey of the prices charged by
'E.'éheim and independent retailers fo.r four shoes in ten éities.serhe shoe
;ls covgred by the survey were the "Nevada” (Florsheim's most popula¥ model
;he time), the "Imperial” wingtip, the "Stewart,™ and the Stuart Imperial
b-on #93137 (héreafter 93137). The cities covered were Atlanta, Boston,
sago, Clgveland, Dallas, Denver, Los Angeies, New York, San Francisco, and
ttle; the survey being conducted by FTC Regional Offices in these cities.

essential results of the survey are displayed in the price distributions

each shoe (see Figures 4-7), and the table below.

SUMMARY OF PRICE SURVEY

List Sample Mean price Standard deviation

e_ Price Size (% below list) (3 _of mean)
erial 80.95 48 T T79.13(=-2.2%)* 8.4%
wart 69.95 38 69.39(-.8%) R 2518
37 62.95 30 62.83(~-.2%) 3.5%
‘ada 58.95 51 57.73(=2.18)* 7.4%

iignificant at the 5% level.

| The survey results are quite striking, both in what they reveal and in
it they don't reveal. The most surprising and immediately apparent_;esult
the large dispersion of prices; the standard deviation of price is typically

at 7%* Several conclusions follow immediately. One is that models of RPM

* The sample of stores within each city is too small to make a formal
nparision of variance between cities and between stores within a city. Therefore
cannot say precisely what the standard deviation of price is within a typical
ty. This problem should be corrected in the next price survey. :
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68

which assume that retailers all .charge the same price in the same market, even

in equilibrium, are irrelevant empirically, Counter-intuitive as it may seem,

25y
Vit

search costs are high enough that different prices for physically identic#l -
items can persist within a single tity; indeed, within the downtown shopping'area.*
One can be quite certain of this conclusion, because the price dispersion

discovered by the FIC is typical of such surveys. Thus the dispersion is probably

X
o7

not a disequilibrium phenomenon applying only to the immediate post-consent decree:
period. A recent survey of this phenomenon of "persistent price distribution"
found that the standard deviation ranged from 3.27Z to 41.38% of the mean of

retail price for 34 items ranging from dandelion tea to black and white_TV's.69

A second immediate conclusion is that RPM is in fact a price-setting mechanisA;
not an asymmetrical minimum price-setting mechanism. Almost as many dealers priced
above list as below list during the survey period. Unfortunately, we don't know
what the variance was before the consent decree, so that we cannot assume the &
observed variances are an increase from a prior zero variance. For the Imperial,
of 48 dealers surveyed, only 14 priced at list price, with 20 cutting prices
below.list and 14 increasing prices above list. For the popular Nevada model,

‘only 22 of 51 independent dealers priced at list, with 12 cutting prices and 17 7
raising prices. Ten dealers simply added a dollar to the Florsheim price of $58.95.
For the Stewart, 15 priced at list, 1l cut prices, an§ 12 .raised prices. Finally,
for the 93137 model the distribution was 8 above list, 8 below list, and 14 at

list. Néte that on the most popular model (the Nevada) more stores raised prices &£
than lowered. prices.

Before commenting on the significance of these deviations from list price

for consumer welfare, let me simply note that this price survey should put an

end to suggestions that manufacturers who wish to achieve a certain retail price e

* I personally observed a $5 difference in the price of a Florhseim Imperial
wingtip in Seattle, in stores 2 blocks apart.
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2ed only set the appropriate wholesale price. Retail mérgins do vary, even in
1is competitive market, probably because of indivisibilities in retailing.
.;erefore the manufacturer who wants to control retail price mu;tido so
;rectly. Recall that manufacturer; have an interest in setting retail price
a order to presént what they regard as the profit maximizing ratio of guality
> price, a matter on which the manufacturer is likely to have a longer run
- iew than any individual retailer.

The consumer welfare effects of the consent decree are impossible to
;uge from the price survey alone, because it contains no information about
e sales at each outlet. Idea;ly, one would compare the sales-weighted mean
f the post-decree price'distribution with the list price. A mean lower than
'st indicates an increase in consumers' welfare. While the data do not allow
meutaticn cf a sales-weighted mean, we can compare the unweighted mean with
}st price, and test for significant differences. Notice from the table that
?l of the differences are small, ranging from .2% to 2.2%, and that only two
fferences are significant.*.

Of course one would expect the independent stores to lower prices more
}e: time. And the mean of the independent store price distribution was never
éﬂﬂi list price, which Supports the-convehtional free-rider hypofhesis.
:i11, this first price survey suggests that Florsheim could have been as
iterested in reducing the variance of the price distribution as in increasing
Es mean. Finally, the initial su;vey indicates that potential increases in
msumer welfare from this type of case could be small; i.e., on the order of_:

3%, unless such a small price cut increases sales significantly.

* I compared the mean of the independent store price distribution with
e list price using conventional tests of significance for differences
itween the means of two populations with the same variance. I used the standard
wiation of the independent sample mean as the measure of variance.
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C. Preliminary Conclusions

S
Unfortunately we cannot conclusively accept or reject any of ihe four
basic hypotheses explaining Florsﬁeim's reﬁailing practices and their effects
on consumer welfare until data is collected.on quantity as well as price (as
described in the Task IV report). However, some progress has been made, for - 3
the price survey alone could have proven the price-signalling hypothesis false.
If the mean price of every shoe in the survey were significantly below list, the
variance were small, and no stores priced above list, then the price-signalling
£

hypothesis could have been rejected. As it is, all four hypotheséS.reﬁhin viable v
candidates. Just as governments are often formed by coalitions of parties,
none of which has a majority, so the "true" explanation of Florsheim's conduct
may prove to be comprised of parts of all four hypotheses.

However, my own cpinion is that the mistake hypothesis and company-store e
protection hypothesis will be rejected if the FTC surveys both prices and '
quantities in sufficient détail to determine the effect of the consent decree

on each. Both the store-image free-riding explanation and the quality signalling

—~
- [

explanation are analytically plausible, and supported by the evidence available
from an industry study.
If the mistake hypothesis is correct, then virtually every major apparel

retailer and manufacturer in the country is following an inappropriate marketing

strategy. This is not impossible, but it is unlikely. There have been major
changes in distribution methods before; e.g., the emergence of the department
store and mail order house. But these innovations followed closely upon the

equally dramatic changes in manufacturing and communication technology which made

£
3

them possible, and my research did not reveal any recent dramatic changes in
the technology of retailing, in the demand for retailing services, or in the

. 7
technology of shoe manufacturing. 0
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While we must remain agnostic about the correct explan;tion for RPM, we
ﬁﬁ draw lessons for antitrust policy from the analysis ghus far. An important
;nding of this study is that all of the plausible explanations for Florsheim's
irrtical restraints are intended to maximize long-run sales. Thus Florsheim's
:1fare and consumer welfare are positively correlated. Florsheim may indeed
: mistaken in its beliefs that avoiding discounters is necessary to preserving
Eé brand image and that in-store promotional efforts are essenti;l to sales
iximization. But such a mistake in judgment presents a very different policy
;oblem than the typical price-fixing or merger case, where the interests of
ie business firm and the consumer are clearly opposed.
That Florsheim's business judgment on these matters is being questioned
} the antitrust authorities is a consequence of the mismatch between economies
} scale in shoe manufacturing and retailing. If Florsheim could employ
ranchising (a legally 1noffeqsive form of exclusive dealing) or complete
jrward integration, its concern for retail price would not have been‘brought
) the attention of the government.
| This suggests that vertical price restrictions imposed by manufacturers can
;nefit both consumers and producers, unless there is evidence.of a horizontal
mspiracy at the manufacturer or retailer level in imposing the restrictions. The
yrm of the chain of transactions leading from the manufacturer to the consumer
Lould not dominate their substance in the eyes of the antitrust authorities.‘
If an industry is competigive,'and the firm imposing restrictions lacks
.scernible market power, the rgstric:ions probably increase rather than decrease
iterbrand competition and consumer wélfare.
: In summary, the evidence of the Florsheim case is that a rule of reason

rproach to vertical price restraints could yield economic benefits.
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APPENDIX 1

Our average customer, then, buys a Sio hat for everyday
wear.  But there are times when she wants a hat alittle
better than ordinary, it may be to wear to an elaborate
luncheon or simply hecause she feels more prosperous than
usual.  So she wants to pay more, perhips S15.0 Conversely,
she may want or be obliged to cconomize. Under these
conditions she pays less, say, Ss. '

The exact figures are important in operating our storc;
but in explaining the method, these arbitrary figures wiil
serve to illusirage the point. Qur average customer pays in
the main, th re, three different prices for hats accordingly
as she wants something inexpensive, for everyday wear, or
for best. She behaves similarly in respect to every class of
goods, whether it is shoes at §3, S8, and $12, or cloth coats
at Sz25, Ss0, and S6o.

O@lstomcrs are not all of one income class, howeve:.
Fo: our more prosperous customer a S15 hat is for everyday
wear, a Sto hat incxpensive, a S23 hat best.  Qur less pros-
perous customer considers a S$10 hat expensive, a S5 hat for
everyday wear, a §3 hat cheap.

Let us tabulate this to visualize the demand:

Inexpensive | Everyday Best
Low-income customer........... $3 Ss $i0
Average custumer. .. ... .. s 10 15
Higher-income customer...... P 10 s 28

It is obvious that almost all of our customers buy at S10 at
one time or another. While our average and low-income
customers both at times buy at S3, there is no demand at
that price from our highcr-income customers. Similarly,
there is only a partial demand at $i5. While there is a
demand at §3 and $z23, the demand is limited.

Experience shows that S35, Si0, and 815, in this case, are
the points at which our full lines would be carried. It
shows also that at $3 and $25 the demand is insufficient to
warrant a full line. The tendency of the customer will be to
go for this type of merchandise to a cheaper or to a more
exclusive store.  We shall meet and profit by this tendency
in our bargain basement and in our de luxe departments,
which will be described in detail in subsequent chapters.!

The three prices, 83, S10, and S13, are the three *‘full-
line prices,” and are known respectively as the *“‘cheapest
full-line price,” “best-selling full-line price,” “highest
full-line price.” The three full lines at those prices are the
sscheapest-priced full line,” “best-selling full line,” and
“highest-priced full line.”
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TABLE 1

Distribution of Advertising by Medium, Total Industry

Regular and Sport Protective and

Casual Shoes Footwear Work Shoes Total %
jJazines 7,701.9 8,261.0 275.9 16,238.8 43.1%
Lspapers - - - 2,233.2 5.9%
Aspaper
;plements 334.9 320.3 4.1 659.3 1.8%
twork TV 4,085.4 3,723.9 o] 7,809.3 20.7%
ot TV 8,942.1 1,137.7 486.9 10,566.7 28.1%
twork Radib (o} 0 0 0 0]
tdoor 19.4 112.1 .4 131.9 .4%
TAL 21,083.7 13,555.0 767.3 37,639.2
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TABLE 2

Top 10 TV Advertisers

Regular and Casual Shoes, 1978

Total Advertising

TV as % of
Total ndvertising

mpan Total TV
om McAn Shoes (Men and Women) 5,429.8
sh Puppies Shoes (Family) 1,233.4
ster Brown Shoes (Children) 980.3
;turalizer Shoes (Women) 841.0
‘eeman's Shoes (Men) 778.6
tride Rite Shoes (Children) 688.5
ishrooms Shoes (Family) 596.7
holl's Sandals (Family) 383.2
Lorsheim Shces (Men and Women) 341.8
:nney's Shoes (Family) 272.§

figures are in thousands of dollars)
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5,580.4
2,944.6
1,020.9
1,576.8
778.6
751.6
596.7
973.6
1,357.0

272.6

97.8%

41.9%

96.0%

53.3%
100% P

91.6% |
100%>

39.4%

25.2% @
100%
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TABLE 3

Florsheim Advertising, by Medium

Florsheim Men's Flofsheim Total
$(000) $(000) L3
Magazines 833.8 833.8 61.43%
Newspaper Supplements 58.7 53.7 4.3%
Newspapers — 123.5 9.1%
lictwork TV ' 0 216.9 16.0%
fpot TV 0 » 124.1 . 9.i;
Network Radio ' o 0 0
Outdoor 0 o . 0

1,357.0 100.0%

=167~
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TABLE 4

Advertising_StrateQies of Florsheim and Rivals

aéines

spapers

spaper Supplements
;ork v

t v

Qork Radio

door

pany A/S
terco
Shoe
nesco

yenberg Shoe

Johnston & Murphy>

Florsheim1 Preemﬁnz"aarman3 'Nann-BushA
833.8 o 82.2 48.6
123.5 0 16.2 0

58.7 0 0 0
216.9 718.0 0 o
124.1 60.6 o 0"

0 0 o o
o .0 ‘0 0
.25% 27N .08y .06%
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1978

1977

1976

Source:

TABLE 5

Apparent Consumption and Imports of Leather Footwear

Pairs in" Value in - Imports as Imports as

thousands $millions A of pairs 3 of value
787,734  6,103.7 51.9 a1.6
745,710 5,125.0 48.3 35.7

786,507 4,9231.1 47.0 29.4

Current Industrial Reports, Footwear 1978, Bureau of the Census,
U.S. Department of Commerce, MA-31A(78)-1.
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TABLE 6

Production of Men's Dress and Casual Shoes
' " by Price Line, 1976

‘Price 11he'($) . __ Pairs A of Production
<6 6,527,000 10%
6.01-10.00 17,976,000 Y
10.01-14.00 22,976,000 | 33
14.01-18.00 9,061,000 14v
>18.00 10,565,000 16t

Total value: $810,026,000
Total pairs: 66,149,000

Average wholesale price/pair: $12.25
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TABLE 7
Distribution of Manufacturers® Sales
by class of customer,

men's shoes (except athlétié);"iéfaf

$ thousands -_% of total
Company outlets ' : 322,743 20.3
Indcpendent retailers | 500, 558 1.5
All other retailérs» 458.;09 (?_28.8
wholesalers : , 104,176 6.6
All others, including gov't and exﬁorts 57,555 | 3.6
Shipments not reported by customer class 146,848 9.2
TOTAL | 1,589,989 '200.0
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TABLE B8

Average Annual Sales/Outlet by Store Type

All retail trade establishments $536,686

All shoe stores 225,653

All women's shoe stores - 258,875 2

All men's shoes stores 202,473

All children's shoe stores 157,615

All family shoe stores 223,956
8
&
&
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TABLE 9

Saies and Stofes bf Sales Size,
Men's Shoe Stores, 1977

‘ : Payroll as

Annual Sales in $000 © _A Sales ‘ \- Stores A of sales
- 5,000 } : b 1. D

2,000 -~ 5,000 o N

1,000 - 2,000 D .4 " b
500 - 1,000 | 12.4 4.0 T 136
300 - 500 a 22.7 12.6 14.0
100 - 300 s34 62.6 14.6
50 - 100 ' : 5.8 ' 15.8 17.7
30 - 50 : .6 3.1 18.1
2c - 30 : : 1 ' .8 20.2
10 - 20 .0 .5 19.5
10 ’ D a D

D denotes not reported to avoid disclosure of confidential data
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TABLE 10

Sales, Firms, Outlets, and Payroll

by Number of Units

ber of Number of Sales/ Payroll/
lets Firms % Firms ® Outlets % Sales Outlet Firm
871 88.1 26.3 21.6 165,002 15 °
55 5.6 3.3 3.7 248,391 16.3
21 2.1 1.9 3.0 318,190 16.8
18 1.8 2.3 4.6 400,182 14.7
) 7 .7 1.5 1.6 215,620 14.8
25 4 .4 1.7 2.3 278,927 13.6
50 4 .4 .8 3.7 - 194,698 12.7.
L0o
9 .9 59.1 59.1 201,181 13.9
1
; 989 201,349 all
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Task IV Report: Specification of Data Colliection meeus

‘ritroduction: Goals and Possibilities for Empirical Work
I. Goals for Empirical Work
II. Possibilities for Testing Hypotheses
. s
III. Types of Evidence ' e
‘ndirect Hypothesis Tests: Evaluating Behavioral Evidence
I. Advertising
II. Company Stores )

4%

III. Initial Margins

IV. New Accounts and Discarded Accounts
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V. Benchmark Price Levels
VI. S;urceé of Error

VII. Physical Sales Data

{4y
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isk IV Report: SPecificaEion of Data Collection Needs
itroduction: Goals and Possibilities for Empirical Work
" I. Goals for Empirical Work

It is particularly relevant for the Florsheim case that the FIC's
pecification of Task 4 mentions two reasons for collecting data. First, the
ata specified by the investigator should suffice "to verify or reject likely
Iltemative explanations f_or the practices involvéd in the case.™ Second, "this
:ata should also enable the investigator to measure the impact of the FIC action
m consumers, on competition, and on the part?._cular industry.”

These are correctly perceived as two separate tasks,'because evidence
rearing on the alternative hypotheses may exist independently of the FIC's action..
Imd because it is possil;le that the FIC's consent decree had no impact on the
:narket (and thus no .impact on the industry or consumer welfare).

The available evidence independent of Florsheim's and the market's
response to the FTC Consent ﬁecree was included in the Task 3 Finﬂ Report.. That
evidehcé enabled the investigator to frame hypotheses explaining Floxrsheim's
marketing practices, and to reach t.enta:tive conclusions ébout the relative
likelj:hoof.i of each hypothesis. Assuming that the restrictions imposed on
Florsheim by the Consent Decree were effective, the FTC's action should have
generated new gvidence for testing these hyi:otheses. _This report explains how
to make the relevant observations and use them to test the hypothesgs. But
before undertaking these tasks, we must address the more fundamental question .
of whether or not it is possible to determine if the FIC's actions had any eff;ct'
at all., That is, are there any ;:onceivable observations -we could make that would °

iestablish the FTC's impact? And can we actually make those conceptually appropriate

measurements?
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II. ?ossibilities.for Testing Hypotheses

F
&5

o

The most serious limitation;on the possibilities for determining the
c's impact in this case is the FIC's failure to conducé any empirical work
:fore the period of the consent decres. For example, the consent decree aims
: prevent resale price maintenance (RPM), which should result in increased

o

riance of pricés. If the prochibited RPM practices wers effective, pre-decree =
ice variance would have been zero and any observed price variance during or
ter the consent decree would prove that the decree had some effect. But no
}ce survey was made before the decree was imposed, so that we have no idea
. what the pre-decree variance of prices was in fact. We cannot assume that
e-decree price variance was zero, both because of conflicting testimony on
e subject and because retail price surveys typically find céhsiderable price '
riance. Therefore we cannot conclude that the FTC decree was effective simply
cause we iow obsexrve scme variéhce in prices. However, increasihg price
riance over time would indicate that the decree was having some effect.

Another limitation on the possibilities.both for determining the effect
' the FTC's actions and establishing the correct explanation(s) for Florsheim's ™
Eions is the failure to include other shoe companies in the FIC's initial
yestigation or the present study. This should not be construed as censure,
zause of the cost of including other companies. The major cost would be
’licating the collection and analysis of-testimony and documentatiocn that 23
mprised the Florsheim case record. Additionally, including other companies
the pfesent study wcould probably require for each company about half the
aéurces-devoted to the Flcrshéim study to perform tasks 1-4, and equal resources
carry out the empirical tests described in this Task 4 report. ' &

Nonetheless, failure to make the Florsheim case into an industry-wide

-182-

S T e e e At L AR TR



rade practices case means that no rigorcus test of such hypotheses as
irizontal collusion at the manufacturing level is possible. For example, my
iéid interviews with retailers indicated no difference Between Florsheim and
her leading manufacturers with respect to enforcing sﬁggested retail prices.
it such evidence, based on a limited sample, is almost worthless. A price
irvey, taken béfore the consent decree and its attendant publicity, could have
Etablished whether or not Florsheim achieved lower retail price variance than
;s rivals. .A finding that Florsheim was unique in achieving zero or insigni-
}cant price variance would have allowed one to reject the horizontal conspiracy
r oligopolistic coordination hypotheses. A finding of uniformly low orA;ero
tice variance would not have proved the collusion hypotheses, since RPM may

; optimal in a competitive market, but would have at least confirmed their
;levance. But a price survey taken now, after the decree has been in force
;r two years, could not test the horizontal conspiracy hypothese§ even if it
nclﬁded all of Florsheim's rivals. A finding of equal variance for each
bmpény could indicate either that Florsheim alone was forced to abandon RPM
r that all companies have abandoned effective RPM after observing the FIC's
;ccessful case against Florsheim.

6% course, we can carry out hypothesis tests assuming that Florsheim's
ertical restrictions were effective before the FIC's actions. But we must
‘eep in mind that this assumption implies that we can only estimate the upper
ound of the impact of the FTC's action, not the impact itself. For example,
'e can estimate the maximum possible increase in price variance resulting from
he consent decree: it will be the observed price variance, aéﬁuming that

wre-decree variance was zero. But the actual impact may be less, since the

ire-decree variance may have been greater than zero.

Also, while we have no direct (market survey) evidence for the period
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before the consent decree, we do have considerable information about Florsheim's

marketing practices before the decree. Since some of the hypotheses imply
I . '
changes in Florsheim's marketing after enforcement of the decree, those

hypotheses can be tested with evidence that such changes have or have not

pecurred.

In short, while there are limitations, it is possible to define observationsl"’

!

Lhich would determine the FIC's impact on Florsheim and the men's shoe market.
éowever, we cannot carry out all of the necessary observations, since.some must

Pe made before the consent decree is imposed. Therefore we cannot measure the .
impact of the FIC's action, although we can make some inferences about the directio;ﬂ
bf the impact. But in addition to the problem of conceiving tests to determine if
the FTC had any impact, there are the problems of carrying out those tests and -

;f determining precisely impacts and their welfare implications. First, is it ‘@Q
possible to measure the evidence relevant to'the hypotheses? Second, are the

aypotheses empirically distinguishable? These problems are best addressed by first

reviewing the specific alternative hypotheses and their empirical predictionms.
l The most important hypotheses explaining Florsheim's behavior are those ' ~
%xplaining RPM. We can think of RPM as Florsheim's direct ppicing strategy, |
sith refusal to sell through discount outlets as its indirect pricing strategy.

lThese strategies were intended to control both retail price and retail outlet

type. The following table (reproduced from page 60 of the Task 3 Final Repoft)

summarizes the principal alternative explanations for Florsheim's behavior and

their predictions for the post-RPFM market.

L]
e¥
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othesis

vent service

image free-
ing
price as

lity signal

tect com-
¥ stores

traints are
distake

ean Price Constant.

Effect

on Price

Price falls

Price
variance
increased*

Price falls

Price falls

Effect

on Sales

- Sales fall

Sales fall

Total sales
rise, com~
pany sales
fall

Sales rise

PREDICTED EFFECTS OF ABOLISHING
FLORSHEIM'S VERTICAL RESTRAINTS

Effect on’
Consumers

Welfare
falls

Welfare
falls

Welfare
rises

Welfare
rises

Effect on
Florsheim

Profits fall
Profits fall

Total profits
rise, retail
profits fall

Profits rise

The empirical measurement problem is the most serious and arises from the

ortunate tendency of the real world to ignore the economist's ceteris paribus

umptions. Since prices and quantities are constantly changing, it is by no

ns obvious how one is to determine if sales have risen or fallen, compared

what they would been under continued RPM.

The measurement problem is not serious for price; retail price in combany

ied stores provides a suitable benchmark since this is the price Florsheim

:1d impose through RPM (assuming that RPM kept mean. price at list and variance

.zero before the decree).

Ere price distribution if price has fallen or risen.

The problem is serious with quantity.

Thus we can determine from the mean of the non-company .

Since both the aggregate shoe

ket and Florsheim's share of the market are changing for reasons other than

.ce (import restrictions, economic conditions, fashion), there is no reliable

lith one qualification to be discussed below at page 17.
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benchmark for the quantity which would have been sold had RPM continued. There

is no good solution to this problem. The most that can be done is to collect

data on Florsheim's market share, preferably measured in physical rather than
*dollar volume, and interpret an increase in share to mean "an increase in sales,

ceteris paribus." The implicit assumptions in this procedure are the external

market conditions (e.g., removal of import quotas) affect all manufacturers

equally, and that Florsheim exactly maintains its relative competitive position ¥

on parameters not affected-by the consent decree (e.g., Florsheim correctly
anticipates fashion changes).

The only hypothesis not seriously affected by the problems bf measuring
quantity is the company-store protection hypothesis. Since.external anan
non-decree parameters should affect cémpany and non-company stores equally,
changes in the share of Florsheim's sales going through aompany-owned stores
should suffice to test this hypothesis. A fall in the Florsheim company store
share qnambiguously indicates that RPM'pro:;cted the retailing branch of Florsheim’
to the detriment of the company as a whole.

Even assuming that prié; and quantity changes are measurable, iﬁ may be
difficult or impossible to distinguish among the various hypotheses. For
example, the first two ﬁypotheses do not have mutually exclusive predictionms,
since the variance in prices could increase at the same time that the mean.of
the price distribution falls, and both predict a decline in sales. In fact,

for two of the four shoe models in the preliminary survey the FIC observed both

lower means and increased variance in price, while for two variance increased with
mean price étaying constant (assuming that RPM kept mean price at list and variaﬁ#e.
at zero before the decree). Thus for two models the quality signalling

hypothesis is supported and the free-riding hypothesis rejected, but for the

B

.other two models (where mean fell) the two hypotheses receive equal support;

However, each is mutually exclusive with the third and fourth hypotheses,
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*h each predict an increase in total sales. Furthermore, the store-
tection and mistake hypotheses are distinguishable from one another, since
';ﬁthe store protection hypotheses %nvolves a change in fhe company store
fet share.
While it would be intellectually satisfying to distinquish the free-

ing hypothesis'from the price signalling hypothesis, that is not necessary
welfare analysis since each hypothesis has the same implicatiéns for

Lumer welfare and company profits. In short, there is some problem with
_hypotheses not being empirically distinguishable, but that problem is not
ious from a policy maker's point of view.

' This discussion of the possibilities for empirical work in the Florsheim
*» can be summarized by saying that meaningful empirical work is possible,
that many of the possible conclusions from that work will have to be qualified:

wuse of the lack of evidence gathered before the consent decree was negotiated.

III. Types of Evidence

Despite the problems noted above, a great deal of information on the
seting modeis of Florsheim's price and distribution strategies exists. This
tription of the types of evidence available and the relevance of each to the
stheses being tested should enable the FIC to estimate the costs and legal
.nt;al for gathering each type of information.

‘The first important distinction between types of information needed is that
» information is public, and can be collected without Florsheim's cooperatlon,
le other information can be obtained conly from Florsheim. The second
srtant distinction is that some evidence consists of market observations of

ze and quantity sold, while other evidence consists of information about
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Plorsheim's behavior. Market observations provide a direct test of the
hypotheses listed in Table 1, since each hypothesis includes predictions for
price and quantity changes following abolition of RPM.. Behavioral observations
provide an indirect test of both the hypotheses in Table 1 and the hypotheses -
about marketing practices other than RPM. 1In the followiné taxonomy, the
‘direct market evidence is indicated by an asterisk, *.

Publicly available information includes the following:

* Sales periods--obtained by monitoring a sample of stores.

* Florsheim Prices-—obtained by sampling.

* Competitar Prices--obéained by sampling.

Advertising expenditures by media--available in published sources at
nominal cost (about $200/year).

Number of company outlets, by type~-available from SEC Form 10-K's and
annual reports at no cost.

Percentage of company Sales at reﬁail and wholesale--available on 10~K's
and annual reports.

Information available only from Florsheim includes the following:

* Shoe sales in pairs, for Florsheim and selected customers and styles--
obtained from salesmen's "pairage™ reports on each customer twice
yearly, at the end of each season (Hamilton tr. p. 44). Not
obtained during FTC investigation. Costly for Florsheim to
supply at custcmer level, and perhaps at company level.

* Wholesale and retail price lists--successfully subpoenaed during
investigation. Low cost for Florsheim to supply. :

Customer lists--cbtained during investigation as computer printout.
Low cost for Florsheim to supply. .

Weekly lists of accounts added and dropped--not yet obtained by the FIC.
Low cost. for Florsheim to supply. ' '

The purpose of collecting each type of information is_straightfozwar&.

The next section explains how to use the indirect information to test
:the various hypotheses, and the final section explain; how to make the direct
.qarket observations. The significance of the market observations has already

been explained, and is reviewed in Table 1.
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lirect Hypothesis Tests: Evaluating Behavioral Evidence

Information on Florsheim's advéftising expenditures, company outlets, and
les through company outlets will enable us to determine if Florsheim is
;nqinq its distribution strategy in response to piohiﬁitipns on an, and if
e prohibition on RPM is effective. Remember that Florsheim has two methods
'maintaining high margins: direct policing via RPM, and simply refusing to
11 to discounters. Even if RPM is prohibited, continued refusal to sell to
,;counters plus retailers' focal point price and sales policies may mean that
e present pricing structure_conﬁinues more Or ;ess intact, or change; only

owly. In this case, there would be no reason for Florsheim to ﬁlter its

vertising strategy or to curtail the operation of its own stores.
I. Advertising

If abolition of RPM does lead to extensive price cutting and thus lowers
e averagé margin available on Florsheim's, we would anticipate an increase in
vertising as Florsheim is compelled to shift from "push"™ to "pull™ promotion.
e pull from advertising must replace the push provided by retailers who were
eviously attracted to florsheim by relatively high margins, or whose instoré'

ducements were financed by high margins.

II. Company Stores

If Florsheim's owned outlets decline in number or market share_(rel;;ive ;'
~independént Florsheim store?), then we can infer that one effect of RPM was
pz;se¥ve the position of £he'rlorsheim retail division, to the detriment of

;th consumers and Florsheim as a whole. Assuming that Florsheim-owned stores

e relatively inefficient, profit maximization at the corporate level would
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requizre closing at 1east~some Florsheim cwned stores if abolition of RPM

inspired independent stores to lower prices below Florsheim's list prices, taking®

‘saleg away from company stores. Of course this may take some time, both because
of inertia in the independents® pricing and because of the difficulties most

companies face in reducing the scale of unprofitable operations. Nonetheless,

[
Gy

if ve observe no significant change in the number of Florsheim-owned stores
relative to total Florsheim outlets, or in the proporticn of Florsheim's sales
made through,its own outlets, then we can reject the hypothesis that RPM was
protecting the retail division. .

This test should be made scmetime after the eonsent decxree perioémof 1979~
1981, ¢to allow time for the hypothesized withdrawal from retailing to be carried
out. While it is Qifficult to be specific, at least three to five years should

be allowed.

III. Initial Margins.

Another indication that not only were some prices falling but also that
significant numbers of shoes were being sold at the lo;er prices would be
reductions ig the initial margins on Florsheim. Florsheim’s price lists show
the vholesale price of each style, and the price at which Florsheim sells each

style in its own stores. A check of the margins for shoes included in the

price survey would be an Indication of the degree of pressure on Florsheim's
own outlets, and thus of the quantitative significance of the price changes
observed in the price survey. This evidence would not be conclusive, but the

information is available at very low cost and thus is worth obtaining. Also,

=
(o

" wheleeale ~vices are essential for the price survey, as they enable one to

determine actual retall margins.
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I¥., Hew Accouats and_Discarded Accounts

Flozsheim's weekly list of new accounts and discarded accounts ?ould be
e zevealing, for it would enzble us to determine two things about Plorsheim's
Licy of not selling to discounters., First, the new account 1list gculd reveal
;2her exr not the policy was still in forca. A sample of néw accounts would be
sited to determine if discounters were included. Second, if Florsheim is still
7ing to avoid discounters, the discard list should indicate whether or not the
;sent decree had any effect on its efforﬁs to avoid discounters. My own
?ss is that simply prohibitigg discussion of pricing policies will have very
ttle effect on Florsheim's ability to detect and refuse to deal with discounters.
: that quess is correct, then the frequency of discarding should be unchanged.
Lt if élorsheim.can no longer screen customers effectively, one would expect
creased discards of customers who turned out to be discounters. Of course, I
y be cverestimatipg Florsheim's ability to f£find a legal pretext for dropping

account.

rect Hypothesis Tests: Designing and Conducting the Market Suxvey

The market survey consists of two types of information: data on price
tained through FIC surveys, and data on quantity sold cbtained from Florsheim.
éether these sets of data should provide, within the limits described abéve,
ract tests of the hypotheses summarized in Table 1. Most of this section is
voted to explaining the price survey, since the corzesponding data on quantit§ v
n be cétained cnly from Flor;heim. -

The purpose of the price-survey is to determine what effect (if any) the

€ had en ﬁatail prices of Florsheim. The FTC has already conducted a preliminary
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rice survey. A Eriori_wg would expect such a survey to show increased variance
f prices, and three of the four hypotheses in Table 1 alsoc predict lower
berage prices than would exist in the absence of the consent decreé; The
%elininary FTC report shows some variance of prices, which Eresumablxkis an
ncrease from zero variance under RPM. The preliminary survey also shows that
verage independent price was .2% to 2.2% lower than Florsheim company store
rices, but that the difference was not significant for two of the four models
Lrveyed.

Unfortunately we have no information about the variance of prices before
he consent decree} i.e., we have no solid information about the effectiv;ness
f Florsheim's RPM policies, or about the price cuts needed to trigger
lorsheim's attention. As indicated in the Task 1 report (p. 4), Florsheim
;lesmen testified that they were not concerned about $2-$3 cuts, but about 10%,
b\, or greater cuts. Since §$3 is 4.4% of $68.20, the mean list price of the
hoe styles surveyed, it is c;ear that the mean is not the only parameter of.
he independents' price distribution that we need to examine in order to
etermine if the consent decree is having an impact. What follows is my proposal
5: an adequate survey, and my suggestions for interpreting the results.
| In designing the survey, we must consider the time period to be covered,

he categories of stores to be covered, the benchmark price level to be used for

cmparison, the styles to be included, the number of stores to be included,

€§

hether or not to include other companies, possible sources of bias in interpreting

he results, and the potential for determining the significance of the observatidps.

I.' Time period, frequency, and cost

The price survey should begin as soon as possible in order to capture

hanges in behavior over the period of the consent decree. The consent decree

-192-




?ohibits price list ecirculation for three calendar years, 1979-1981, and thus
{x selling seasons. “Aft;r Fhe three year ban, Florsheim can circulate price
ists but cannot enforce RPM in any othgr waf. The Fall 1981 selliﬁg season ig
ﬁg earliest the survey could begin, }pd it shou}d continue for two years

?te: the expiration of the price list ban; i.e., to thé Fall 1983 selling
eason. The reason for continuing the survey beyond the ban is to determine if
ny permanent increase in retailers' price competitiveness has been induced as
' result of the ban.

The survey should be conducted in traditional.non-sale periods; that is,
he survey should not take place during the six weeks_following January 1 or
he six weeks following July 1. Florsheim néver attempted RPM durihg thése
eneral clearance periods, so that the variance of prices was always relatively
igh and the average level of prices always low during those periods. My
uggestion is to pick a fixed day of the week in the middle of each shopping
eason, e.g., the third Tuesday in October and May, and make the survey twice
early. Thus the survey will have to be conducted five times if we begin in
all of 198l. »

_BEach survey will cost approximately as much as the preliminary Price
urvey already conducted.by the FTC. Assuming t#at the preliminary price
urvey is a reasonable guide, the survey should take 2 person-days per city--

. total of 20 person-days, with an additional five days needed to tabulate the

ata.

I1I. ﬁumbe: and Types of Stores

The sample size for this survey does not have to be enormous; remember
hat the rule of thumb for applying the Central Limit Theorem is that samples
‘rom practically any population approach the normal distribution as sample size

pproaches thirty. This rule of thumb should be kept in mind when determining
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how many styles and catggories of retail store are to be included.

Potentially interesting store categories are Florsheim company stores,
‘department stores, and independent shoe stores. Within the independent
Egteéo:y. there are prcbably impo:iant differences in efficiency between single
outlet firms and local chains, so that each category should be sampled. If that
is not possible, all of the independent shoe stores should be of roughly the
same type: the same sales volume, and the same number of outiets. The ideal
would be to survey three categories of outlét types: Florsheim company stores;
small, single-establishment independents; and local independent chains. Thirty
stores in each category should be adequate to ensure a valid test of our
hypotheses, and would require very little expan;ion over the preliminary
survey size: 28 Florsheim shops and 68 independent stores.

While the above survey scope would be ideal, it is certainly possible to
do an adegquate survey ;ithin a more limited scope. The distinction between
local chains and independents is of secondary interest, especially for policy
suxposes. While it would bé interesting to know which category of firm 1e§
any price-cutting which appeared after abolition of RPM, that informatien is
not necessary for determining the welfare effects or testing the hypotheses.

An adequate survey could be conducted simply by surveying gﬁggz retail Florshéim
outlet in the ten cities where the FIC has regional offices, as was attempted
in the .preliminary survey. Florsheim's customer lists should be checked before

each survey to ensure that all outlets in each cith are included.

IIX. Other Companies

aAlthough it would add considerably to costs, a similar price survey
ghould be made for at least one shoe model of each major men's shoe brand.

This would help establish the normal variance of a shoe price distribution,
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d could determine whether or not Florsheim was now similar to other firms

1 its retail price vari;mce. As explained above, we cannot tell from present
‘ice variance observations whether Florsheim or other companies' p':icing
‘Ticies have changed. If the FTIC cbtains a parallel sa;nple of prices for .
:'.he: manufacturers, then conventional two-factor analysis of vaziaxice will

'veal whether the variance of Florsheim prices is greater or less than for

i¢ entire sample,

IV. Number and Types of Styles

How many styles to incl;xde is mainly a matter of what will sound most
mvincing to the potential readers of the report. Most of the costs of the
rvey depend on the number of stores visited rather than the number of styles
:u:luded, so that we should err on the side of too many rather than toe few.
::ylés should be selected on the basis of enduring popularity for two reasons.
xst, we don't @t the style to be discontinued before the price survey is
inished. Second, the larger>c1mu1ative sales, the larger the potential welfare
iins (or losses) from prohibiting RPM. Third, the more popular the -style. the
'::e likely it is to be carried by each store in ﬁhe survey.

; I would suggest selecting enough styles to have 3-4 survive the price
irvey period; perhaps 6-~8 initially. These styles should all be Florsheim

rand, not other Interco brands such as Weeds, Worthmore, Idlers by Florsheinm,
ty Club, etc. We want to concentrate on styles which incorporate the Florsheim
ime, since those are the ones most likely to be attractive to discounters, who

{11 want to "free ride" on the Florsheim brand image.

V. Benchmark Price lLevels

The benchmarks for comparison should be the Florsheim company store price,
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fxd the wholesale price. For each style, a significant difference between the

adependent price and the Florsheim price would indicate a departure from RPM.

ywever, if the whole price structure begins to erode to competitive levels,
10 margin maintained .at Florsheinm stores vnl-also. _Qrop, Therefore we could,
Ete: two years, observe no statistically significant difference Setween
;:dependent and Florsheim store prices, even though margins in both outlets

3d fallen dramatically as a :e.sult of the consent decree. Thus we need to
)mpare observed retail prices with wholesale prices to determine if margins

111 over the survey period.

VI. Sourxces of Error

Actually conducting the survey should be a fai;rly mechanical procedure
‘ich could be accomplished with a minimum effort by the FIC regional offices.
i:rtainly the number of cities covered in the preliminary survey is adequa;e.
;m only difficulty I foresee with doing these surveys out of regional offices
3 that the competitiveness of the shoe market may vary from city to city.
br example, New York City hag much better prices for c;.meras, calculators. and

lectronics in general than New Orleans or Seattle, and a similar phencmenon in

|
0es would introduce another source of variance into the results. Fortunately,

i
paventional analysis of variance can detect significant intercity differences

a price.

The only judgment the price surveyors will have to make, and one which

vly require the cooperation of the retailer or revisiting the store, is to avoid '_

acluding prices of single styles which are being discontinued only by that store. -

his type of sale, on a particular shoe, must be distinguished from a regular

clearance” sale which applies to the store's entire stock, or to more t.han one

hoe. Any one store may be discontinuing a single style, even though Florsheim
111 continue to produce and other retailers will continue to sell that shoe..
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us our decision to include only perennial styles will not preclude this
oblem.

Such sales are a problem because they are not large enough to affect the
.i;e structure. When the inventory-of a shoe to be discontinued is depleted
‘neaxly depleted of standard sizes, the remainder are arastically reduced to
lear™ space and working c;pital for its replacement. Leftovers from the
earance sale are not kept around, but are sold to jobbers. Thus the volume
d the time period are too limited to significantly affect the market. We
uld be in serious danger of overestimating the impact of the consent decree if
:included such single model clearance sale prices in our data.

This does not mean that we should avoid all sale prices, of course. In
'ct, one reason for picking a fixed mid-season date is to see if sale éeriods
jll spread throughout thé year. But we must determine the reason for any sale,
id ignore (or at least note) those which are connected with clearance of a
rticular style. Sales are much more significant if they represenﬁ a permanent
‘ice reduction thap if they represent correction of an inventory error. There
b little corresponding danger of underestimating the decree's impact, for if
ie store's clearance sale does affect the local market price for that style,

;at effect will be picked up by our survey of other stores in the same city.
s the importance of conducting the survey on fixed dates, with a fixed sample
{ stores.

Finally, we must be prepared to cope with the possibility that the results
! the price survey will differ for the various shoe models. For example, in
1e preliminary survey, the mean independent price was significantly lower than;
1e Florsheim list price for two models, but insignificantly lower for two others:

1en the full survey is made, we should ensure that all surveyed stores carry

11 surveyed shoe models, which will enable us to perform the appropriate analysis
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f variance test to dete‘nnine if in fact pricing behavior varies across models.

. If the answer to that questiocn is yes, then we must be prepared to explain

hy. This may requize data on sales, as one a priori hypothesis is’ that the-
31:0 popular the shoe, the less likely is the mean independent price to be below
lorsheim list.

Significant differences between shoe models may make it difficult to reach

lrm conclusions about the welfare effects of the Florsheim case, but may e
rovide additional insight into the nature of vertical restrictions.
VII. Physical Sales Data

Florsheim is the only source of the physical sales data needed both to
>nduct a meaningful price survey and to test the hypotheses in Table 1. Florsheim
::es collect store-level sales data, pairage :eports,' and Florsheim records of
aipments sh-ould provide salers by shoe model. This information could be costly e
pr Florsheim to piovide, depending on the way Florsheim keeps its recoerds. |
swever, the information is es.sential and should be gbtained if legally possible.

The first use of the quantity information is to construct sales~-weighted

rices for determining how much the mean price of independent stores differs £:pn '

he Florsheim company store price. One failing of the preliminary price survey
8 that prices couldn't be weighted by sales, clearly a necessity both for

etermining welfare effects and the actual impact on the market.

The second use of the quantity information is to determine the relative
arket share of Florsheim owned and independent shoe stores £o:l‘each shoe model, ‘_
n order to test the company store protection hypothesis. '.

. Th; third use of the quantity informaticn is to determine if sales have P
hnged in response to the apparent change in price brought about by the'abolition

f RPM. Here we encounter the ceteris paribus problems explained above. Lacking

=198~



20

, zigorous model of rlors,he-im's equilibrium market sh.are under RPM, the best
hat can be done is to compare changes in Florsheim volume over the survey period
ith an industry-wide index of physical volume for comparable shoes. "This should .
l done for Florsheim asz a wvhole, _for individual shoe models in the survey, and
:m': the aggregate volume of all shoes included in the price survey. The physi.cal
ndex most comparable to Florsheim's men's shoes is the series "Men's dress and
asual shoes,” product code 31345 15 in the “Current Industrial Reports:
cotwear™ prepared by the Bureau of the Census. .

If Florsheim's sales grow faster than industry sales as measured by this
ndex (or fall less in recessionary periods), we may interpret that as an

ncrease in quantitir sold, ceteris paribus. Similarly, a fall in Florsheim's

hysical market share would be interpreted as a decline in quantity sold,

Eeteris paribus. If the study proceeds that far, we would need to consult with

i:e Census Bureau in order to determine how large a difference in growth rates
ould be significant. As explained above, this procedure assumes that Florsheim
xactly maintains its relative competitiveness on all parameters not affected by

he the FTC consent decree.
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Over the past few years there has been an intensified debate among

onomists and lawyers about the appropriateness and desirability of

%tical restraints on competition. This debate seems to have been

gled in large part by the Sylvania case,1 in which che Supreme Cour:
andoned the per se standards implied by the Schwinn decision, and.

ched a rule of reason for evaluating non-price vertical res:rainc‘s.2

e debate has focused on the extent to which vertical restraincs comn-

;bute to economic efficiency, for if they make a substantial contribution,
a2 rationale for their per se prohibition loses considerable force.3

' The arguments in defense of vertical restraints rest largely on the

sw that these restricrions enhance efficiency by reducing transactions
sts between manufacturers and recailers.4 A formal restrictive agreve-

at may help to reconcile conflicting goals and to discourage exploita-

ve or opportunistic behavior. Where such difficulties are significanc,

» gains from verctical restrictions could outweigh the losses from a
auccion in comperition. Of course, arguments against vertical restraints
1d to emphasize the possible anticompetitive effects. From this point of
sw, vertical restraints are tools used to enhance market power or help
:ract monopolistic rents.

It should be noted in this context that in the levania case the Court

stinguished non-price restraints from price fixing restraints and
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riction -»n th: lacter.

rt

accepted the possible value of a per se res
However, many aucﬁors have suggeSted that the benefits of vertical
rescraints logically c¢xtend to such vertical price fixing.6 While
this view is perhaps debatable, it is at‘:he same time clear that
vertical price fixing is simply one of an array of possible actioms
available in establishing the manufacturer-retailer rela:ionship.7

In terms of public policy, a per se prohibition of resalé price
maintenance (RfM) rests on an assumption chat potential antci-competi-
tive effects of the practice are likely to outweigh any potencial
efficiency-enhancing benefits, and a rule of ;eason examinacion.;ould
produce an undue number of litigation etrors.8 Moreover, it is also
~assumed in those circumstances in which the efficiency-enhancing effects
dominate, it may be possible to achicve essentially those same effects
while not generating anti-competitive side effects through some so
called "less-restrictive-alternacive'" business relécionships.9

The potentially anti-competitive effects typically associated with
RPM are possible restraints on both interbrand and intraband price
competition, and the potential dampening effect of RPM rn initiative.
and innovation in the distribution of the product (since more efficieﬁc
retailers cannot capture a larger share of the market by.fowering price).
Potential efficiency-enhancing arguments for RPM include the reduction of
transactions costs, typically associated with the free-rider problem, and
facilicating the entry of new firms by allowing them to reward retailers
willing to carry the new (and unfamiliaf) brand.

The purpose of this article is to evaluate the arguments about

vertical restraints by examining the experience of one industry, audio
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spouents. This seems a particularly alzcactive induscry to scudy
} three reasons. First, the industry has a history of using vertical
;traints. Notably, for a number of years, the major firms in the
duscry engaged in vertical price fixing through the imposition of
4 arrangements. Second, the industry is one where conditions seem
}ticularly appropriate for the transactions costs argument. Indeed,
: industry often has been cited as an illustration of the argument's
aceptual validicy.10 Third, the industry offers a natural experiment
the consequences of eliminating a vertical restraint. In the mid-
70's the Federal Trade Commission forced six major components manu-
Eturers to sign consent decrees in which they agread to cease engaging
The discussion beéins in Section I with the presentation of some
:kground material on the industry and the FTC's actions. Section II
:n evaluates three alternative explanations of RPM's use in the in-
;try. In Section III the three theories are compared while in Section
some conclusions are drawn about the validity and value of the FIC's

:ions.

The Audio Components Industry and the FTC

The Industry

This industry possesses unique characteristics, an undergtanding
which seems critical to any eQaluation. For definitional purposes
' audio components industry can be viewed as a subset of the broader
;sumer electronics induscry, which consists of twe majorigroupings-

leo products and audio products—plus various electronic devices such
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;gor:anc breakthrough in the indusrry was the developmenz in 1957

f the twin-channeled, stereophonic‘reco:d. By 1958, major record
»mpanies were producing stereo records and this generated demand for

ae new phonographic equipment required ro play these records. Stereo
:cords could still be played‘on the single channel phonograph, but to
;pture the effect of stereo, a new system was required.

| Another important event in the developmen; of high fidelity was the
itroduction of frequency modulation (FM) into commercial radio broad-
1isting after World War II. This method of broadcasting greatly éx—
inded the audio range, which meant that most musical tones could be
ransmitted with greater fidelity. FM transmissions also produced less
:atic than AM. Moreover, in 1961, the system was perfected to transmit-
,stereophonic signal over a single FM scation.11

' The simplest stereo high'fideli:y system consists of a record

iayer, a receiver, and two speakers. A more sophisticated system

ight require individual purchases of a cturntable, cartridge, stylus,
}dio tuner, tape deck, pfeamplifief, main gmplifier, equalizer, dynamic
\nge expander, speakers, and headphones. The record player——sometimgs
token down separately into a tufn:able, a stylus, and a car:ridge-—transg;rs
te recorded signal from the record to the amplifier. The signal is
metimes run through a preamplifier to magnify certain sounds before

ley go into the main or power a@plifier. The pre- and main amplifiers
‘e often combined into an integrated amplifier. Amplifiers serve several

mcrions. Tuners are employed to capture radio signals and feed these

:gnals into the amplifier. Tape decks--reel-to-reel, cartridge, or
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as calculators, digical watches. and cempuzer games. Vidio produces

. . encompass black-and-white and color television sets, video tape recorders,
and héme video cameras. Audio‘produc:s include .tape recorders, console
stereos, compact stereos, audio components, and radios (including citizens-
band). Alchough most manufacturers specialize in the production of
particular products, some often produce in two or even three of the
consumer electronics groupings. Because the technology and the electronic
éomponencs are often interchangeable across product lines, there are
often synergistic interactions which enhance joint producrion.

Audio components themselves, as the term implies, consist of the
various components or parts which together form a system for producing
transmitted or recorded sounds. These components include tuners, amplifiers,
turntables, loudspeakers, tape player-recorders (including c;rtridge,
cassette, and reel-to-reel), stereo headphones, plus assorted accessories.
Compact, single-unit stereo systems are in a strict sense not audio com-
ponents, buc in fact the distinction between such units and compact multi-
_component systems is ofpen blurred. For the purposes of this study we
will view audio componenﬁs as essentially synonymous with stereo cquipmeht,
although our analysis will concentrate on the sale of individual com-
ponents. : ' .

The history of the industry as we know it today is a relatively
short one. Its development is perhaps best understood when we recall an
alternative name for the industry, one particularly popular in its early
yéars, the high fidelity industry. The work-fidelity means faichfulness
to the original sound, and a prime objective of advances in the industry

has been to convey recorded sounds more clearly. Perhaps the single most
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cassatte--carry record=d signals cn magn2ctic tape and transfer these
signals to the amplifier.lj

In the early period of high fidelity, audio components were sold
primarily to the serious hi-fi enthusiast, who spent much time evaluating
specifications and assembling his own system. Far more popular with
the ‘average stereo consumer were compact systems and consoles. The basic
compact system today contains a record changer, two speakers, and a
furniture-styled enclosure, with usually an AM :ind stereo-FM radio plus
a cassette tape deck or eight-track stereo cartridgs player. Almost
all consoles also include AM and stereo~FM radios plus built-in cartridge
tape recorders and players.

Before the industry became dominated by the Japanese, the manu-
facturing of in&ividual components, particularly speakers, was centered
in New England, wicﬁ such brands as KLH, AR, Bose, Advent, and H. H.
Scott. These brands are still recognized today as quality high-end pro-
duccs. With :h; rise of audio components, a new group of consumers became
much more serious purchasers of audio products--young adults. The agé‘
group between 18 and 24 appears to represent the majof group of consumers
of audio components.

It was not until the latter part of the 1960's that the Japanese
began to get heavily involved in U.S. audio component sales.13 Though
there is no generally regarded source of industry data, onme estimate
of the value of phonograph and audio systems imports shows them growing

from around $100 million in 1965 to over $500 million in 1970. And

between 1970 and 1973, the value of imports approximately doubled to
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ver one billion dollars. These figures include consoles, compact
%stems, plus various audio componen'ts.14

In the audio components industry in 1974, the year the major
I[C investigations began, the majority of all components were
mufactured in the Far East, par:iculafly Japan. Some U.S. firms
;ported parts for assembly; other U.S. firms, especially Japanese
;bsidiaries, imported che finishgd components for distribution. Com-
ments were distributed either directly to retail dealers or through
:gional representatives. Typically the suppliers divided the United
:ates into 10 to 15 regions and appointed independent firms to promote
te suppliers' products and to service retailers wichin a region. There

.re thousands of retail dealers.

The FIC's Intervention

In May of 1970, James B. Lansing Sound, Inc. (JBL), a manufacturer
loud speakers, signed a consent decree cenaered by the Federal Trade

mmission in which JBL agreed not to fix resale prices in those states
.tﬁoui fair trade laws. The decree limited JBL's ability to establish
rformance standards for sellers of its loud speakers. It could not
event dealers from freely reselling to other dealers; JBL was still
lowed to continue to set prices in fair trade s:al:es.15

In early 1974, an audio dealer from Kansas charged in a letter to’
e FTIC chat several audio component suppliers had either refused to
11 to him or had terminated him as a dealer because he discounted the

ices of their products. Since Kansas was not a fair trade state, a

eliminary investigation was undercaken by the FTC. On July 11, 1974,
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the FTC authorized the use of compulsory process. The New York
Regional Office requested and subpoenaed documents from the six firms
initially investigated. The Office also interviewed retailers in
several states and held hearings in the District of Columbia and Kansas
City, neither of which was in a fair trade area.

In April of 1975, the New York Regional Office recommended that
complaints be issued against Sherwood, Sansui, and TEAC, ghargigg them
with violation of Section 5 of the FTC Act prohibiting restraint of
trade, in this case, through resale price maintenance and customer
restrictions in the sale of high fidelity audio components. FIC in-
vestigators argued that efforts to reduce or ecliminate intrabrand com-
petition resulted in considerably higher prices to consumers. During
the investigation of the audio component industry, dealers interviewed
conténded thac, if allowed to discount, they could make profits at far
lower markups than had been required by audio supp}iers. The aQerage
enforced markup by Sherwood, Sansui, and TEAC was cstimated by the in-
vestigators to be approximately 40%.16

The investigators alsc noted that although JBL had not violated
its 1970 consent order, the industry-wide investigation concluded that
- there was a lack of intrabrand competition among what are considered
“high-end" audio products—-and JBL was no exception. Indeed, the in-
vestigators charged that complaints against JBL by dealers attempting
to discount audio equipment were received as frequently as those against
other companies not under order.17 Hence, there was strong sentiment

for making the consent order more binding to include not only free trade
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states, but fair trade states as well, and to rescrict the use of
tobls the audio firms employ to detect price cutting and transshipping,
tools such as warrantly cards and shoppers.18

By July of 1975, the New York Regional Office had secured signed
tonsent agreemeﬁts from not only Sherwood, Sansui, and TEAC, but also
>joneer, the largest audio component supplier in the United States.
fhe proposed consent orders were virtually identical and contained wharc
}ne FTC official called "the strongest provisions of any orders here-
iofore issued by either the FTC or the Justice Department in a resale
irice maintenance case".19 The complaints and orders were issued for the
‘our companies by the Commission on October 24, 1975.20 The complaints
tlleged that the firms had fixed the resale prices of their products and
;estricted the customers to whom dealers could resell. The compldincs also
.1leged that these practices had reduced compecition among dealers and
hereby inflated the prices paid by consumers for the firms' high fidelity
udio componen:s.: The order prohibited the four firms from (1)>fixing
he resale prices of their products, (2) fair trading their product for
ive years (in those states with fair-trade laws), (3) suggesting resale
rices for two years, (4) withholding carned advertising allowances from,
r refusing to sell zo, price-cutting dealers, (5) limiting the class
f customers to whom dealers could resell the products, (6) requiring
ealers to report price-cutters; additiomally, the order forced the firms
o (7) reinstate certain deale;s they had previously terminated, (8) main-
ain a file for three years of all records relating to their refusal to

ell to dealers, (9) report annually during this three-year period to
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the FIC's New York City Regional Office, listing the names and
addresses of all dealers with whom the firms have refused to deal
and the reasons, and (10) distribute the order to their sales per-
sonnel and advertising agencies, terminate the employment or the
business relationship with willful violators, and cake appropriate
disciplinary and corrective action, including termination, for non-
willful viola;ors.21

The New York Regional Office continued its investigation of the
audio industry and in-the spring of 1976 recommended that complaints
be issued against United Audio Products and Nikko Electric Corporations,
The consent orders and complainr.s22 were identical to those accepted
by the FTIC in 1975.

In April of 1978, Lansing Scund (JBL) pecitioned the Commission
to reopen proceedings on the consent order issued in 1970.23 JBL lawyers
argued that in the éylvania case the Supreme Court overruled the holding
in Schwinn that uon-price verticalnrestrain:s were pef se illegal, and
held that such restrictions were governed by the rule of reason. Hence,
the consent order should be reconsidered to remove‘the prohibitions
against non-price vertical restraints, particularly in view of the com-
petitive nature of the industry. JBL noted there were a total of 165
different brands of loudspéakers sold in the United States, and JBL's
share of the product market was "no more than 7%".2a They argued chat
competition was "extremely intense'" and it was therefore contrary to
public interest to burden them with prohibitions more rescricrive than

those confronted by JBL's competitors. The petition to reopen the case
Yy comp pet P

was denied.
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In April of 1981 JBL again petitionmed the Commission to modify

®

he consent decree so that it would no longer prohibit JBL from

#tablishing performance standards éor sellers of its loudspeakers.25

BL claimed that under terms of the order it could not prevent its

ndependent dealers from transshipping JBL components to discouncers =
or resale. This rime the Commission found

that JBL has a very small market share and that JBL would
likely suffer significant competitive injury unless the
order is modified.2

he order was modified so that JBL would not be prohibited

from establishing lawful, reasonable, and non-discriminacory
minimum standards for its dealers, including standards thac
\ relate to promotion and store display, demonstration, in-
' ventory levels, service and repair, volume requirements and
financial stability; nor shall this order prohibit respondent
from requiring its dealers who sell JBL products for resale
to make such sales only to dealers who maintain such minimum &
standards.27

hus for the first time in the decade of intervention im this industry,

he FIC accepted an efficiency-enhancing argument in support of vertical

estraints. Of ccurse vertical price restraints were still prohibited T
#hr:he consent <ecree, but the Commission was much more receptive

han it had been in 1978 to possible benefits of non-price vertical

estraints.

In September of 1981, the Commission entered into a consent order

fy

€

o cease and desist with Onkyo U.S.A. Corporation,z8 a producer of stereo
quipment. The order required Onkyo to refrain from resale price main-

enance, but it did not prohibit Onkyo's ability to prohibit transshipping

o5

E its products.
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In June of 1982 Pioneer petitioned the Commission to reopen
proceedings on the 1975 consent order.29 Citing Sylvania, JBL's
relief, and the Onkyo consent order, Pioneer asked that the Order
be modified

[s]o that any customer resale restrictions which respondent

may wish to include in its agreements with dealers will be

governed by the rule of reason, pursuant to Sylvania, and

not prohibited per se, as is currently the case under the

Order. This would bring the terms of the Order into line

with current law as that law is applied to respondent's

competitors, the vast majority of whom are not subject to

similar restrictions.

The FTC denied the petition, asking Pioneer to show cause.
Pioneer was permitted, however, to choose only dealers who would not
resell to those dealers not complying with Pioneer's scandards.32
In effect Pioneer was given control over the distribution network
to monitor and police transshipping uf its components.

To summarize the FIC's actions in this industry, in the 1970's
seven firms signed comsent decrees agreeing not to fix the retail
price of their components. Two of these firms could be viewed as
specialists—JBL with speakers and United Audio with its Dual record
changer. The other five sold a fuller line of components. The {irms
under consent decrees were some of the industry leaders at the time.
Dual was the leading brand of record changer and Pioneer was the leader
in receivers, amplifiers, and tuners. The consent decrees were signed

not only by leading firms in the industry but by Nikke, a firm with

only one-fourth the sales of the next largest respondent firm.
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II. Three Theories of Resale Price Maintenance in Audio Components

Any assessment of the effects.of the consent decrees must rest
on an understanding of the reasons for RPFM's adoécion in this industcry.
In cthis section we present three alternative theories and, based on the
various structﬁral features of the induscry, evaluate their potential
relevance. The first theory, a service argument, was initially discussed
by Telser and is generally interpreted as an efficiency-enhancing
rationale for RPM. 3 As noted earlier, a number of authors have assumedm
its applicability to this particular industry.3a The seéond theory is
a collusion theory. Such a theory would suggest that RPM's effects were
clearly anticompetitive. The third theory is what we term a life-cycle
theory and relates RPM's use to the historical development of the industry.

This theory suggests some procompetitive effects from RPM.

A. The "Service'" Theory

f

Under the service theory, as first discussed by Telser, RPM is
viewed as a tool employed by manufacturers to assure that certain special
. . . 35 .
services are provided to customers by retailers. This argument assumes
a situation in which manufacturers. for some reason feel that retailers
can provide such services more effectively or efficiently than manu-
facturers and see RPM as the means to encourage the services' provision.
Retailers' advantage over manufacturers in providing special ser-
vices would seem to exist for products that Porter calls nonconvenience
36 : .
goods. These are goods purchased relatively infrequently, perhaps by
a fairly small subset of the population possessing iimited knowledge about

the products' characteriscics. Problems in timing and fccusing =atienzi
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advertising may make such promotional activity inferior to direct point

of sale promotion or product explanation and demonsctration by retailers.

Since it would be difficulr for retailers to charge customers directly

for any inférma:ional or other special services provided, manufaccurers

try to assure the services' provision by using RPM. The role of RPM

in this scenario is to prevent a "“free-rider" problem. Customers may go

to a retailer who provides special services to learn about a product.

After acquiring the desired pre-sales information, however, a customer

may go on to buy from a recaiier who, because he does not provide special

services, is able to sell the same product at a lower price. The poten-

tial for such customer activity may give retailers strong disincentives

for providing special services unless protected from discounting retailers

by RPM. |

. )
This service argument seems to have pgarticular relevance to the audio

components industry. Audio components embody technology tﬂgt is unfamiliar

to a large number of potential purchasers. The products tend éo be pur-

chased rather infrequently, at extended intervals of time, and, aside

from the audiophiles, consumers have Eit:ie incentive to devote ex-

tensive resources to developing real expertise in this area; As a result

retailers take on an imporctant role. They are able at the point of

sale to explain and demonstrate personally the features of particular

audio products. They may even be able to instill confidence in a consumer

confused by a myriad of products and technical features. In short, re-

tailers seem able to provide information and persuasion far superior to what

can be accomplished at comparable costs via advertising by manufacturers.
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A closer evaluation of this argument, however, suggests that
"its relevance may vary across classes of components and customers.
Note, first, that only certain elements of service or promotion are

subject to free-rider problems. Information or advice provided by

FER

£
N

retailers seem to fall into this category. On the other hand, other
elements of service, such as guarantees, liberal return policies, cr
promises of trade-in privileges, may well be retailer specific. Since
retailers can potentially capture the returns from providing such
services, RPM would not be required to assure their provision. Nor
will RPM necessarily preclude free-riding on these pre-sales s'e’rvices.‘3
Consider the two types-of service that are potentially subjecr
to a free-rider problem: pre-sales information provided by the sales-
person and pre-sqles product demonstration. Some pre-#ales information
is likely required in the sale of all compcnent lines, although the
complexity and perceived importance of this information will vary across
component lines. Similarly, the feasibility of product demoﬁstracion
differs among components. Demonstration appears most feasible for
speakers, earphones, cartridges and tape recorders, which can be com-
pared by the custoher, albeit in an imperfect way, based on the fidelicy

of the sound. In contrast, most audio consumers weuld have real

difficulty distinguishing based on fidelity among various brands of
. s P . 38
turntables, receivers, preamplifiers, amplifiers, and equalizers.
Moreover, among those compcnents that are most suitable for

demonstration, the cost of providing that service differs across type.

e

. Speakers, tape recorders, and cartridges require that the components
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- - be arranged for comparison as in a sound room, and extra space may be
required. Earphones, on the o:ger hard, are self contained and require
no special arrangements. Those components reqﬁiring special demonstration
;trangements impqse greater costs on retailers. 1If this were reflected
in price, the incentive to customers' free-riding would be strong.

Overall, it seems that free-riding is a potential problem in the
sale of all audio components. However, the problem seems most acute
when dealing with products capable of on site demonstration and, within
that group, for prodhc:s requiring special demonstration facilities.
Thus, the service argument for RPM may be particularly relevant to this
subset of products.

To go much furcher in assessiﬁg the service argument, however, we
must consider not only the product lines but the customer base. Just
as different component lines have varying special service requirements,
different customers also will likely require differen: services depending
on their own familiarity with the equipment. Notably the "first-time
buyer' appears unique. This buyer confrontsnthe myriad choices of
putting together an audio component system. Because he isiless likely
than an experienced buyer to understand objective technicai information, he
may be more likely to be influenced by sales promotion at the recail level.
Also, in order to reduce search costs such a buyer may be likely to
buy an entire prepackaged systém rather than shop around for individual
components. If the first-time buyer is indeed more apt to buy a system,
there is perhaps less incentive for this buyer to free-ride on the special

services provided by the retailer. Consider the sequence «f ovents if
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free-riding is to occur. The first-time buyer acquires informationm,
benefits from a demonstration with a full-service retailer, and is thereby

able to choose among components for an audio system. This novice then

resorts to a no-frills retailer or a mail-order house to make the actual

purchase. This scenario apears unlikely for two reasonms. Firét, the -
buyer will not likely find the preferred combination of audio components

available through a specific discounter, particularly since systems

often include a house brand.39 Second, RPM will be less of a binding
constraint for the retailer when the component is sold through system
sales, in which discounts on individual components can be hidden in

the price of a system. Hence it appears more difficult and less necessary
for the first-time buyer to free-ride particularly if system sales are e
involved. The free-rider service argument appears unpersuasive when

considering only firsc-time Buyers.

This situation may be different for more experienced buyers.

Typically Buyers yho already own a system are not looking for an entirely o
new system but rather are selectively upgrading by improving on’ the

quality of particulzr components. These buyers are able to concentrate

on a specific comporent, and may-seek out extensive pre-sales service.

Indeed, the ﬁrue auciophile probably requires much more service than his e

less experienced fellow buyers. It is here that opportunities for free
riding on information and especially on demonstration are more likely to

arise.

Yet there are factors that could mitigate the extent of free riding

‘among high-end purchasers. First, if retailers providing little in the
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way of pre-sales or free-ride; type services also‘provide less post-
sales or retailer-specific services, then customers in upgrading their
system may prefer the full-service retailer. Specifically, activities
such as trade-in policy, return policy, retailer-specific warranty, com-
ponent calibration, and repair are not subject to the free-rider problem.
Second, often when an individual is upgrading a system, he wants to hear
how a new component works in his own system. As a result retailers

will sometimes allow the customer to take a component home and trymit

in his own system. This home demonstration requires no special service
facilities by retailers. Although customers could still buy from
another retailer, this situation is perhaps less likely to be conducive
to free-riding. Finally since the audiophile is a frequent repeat
buyer, buyer-dealer relatcionships have the opportunity to be developed.
It may be that such relationship engender loyalty and reduce free-rider
problems.

Overall, therefore, the service argument has limited applicability
as a rationale for RPM. First-time buyers may be prone;to rely on sales-
persons for pre-szles informacion and advice. Retailer:promocion and
puffery may be most affective on this group. Yet because systéms sales
are the predominant method of purchase, RPM's ability to ensure the pro-
vision of such service appears limited. Ac the audiophile end of the
market, systems sales are much less common. Pre-sales information and
advice will be sought, but it is likely to be more informative than
persuasive, given the experience.and expertise of.the group of buycrs.

Such information is still susceptible to free-rider problems. Yer, as
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we have noted, there are some factors that mitigate the tendency to

"free-ride at the high end.

B. The "Collusion” Theory

The "service" argument discussed above i; based on an analysis
of the motivaﬁions of a single manufacturer to impose RPM. Another
view of RPM considers the motivations of a group of firms, acting
collectively. Under this scenario RPM becomes the tool of a cartel
attempting to ensure adherence to a collusive price. This cartel could
be composed of either retailers or manufacturers.

To a colluding group of retailers, RPM's attractions seem clear.
RPM sets a retail price. If this price generates monopoly profits for
retailers, the retailers would be attracted to a mechanism that facili-
tates maintehancg of the price. Of course, cne must recognize that
profits of cthis sort might tend to be dissipated by cxcessive non-price

.competition among retailers. Even under such conditions, however, re-
tailers might support RPM because of the potential profits during the
adjustmenc perioé after the initiacion of RPM and the potential losses
in any adjustment period after RPM's elimination.

Certainly, ghere are indications in this industry of some re:#ilers'
desire for RPM. SFor example, in the TEAC case file there is evidence
cited of retailers' threatening to boycott the manufacturer's product if
RPM was not enforced.ao How widespread such interest was is unclear.

A more important issue, however, is whether re:ailers as a group had the

ability to collude on price and the power to draw or coerce manufacturers

into assisting in the conspiracy.
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Although some retail chains have had large market shares in
certain areas, retailer market power nationally is widely dispersed.
It seems highly unlikely thac s;ch a group could collude effectively
on price.AI This 1s not to say, however, that retailers are completely
powerless. "Many have advantages of reputation and location that new
entrants could noc duplicate without incurring additiomal costs. These
“product differentiation'" advantages do confer some power on retailers.
Thus while such a group could noct unilaterally impose its will on manu-
facturers, it could approach the baféaining process with much to cffér.

Cartelized manufacturers may also see RPM as a means of dis-
couraging price-cutting competition. With a fixed retail price for the
product, any price cuts by manufacturers to retailers cannot reduce
recail price directly and thus cannot increase sales via a price effect.
(This presumes that the cartel is effective in preventing the use cf
special credit terms, syﬁtems sales, liberal trade-in policies, or cther
devices that allow the RPM price to be circumvented.) Of course, a price
ﬁu: to a retailer could potentially cause the retailers to favor one
brand over another. Exclusive dealing arrangements would‘pfeven: such
favorirism so they might be expected to accompany RPM undgr this scenario.
For similar reasons, a cartel adopting RPM would also have to inhibit
retailers' ability to shift "exclusive'" allegiances as price concess£0n5
were offered.

Note that the involved set of arrangements described may also Rave
the effect of inhibiting entry. Potential entrants at-che manufacturing

level would have a choice of establishing new retailers or bidding away
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‘etailers committed to existing manufacturers. If entry were dis-

iouraged, any competitive effects of entry on price would not be forch-
:oming.
A cartel argument must naturally rest on an assumption that a

:artel could be. effectively formed and policed. This would seem in

LN

:urn to depend among other things on the cxistence of a concentrated
structure. Does such a structure exist in audio components? To deter—
Qine this one must first recognize that there are a number ;f submarkets
vithin the industry. These submarkets correspond essentially to specific 2
tomponents, e.g., speakers, turntables, receivers, etc. Although market-
share data are sketchy, fragmentary evidence suggests that the degree of
ﬁoncencration of market power nationally varies considerably across com-
;onents, with record changers apparently the most concentrated (having a %%
four firm concentration ratio of more than 80 percent) and speakers
the least (having a four firm concentration ratio of less than 30 per-
cent).

Interpretation of such figures is complicated by a number of factors.
First, some manufacturers such as Pioneer operate in most of-:hesé sub-

markets, while others, such as Koss (a headphome producer) or BSR (a

turntable manufacturer) focus om only one. Among the multi-component

producers, who have had the largest shares of the overall audio market;
there seems some possibility for mutual forbearance to discourage competition.
Also, the important role of Japanese manufacturers suggests a possibili;y
for coordination through the good offices of that government.
A further complication arises when one considers that even within

a single comporent, the nature of the customer may vary with manufacturer.
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Certain speaker manufacturers, e.g., McIntosh, clearly market to the
- audiophile while others, e.g., Panasonic and Pioneer, have a broader
range of potential customers. Thus, concentration in an "audiophile"
submarket may be a bit higher. Overall, while it appears that structural
condicions in the industry are such that some limited collusion is a
possibility, such collusion would be likely to be incomplete and difficulc
to maintain. As in the previous section we are left with a rather
incomplete rationale for RPM. The next section attempts to remedy this

problem,

C. A Life-Cycle Theory

Although each of the above theories seems to offer some useful
insights into the industry's behavior, neither is altogether satisfying
as a comprehensive explaﬁation for the practice of RPM in audio components.
Given the complexity of che industry_and the rapid changes it has under-
gone, it is perhaps not surprising that a single static theory could
not explain wh#t has happened. In this section we offer a dynamic theory,
one based on observation of the life-cycle of the industry. This theofy
suggests why RFM was adopted and then gradually discarded.  Later, in
Section 1III below we will offer some comparisons of this theory's pre-
dictions with those of the two above-mentioned altermatives.

Following Caves, we take the view here that vertical restraints,
including RPM, come about as a result of a bargain between manufacturers
and retailers.aa In this context, the particular form RPM has caken
in this industry would be the result of the participants' objectives, their

relative bargaining strengths, and the particular features of the market,
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and would have to be interpreted in conjunction with other possible
ygrtical restraints. Let's consider ;hgse matters and in particular
iec's view these in a dynamic context, observing changes in the bargain
over the life-cycle of the audio component induséry.

Both manufacturers and retailers have something to offer in an
induscry where the product is differgntiated at the wholesale level
(in terms of characteristics of the product itself) and at the retail
level (in terms of the characteristics and conditions of sale). Under
these circumstances a manufacturer might find RPM attractiQe, with this _
appeal varying according to the manufacturer's stage of development.

In its infancy, the audio component industry was dominated by U.S.
manufacturers. The industry essentially grew out of the home electronics
industry, in which televisions and phonographs-had long been sold through
independent retailers. Televisions notably had been subjected to RPM,
and it was perhaps not surprising that stereo equipment was introduced
on an RPM basis. 1Indeed, many early stereo sales were in combination
television-stereo consoles and were subject to RPM.“5

Coincident with the emergence of this new industry was the growing
importance of foreign manufacturers, particularly from Japan. Consider
the perspective of these foreign manufacturers. They were entering an
industry where a certain market strategy and a specific manufacturer-
retailer relationship had already evolved. They entered with products
and with brand names unfamiliar to the mass of consumers. They were at
some physical distance from the market, with no established distribution

system. In addition, at the time the ''made-in-Japan' stamp was in the

eyes of rthe consumer perhaps more of a liability than an asset. Moreover,
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RPM was consistent with a Japanese marketing st;a:égy of offering
~dealers high profit margins to push the product rather than spending
heavily on aclve*:t:'.s_i.ng."’6
At this st;ge in the industry's life-cycle the foreign manufacturers
had lictle choice but to use the cstablished retail distribution system.
The costs for each manufacrurer's integration forward te establish its
own retail network were apparently prohibitive. Similarly, natciomal
advertising to the mass market was an inefficient means of reachingm:he
then-limicted audio consumer market. What the established retail system
had to offer Qas the service necessary to introduce and to 'push" the
unfamiliar product. Retailers also presumably had developed some good
‘will and respectability in cheir market and could thereby cloak the foreign
product in this mantle of respectability and, to some extent, certify
product quglity. To encourage these special services and to ensure shelf

47 Indeed since chis

space, foreign manufacturers offered retailers RPM.
device was already used in tﬁe industry, foreign manufacturers may have
been too risk-averse to fail to adopt it.

" Thus RPM duriné the early days of the product life ;ycle was the
3232_252 quo, the bribe to sécure shelf space and to cncourageirecailers
to acquant a relatively affluent subset of the consuming public with both
an unfamiliar product and an unfamiliar brand. This suggests that there
was both a service motive and an entry motive in manufacturerﬁ; adoption
decisions. Given our arguments in the discussion of service above, the

service motive was probably of significance primarily for high-end pro-

ducts, i.e., sophisticated products for the audiophile.
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In the next phase of the industry's life cycle the power of the -

mufacturer had grown relative to that of retailers. The terms of

e bargain change. Entry had been accomplished. The mapufac:urers' B
ta\:xd names had become more estabiished, and the‘éole of retailer
;e-sales service and promotion had become less important for low-end
joducts since the growth potential of the customer pool had made it
iasible to adve;tise nationally. 1Indeed, although service still &
iemed important for high-end products, a mass-marketing approach had
;come a:traﬁ:ive for low-end products.
Although RPM became dispensable for the low-end products of established

rand548 and perhaps even an obstacle to the adoption of newer mass-marketing
- ichniques, RPM's elimination may have been hampered by habit and per-
is:ence, or by retailers' pressure on manufacturers not to give it up.:

Pnce a number of manufacturers were in the same situation, any one might

ave felt reluctant to act alone, even though all would gain from its

ommon elimination. Manufacturers may have been in a "prisoners' dilemma'.
‘manufaccurer may have feared that unilaterally ending RPM would lead to a
steriorating product image because of ensuing discounting. At the same -
%me retailers may respond by actively discrimi;a:ing agains: a product N
acause of the dwindling gross profit margin. There was perhaps a quiet

igh of relief when the FTC, the courts, and Congress acted aéainst RPM.

In summary the life-cycle view sees RPM as part of a bargain between &
articipants whose relative bargaining strengths changed over time. In
he first phase manufacturers' desire for service and entry led to the
ffer of RPM to retailers with localized market power. In the secend
hase manufacturers with established brand names operating in an expanded o=

=

[

arket had gained in strength and found RPM dispensable for a wide range of

roducts.
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11I1. Comparisons of the Theories

On what grounds can one defend this theory over thealternatives?
Note that the cartel and se;vice theories are nét entirely inconsistent
with this life-cycle view. According to the life-cycle theory, in the
early years manufacrurers did view RPM as a means to'encourage service
although this service could be broadly interpreted to include access
to consumers as well as provision of i.nformaticm.z‘9 And in the ea;iy
years there was retailer market power (albeit not a cartel) which ex-
tracted RPM in return for service provision. Where the theories part
most clearly is in the later stages of develoément when the life-cycle
theory argues chat manufacturers no longer feel a pressing need for
retailer services for low—end products and retailers are no longer
powerful enough to secure RPM. In effect the life-cycle theory suggests
that whatever validity the cartel and service theories had tends to
dissipate as the industry matures and cxpands.

It follows perhaps that the best way to test the life-cycle
theory's validity is to focus on the changes that occurred over time.
Three areas where changes occurred err time -- cnforcement, marketing
strategy, and pricing-—do seem to offer support for our arguments.

One cleaf implication of the life-cycle view is that as industries
mature their attraction to RPM diminishes. Therefore, we would expect
that RPM would be voluntarily abandoned or, more likely, as firms in-
creasingly realize that RPM may not be helpful, and may even hurt them,
and consequently move toward the goal of abandonment, that RPM would be

enforced less and less enthusiastically by ~stablished firms. This secems

-227-




27—

‘0 have indeed been the situation in audio :omponents. There is cvidence

- rerailers’ skepticism during the 1973-1974 period about manufacturers'

;ontinued cominitment tco RP}-L50 In addition, sgveral manufacturers, pri-

1arily from the low end, announced plans to drop fair trade in advance

f any official government actions.51 “iS
Note that this does not imply that the service provision supposed

:0 be encouraged by RPM was no longerldesirable. Indeed, fof the high-

:nd products it still was.52 However, for the low end, RPM's cost relative

:0 alternatives had become too high. This seems true not only because
service was less important for established brands bur also because the
éxpanding markec made RPM ipcreasingly costly to administer. This occurred
or three ma jor reasons. First, as the market grew there was an ihcreasing
}se of hhouse" brands. Using a house brand as one component in a system
aind pricing this component artificially low, a retailer could arinel

it a systems price which cffecrively circumvented RPH.53 Second, as

‘he marlket grew a rransshipping marker evolved with it. Transshipping
;llowed retailers to obtain and dispose of products withour direct con-
ract with manufacturers. It facilitated the avoidance of RPM and sub-

sidiary previsions, such as volume forcing aimed at encouraging retailers

to push a product line.54 Third, the number of brands and models

nultiplied thus increasing the number of prices that had to be maintained.
The pre—consent decree marketing strategies of manufacturers offer

snother opportunicty for contrasting the two theories. Under the service

st

argument manufacturers choose to market through ''non-convenience" stores,

shich provide pre-sales service. The life-cycle argument suggests that
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mature manufacturers may, having established brand identities, choose
retailers that don't offer such service. This is consistent with the
pre-consent decree decisions of a number of manufacturers to sell

~their products through mass merchandisers such as Woolco in 1974 and

Sears in 1976.55

Although obviously reputable, such stores don'c
offer the sorts of pre-sales service (such as sound rooms) cnvisioned
in the service argumént..

Note in cthis regard,‘however, that the products marketed through
mass merchandisers were generally not the "top of the line". Some
manufacturers such as Sansui and Fisher even marketed a special lower-
end set of products through this means. Thus, it appears some manu-
facturers viewed the low end as susceptible to brand name exploitation
while the high'end, with it audiophile market, was noc.56 The pur-
chasers of high-end p;oduccé verc viewed as requiring the services likely
to be supplied by conventional audio retailers.

This differencial view of high-end and low-end products i; further
evidenced by events in the post-consent decree period. Consider the |
sitvation manufacturers faced. Presumably the manufacturers' marketing
objectives were unchanged. The difference wasthat RPM was no.longqr
available as a s:retgic tool. Under the iife-cycle theory chis shouldn't
have disturbed firzs whose 1ow-end products had cstablished brand .names.
of coursé, to the zxtent retailers saw their profit margins eroded b&
RPM's passing, cthey might have fought to secure other concessions.
However, in a market with many competitive retailers sucﬁ concessions

seem unlikely to be significant. Yet concessions did seem to cmerge for.
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e high-end products. Such movement would be consistent with our
gument. Manufacturers seeking to find an alternative to RPM thac
uld ensure the provision of the desired pre-sales service could

58
11 seek some constraints.

i
iy

Finally, consider the post-consent decree movemenﬁ of prices.
1l the alternative theories would suggest that recail prices would
cline. Under the service argument a decline would resulr because
thout RPM, free-rider problems will push prices down. Since the
turn to services cannot be captured by retailers, the incentive
provide chem will be eliminated. Under ;he cartel argument., prices

11 because the cartel loses an important collusive tool. Under the

fe-cycle theory prices also fall because services are no !onger pro-
;ded. In this case, however, established manufacturers deem them
mecessary for low-end produé:s. Because under the latter theory
tailers' services are no longer highly desirable, the retailers'
.rgaining position is weakened. Thus, the fife-cycle theory would
}ggest thac rezai;ers would be'forced to bear the brunc of che price
duccions.

Assessment cZ price information is problematic both because data

=Y
<

‘e difficult to cbzain and because prices are influenced by a wide

riecy of factors other chan RPM. Yet the evidence available supports the

lew that prices fell59 and our low-end-high-end hypotheses. At the

o end where manufacturers lost interest in RPM we see pressure on =

‘tailers and the growth in :hain store retailers, which could be cxpected

» have lower costs (and/or greater monopsony powcr). Yec manufacturers'
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prospects seem sufficiently good to have attracted cther electronics
. 6
firms such as Zenith inco the field. ° At the same time at the high
end of the product line proflt margins remain hxgher, apparently in
part due to cechniques such as exclusive dealxng, which were employed
as somewhat less effective substitutes for RPM. And, of course, under the
FIC consent orders, manufacturers were still allowed to select dealers
on the basis of quality and service. This part of the market does not
appear to have suffered greatly.

Support for our low-end-high-end distinction can also be drawn
from Pioneer's request to reopen its consent order.61 A Pioneer executive
in an affidavic supporting the petition notes that problems resulting
from the consent decree have not surfaced at the low end of its product
line buc at the mid and high cnd:

"... Pioneer's presence as a comperitive force in the mid to

high end user markect has been sharply curtailed and in some

product lines is becoming de minimis. . . . Pioneer has

determined chat the most significant factor in the slackening
sales, and especially in the reduced market position of [its]
produccs, is the weakened support of its dealer sales necwork
caused by serious product distribucion problems.62
The "serious product distribution pfoblems" referred to arise in the
executive's view because of Pioneer's inabilicy to keep its product
out of the hands of discounters:

These non-authorized dealers, lacking any contractual obligation

to Pioneer, have no incentive to provide the education, support,

promotion and service which characterize juthorized Pioneer
dealers. They receive a free ride c¢n the efforrs of the auchor-
ized dealers and then are able to undersell those dealers within
the same market because of this free ride advan:age.63

Another potential test of the life-—cycle theory would focus on the

effects of the FIC's intervention on rhe quantity of audio :cmponents sold.

-231-

e STt R AL SR - = e



RPM was at the time preventing optimal behavior by manufacturers,

s elimination might be expected to increase saies. On the other
‘nd, if RPE.;as encouraging the provision of otherwise free-rideable
rvices, its elimination could affect sales neg;:ively. Application
;.such a quah:i:y test is hindered by a number of practical limitacions.
T one thing, such effects would probably occur only gradually. The
'rket could not be expec:ed-:o adjust instantaneously. Indeed, im the
ior:.rqn, one might observe effects opposite to those expected in the
;nger run. For example, although the service argument may be valid,
jcailers could react to RPM's elimination by shading service and ex-
ioicing the good name of their product. In such a case sales may in-
kase, if only temporarily. Second, it would be difficulc to sort out
1anticy changes for a constantly changing variety of models and btan&s
% components. Third, many other factors besides the FIC's actions were

fecting the market at the cime. Notably, technological change clearly

fected qualicy, quantity, and price.

T Conclusions and Implications
i

’ Our aﬂalysis of the available evidence suggests that by the time
E':he FTC suits manufacturers were losing interest in RPM for their
yw-end products. HRaving established brand identities these firms no

'nger required the incentives RPM provided. On the other hand, for

igh-end products, sold to an audiophile market, certain service features.

‘fered by traditional recailers still had value. To the extent that RPM
icouraged the provision of these services, its elimination stimulated
1e adoption of alternative procedures such as limited distribution, or

»ré careful selection of high quality or high service dealers.
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If one accepts this view of RPM in audio components, what can be

- concluded abour the value of :he.FTC's intervention? Consider first

the low end of the market. If‘RPM had lost its a::rac?iveness to manu-
facturers, wﬁa: did che intervention accomplish?  Houldn'; RPM have been
expected to die on its own? Certainly, as was noted earlier, manufacturers
did exhibit signs consistent with a lack of enchusiasm for RPM, Enforce-
men:.efforts were limited and some manufacturers rven announced.pians to
abandon RPM.in advance of, albeit perhaps in anticipation of, its legal
terminacion.

Yet it is clear that in the period before the FTC's incer?en:ion,

RPM was influencing beh;vior. Those retﬁilets who did violate RPM
generally chose to circumvent it rather than challenge it. There was
widespread use of devices such as transshipping and sys:ems.sales, both
techniques which facilicaced avoidance of RPM. If RPM no longer meant
anything to manufacturers, why use such subterfuges? After the comsent
decrees cher; was scme movement away from such. activities, even though
both served purposes b;yond':he'avoidance of ‘reM. 5%

Thus, it appears that the intervention speeded up the demise of RPM
at the low end of the market. To determine the cconomic value of che
intervention, one wculd need .co know how much longer RPM would have snrf“
vived without incervention as well as the economic costs (or bgnefi:;):
associated with this increased longevi;y. As we argued carlier it does
seem that RPM's death by natural causes was imminenc. A precise quantigi-'
cation of.cine is not éossible given the cvidence at hand. Some indi-

cation of cime might be obtained by considering the factors that helped
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iep RPM alive, once its role, according to the life cycie theory, was
mished. Such a consideration would also help in the assessment of the

:onomic costs of RPM's continued presence.
|

According to the life cycle theory, RPM had-by the time of :ﬁé FIC's
itervention become dispensable to the manufacturers of established brands.
!spite.chis there are reasons why RéM may have peréiscéd for a period
:yond this boint. Manufacturers may simply have experienced-some inertia
. moving to the new optimum position. Or they may have been averse
. the risks associated with abandoning a device that had served ihem
11 in the past. Any one manufacturer's fear might be enhanced by
ncerns over what rivals would do. If ocher manufacturers maintained
M while one abandoned it, retailers might discriminate against the
%ter's brand. This presumes some retailer market power, of coﬁrse.
wever, a manufacturer could also fear the possibility of losing an
age of quality if its prodgcts were extensively discounted while others',
cause of RPM, were not. Concerns of this sort provide a sensible
Bnomic rationale for one manufacturer's continued acceptance of RPM,

t chey suggest that a common decision to cease using RPM need not be

ared.

S

t  1f factors such as Ehose just mencioned would have led to RPﬁ's con—
aued use for even a shorc'period.beyond the intervention, then thé“
tervention could be judged to have made a positive contribution to
»nomic welfare. Again, since RPM would have eventually and perhaps

ite soon have died on its own,.ihese gains may well be rather limited.

rthermore, cthey must be balanced against any losses due to the dis-
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couragement of potential new entrants' use of RPM to attract retailers.

However,'given the present competitiveness of the industry, such losses

65

.are probably minor.

What now can be said about:ﬁehigh end of the market? Here, there
was some service rationale for RPM, some economic value to its use.

The consent decrees ;auséd an involuntary abandonment of RPM, but it
appears that other arrangements have been made.66 Dealers tend to carry
many products on an exclusive basis and profit margins on chese:lines
appear to have held up.67' These margins may reflect a superior qualicy
of service, but not a sicuﬁtion notably differenc from che pre-conséﬁt
dec;ee pefiod.

Since RPM was the method of choice before the consent decrees, the
alternative arrangements adopted as substitutes for RPM cannot be assumed
"to be any more efficient in meeting the manufacturers' objec:iQes of
service prévision. Forcing manufacturers away from RPM may well have
creaced inefficiencies ana economic costs. If so, :he_effeccs of the
FIC's intervention ware negative for the high end.of the market.

On balance, although it is difficult to make firm judgments in the
face of limited systematic evidence, it appears that the intervention had
some positive effects at che low end of the market and some negative
effects at che high end. Neither set of ;ffects can be safely viewed as
substantial. However, since the low end of the market is the larger,
making up 85% to 90% of the component marke:,68 one might conclude thac the .
FIC made a positive, albeit probably sI;ghc, contribution to vconomic welfare.

N;cé,however, thar this finding should perhaps noi be incerpreted as

supportive of a per se restriction on price-related vertical rvestraints.
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+ FIC's actions had boch positive and negative effects. Although

‘balance the effects in this case were positive, there is no

rantee that they would be in other RPM cases. - Furthermore, if
s industry is at all indicacive, it appears chgc the impact of RPM
quite varied and complex, especially when RPM is interpreted as a

plement to other non-price vertical restraincs.

]
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Footnotes

Continental T.V. Inc. vs. GTE-Sylvania Inc., 433 U.S. 36 (1977).
U.S. vs. Arnold Schwinn & Co,; 388 U.S. 365 (1967). Under Schwinn
an attempt by a manufacturer to prohibit transshipping, that is,
sales of goods between retailers, was a per se violation of Secriom 1
of the Sherman Antitrust Act. But the Sylvania decision upheld thac
company's imposition of.rescrictions on the locations from which its
franchised dealers could resell Sylvania's products. In overruling
the Schwinn holding on vertical customer rescrictions, the court noted
that "[i]n intent and competitive impact, the rerail customer re-
stricrions in Schwinn is indiscinguishable from the location restrictions
in the present case. . . . The fact that one restriction was addressed
to territory and the other to customers is irrclevant to functional
antitrust analysis. . ." (433 U.S. ac 46).

The court concluded that while particular vertical restraints
might well be anticompecitive, noﬁ-price vertical restrictions in general
should be judged under a rule of reasonm.
This presumes, of course, that efficiency should be the principal
cricterion for antitrust. TFor a discussion that advocates this
position see Bork, THE ANTITRUST PABADOX (New York: Basic Books, 1978),
esp. Chap. 21. See, however, Lande,"The Goals of the Antitrust Lawsy 34
HASTINGS L. J., (1982), which asserts rthat efficiency is cnly cne goal
of antitrust laws. Lande argues that Congress cared‘more about pre;
venting "unfair" transfers of wealth from consumers to firms with markeg

power than about promoting efficiency.
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The Sylvania decision discussed the possible efficiency-enhancing

_contribution of various vercical restraints:

Economists have identified L number cf ways in which manufacturers
can use such restricrcions to compe:e.mofe cffectively.... Established
manufacturers can use them to induce retailers to ¢ngage in promo-—
tional activities to provide service and repair facilities necessary
to the efficient marketing of their products.... The availabilicy
and quality of such services affect a manufacturer's goodwill and
the competitiveness of his product. Because cf market imperfecficns
such as the so-called "free rider" effect, these services might not
be provided by retailers in a purely competitive situation, despite
the fact that each retailer's benefitr would 5e greater if all pro-
vided the services than if none did. 433 U.S. ac 54-55.

See alsa Williamson,''Assessing Vertical Marker Restrictioms: Antitrust

Ramifications of the Trans;ction.Cos: Approach) 127 U. PENN. L. REV. 433-93

(1979). |

Prohibitions on resale price maintenance were first laid down in

Dr. Miles Medical Co. vs. Jchn D. Park & Sons Co., 220 U.S. 373 (1911).

In Sylvania the Supreme Court again proscribed resale.price maintenance

noting "The per se illegality of price restrictions has been established

firmly for many years and involves significantly differenc questions of

analysis and policy". See 433 U.S. ac 51, n, 18. Though in his con-

currence, Mr. Justice White noted that "{t]he cffect, if not the intention

of the courts opinion is necessarily to call into question the firmly

established per se rule against price restraints.” Id. at 70.
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Most recently the per se rule was upheld in California Retail Liquor
Dealers Ass'n v. Midecal Aluminum, Inc., 445 U.S. 97 (1980). 1In 1975
Congress broadened the coveraée of RPM prohibitions by repealing the
Fair Trade exempcion in the Consumer Goods Pricing dce of 1975, Pub.

L. No. 94-145, 89 Scac. 801 (1975). Thus as «f March, 1976 manufaccurers
risked a per se violation of the Sherman Act Scction 1 if they were
found imposing reséle price maintenance in interstate commerce.

See, for example, Williamson, supra, note &4; Meehan and Larner,"A
Proposed Rule of Reason for Vertical Restraints on Competition;' 26

THE ANTITRUST BULLETIN, 195-225 (1981); Bork, supra, note 3 act chap. 14;
Posner, "The Next S:ep.in Antitrust Treatment of Restricted Discribution:
Per Se Legalicy) 48 UCHI, LREV. 6 (1981).

Vertical rescraints include a wide variety of arrangements that

concrol the condition of product distribution and sales. Resale price
maintenance (RPM), territorial confinement, and customer allocatiocn
provisions have received the greatest scruciny in che anticrust
literature. RPM sets the price at which a dealer can resell a manu-
facturer's goods. Territorial confinements require a dealer to solicit
business or sell to customers only within a defined geographic area.
Customer allocation provisions limit a dealer to a specific class of
customers. Several terricorial and customer allocation systems cxist.
For example, "airtight" territorial allocation claﬁses conQey to Lhé
dealer an exclusive right to sell or solici: business in a geographic
area. "Location'" clauses allow the dea}er to sell to any (lass of
customer but only from locations approved by the manufacturer. "Primary

respousibility” clauses require dcalers to spend a specified umount of
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of time or money developing sales in a territory or to a c¢lass of

customers before they are free to sell wherever or to whomever they

Foin
b
g

.desire.

Manufacturers-may also attempt to control selling conditions by
dictating criteria for product display, adverrising,service policy,
inventory, and dealer training. Dealers may be required to stock che 5
manufacturer's full product line through tying restriccions, or to s;ll
more thqnlsome designaﬁed amount of the product through volume forcing
requirements. Exclusive dcaling agreements requife the recailer to
devote its efforts cxclusively to distribucing the product iine of a
particular manufacturer. Other product fines are prohibited.

Vertical restraints may also limit the manufac:urer;s behavior.
For example, under exclusive dealer franchise the manufacturer agrees
to appoint only one dis;ributor in a given territory. Under densicy
limitations manufac:urer§ space out retailers to conform wich s#me desired
combination of customers per retailer. In the franchise agreement m#uu—
facturers may be required to p;ovide a specified amount of advercising o
support, technical advice and training, dealer credit, return provisionms,
and che like.

Pitofsky has argued that the rule of reason imposes a heavy burden

on the enforcement process:

A standard under which all circumstances are weighed, and violations
found only upon demonstration ~f specific anticompetitive cffects,

may sound sober and moderate, but in the recal world has ‘iccle

ot}
[t ]
O

deterrent vffect, produces trials ~f inordinate length and cxpense,

and often undermines ancitrust cnforcement. Busiuess practices
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treated under a full rule of reason, with no presumptions based

on any set of facts and with the burden cf showing anticompetitive

effects on the plaintiff will usually cturn o;: to be legal.
Pizofsky, "The Sylvania Case: Ancitrustc Anal;sis of Non-Price Vertical
Restrictions{ 78 COLUM. L. REV. 1, 2 (1978).

Since Sylvania every decision analyzing purely vertical non-price
restraints under the rule of.reason>has found such restraints to be
reasonable. For example see Newberry v..The Washington Post Company,
438 F. Supp. 470 (D. D. C. 1977); Cowlgy v. Braden Industries, IQE.,
613 F, 2d 751 (9th Cir. 1980); Donald B. Rice Tire Co. Inc. v. Michelin
Tire Corp., 483 F. Supp. 750 (D. Md. 1980), Aff'd 638 F. 2d 15 (4ch Cir.),

cert. denied 70 L. Ed. 2d 164 (1981); A. H. Cox Co.

v. Star Machinery Co., 653 F. 2d 1302 (9th Cir. 1981); Sports Center, Inc.
v. Riddell Inc., 673 F. 2d 786 (5th Cir. 1982); Krehl v. Baskin Rubbins .
Ice Cream Co., 664 F. 2d 1348 (9th Cir. 1982).
Several judicial decision models -have been.propused for applying
the rule of reason based on the Sylvania case. See Bohling,'A Simplified
Rulé of Re#son for Vertical Restcraints: Integrating Social Goals,
Economic Analysis, end Sylvania,' 64 IOWA L. REV. 461 (1979); Scrasser,
"Vertical Territorial Restraincs Afrer Sylvania: A Policy and Proposed
New Rule,*DUKE L. J. 775 (1977); Comment, 'A Proposed Rule of Reason
Analysis for Restraints on Discribu:ion;'47FORDHAﬁ L. REV. 527 k1979);
Posner, supra note 6; Zelek, Stern, and Dunjee,"a Rule of Reason De;ision
Model After Sylvania,' 68 CAL. L. REV. 13 (1980).
9. But whether non-price vertical rescr;in:s are always less restricrive

than RPM remains uan ocpen question. TIn rhe Easrern Sciencific case,
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the First Circuit failed to supporrt the Sylvania distinction

between price and non-price restraints. See Eastern Scientific

Co. v. Wild Heerbrigg Instcruments, Inc., 572 F. 2d 883 (1lsc Cir.),
cert. denied 439 U.S. 833 (1978). 1In upholding the defendent supplier's
right to prohibit a dealer from selling outside of ics territory at

less than list price, the court noted "[W]e are unable to conceive of

i

how the resale price restrictions used to enforce the assigned
territories in the present case can possibly have a greater anti-
competitive effect than a pure policy of territorial restricrions.'

Id. at 885. For a discussion of Eastcern Scientific see Posner supra b

note 6 at 9.

See Meehan and Larner, supra, uote 6; Areeda, ANTITRUST ANALYSIS:
PROBLEMS, TEXT, CASES (Boston: Lictle, Brown, 1981), p. 647.

and White, "Vertical Restraincs in Anticrusr Law: A Coherent Model,' €§
26 ANTITRUST BULLETIN, 336 (1981).

This approach was also "mono-stereo compatible™ in that a mono FM
radio providad a mono version of the stereo signal, wﬁile a stereo M
set received anZ reproduced both the left and righc-hand channel for
a stereo p:esenia:ion. The perfec;ion of FM stereo Lransmissi;n and
recepticn aéd?i snocther component to the high fidelity system.

Thus, the zzplilier can receive signals from the record player, the
radio, or the tape deck. The radio tuner and chg pre- and main
amplifier are scmetimes combined into a single unit called a rgceive?.
From the amplifier the signal goes to the speaker system or (o a seé
of earphones. Each speaker actually has several speakers designed to

reproduce different sounds. Two speakers are required for srereo high

fidelicy.
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13.

Ia'

15.

16.

17.

18.

ST T N N TR

Of the seven firms under consent decrees, the four Japanese firms
established U.S. subsidiaries in'the lace 1960's; U.S. Pioneer and
Sansui were incorporated in New York in 1966; TEAC and Nikko were
incorporated a year later in California. In contrast, United Audio
was incorporated in 1939 in New York, JBL was incorporated in 1946 in
California, and Sherwood was incorporated in 1955 in Illinois.

See the Predicasts' Basebook.

See James B. Lansing Sound, Inc., Docket No. C-~1785, issued August
24, 1970. It was subsequéncly argued thac JBL was.thereby able to
prevent its product from being sold to discounters in non-fair-crade
s:ates; See U.S. Guverument Memorandum, April 1, 1975, "Extracted

from Omnibus File No. 741-0042 ~- Unnamed Manufacturers, Distributors

~and Retailers of Audio Components," p. 39.

"Omnibus File," p. 43.
"Omnibus File,"” pp. 39-40.
According to the background investigation, warranty cards were used
to check the sale price of the audio coumponent. The customer would
£ill out che card, providing the m;nufaciuter with the dealer, the
purchase price, along with the serial number. Hence the manufacturer
could discover which retailers were selling below the maincainéd priée.
The cards could also Se used to trace componen:vahac were trans—
shipped, or sold by one retailer to anocher recailer, perhaps one
not in the formal discributien chain.

Shoppers were private investigators sent into retail scores
posing as customers to observe how rigidly prices were maintained.
These shoppers would chen provide rhe manuvfucturer with a list of

violators.
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As quoted in F.T.C. Memorandum daced July 23, 1975.

TEAC Corp. of America, 86 F.T.C. 981 (1975); Sherwood Electronic

" Laboratories, Inc., 86 F.T.C. 988 (1975); Sansui Electronics

Corporation, 86 F.T.C. 995 (1975), and U.S. Pioneer Electronics
Corp., .86 F.T.C. 1002 (1975).

TEAC,.Sansui, and Pioneer were wholly owned subsidiaries
of Japanese manufacturers. TEAC sells tape decks and their accessories,
high-~end amplifiers and tuners, loudspeakers, and professional recording
equipment., It had sales of abour $18 million in 1973. Sherwood, a
U.S. company, primarily imports receivers, amplifiers, tuners, and
speakers from the Far Easc. Its sales in 1973 were about $12 millien.
Sansui imports and sells a full line of componén:s, with sales of 521
million in 1973. U.S. Pioneer was the largest audio component supplier
in che U.S., with sales of $45 million in 1973. Based on a 1974 survey
of audio sales Pioneer had cthe leading market share in receivers (with
15%), amplifiers (20%), and :u;crs (21%). See U.S. Mcmo;andum, July
10, 1975, p. 3.
Presumably the firms were still allowed to select dealers on the basis
of the qualicy and kind of services provided and were still free to
inspect dealers and cut off dealers who did not meet the manufacrurers’
standards. The Compliance Division of the Bureau of Competition
monitored the requirements of the order. Compliance reports were
submitced by the firms for each of the three years. No major issues
appeared to arise, aside from the use of "approximate nativnally-
advertised value'" by some of the firms, eveun though there was a two-vear

ban on suggesting retail price informacion.
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22.

23.

24,

25'

26.

29.

See United Audio Products, Inc., 88 F.T:C. 24 (1976), issued

July 12, 1976, and Nikko Electric Corporation of America, 88

F.T.C. 31 (1976), issued July 12, 1976. United Audio Precducts
imported record players from Germany and sola them under the name
of Dual. With sales of $30 million in 1975, it was a leading
seller of record players. Based on a 1974 reader survey by HIGH
FIDELITY magazine, Dual had the largest market share of record
changers with 35 percent of che markec. Nikko, a wholly-owned
subsidiary of Nikko Electric of Japan, imports amplifiers and
tuners from Japan and had sales of only $5 millien in 1973 (33 _
million in 1973).

See Petition to Reopen Proceedings and Memorandum of James 3.
Lansing Sound, Inc. in Support of Petition to Ruopen Proceedings,
Docket No. C-1785, April 14, 1978,

"Affadavic of Irving R. Stern," appended to Memorandum of James 3B.
Lansing Sound, op. SEE'

See Petition to Reopen Proceedings and Memoraudum of James B. Lansing
Sound, Inc. in Supportvof Petrition ro Reopen Proceedings, Docker No.
C-1785, April 10, 1981..

James B. Lansing Sound, Inc.: Reopening and Modification of Order,
97 F.T.C. 914 (1981).

Id. ac 914, \

In the Matter of Onkyo U.S.A. Corporation, Docket Neo. C-3092,
(August 24, 1982).

In che Macter of U.S. Pioneer Elecgronics Corp., Docket No. C-2753,
Pericion to Respen Procuedings and to Modify Counsent Order, June 28,

1982,
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30. Id. at 4.
31. In che Matter of U.S. Pioneer Electronics Corp., Reopening of Order

and Order to Show Cause, Docket No. C-2755, (November 5, 1982).

32. 1d. at 2.
33. Telser, "Why Should Manufacturers Want Fair Trade?"” 3 J. LAW AND ECON.,

86-105 (1960).

34. See supra, note 10. 2
35. Supra, note 33.
36. . Porter, INTERBRAND CHOICE, STRATEGY, AND BILATERAL MARKET POWER

(Cambridge, Mass: Harvard University Press, 1976).

37. We note that even under an iron-clad RPM system, retailers may scill
have an incentive to free-ride on the pre-sales services provided by
competitors. Retailers may choose to provide only post-sales or
appropriable services, and could thereby provide a more attractive
bundle of services. Consider the following example: There are two
retailers, boch selling the same audio component at the same price
under RPM. The first dealer provides a full range of pre- and post-
sales services, costing him a total of $100 per unit sold. Assume
this cost is evenly divided between pre- and post-sales services. The
second dealer provides only post sales services valued at $75, yielding
the second dealer a net of $25 per sale more than received by the firsc

dealer. A customer weould have an incentive to shop at the first dealer, &

{3
IE
ST

taking advantage of the pre-sales services, then buy ac the second
dealer. This strategy would yield the customer a total of $125 of pre-
and post-sales services, compared to only $100 if the component were
purchased from the first dealer. Thus RPM does not necessarily guarancee

that all dealers will provide pre-sales services.
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38.

39.

41.

42.

43.

Comparisons of this sort are of course complicacted by the fact

that some components must be interconnected for such an c¢valuation
to occur.

Indeed, a house brand may be included in the'm%x by the recailer

to prevent free riding of this type.

FIC Casé File, TEAC Corporacion of America, at 26.

Furthermore, r;:ailers wich market power may choose not to engage

in RPM. Before the consent decrees were signed the two most active
markets in terms of discounting were Los Angeles and Chicago. Each
market was dominated byva ma jor audio chain: Pacific.Stereo (Qith
65 stores, including 14 in Los Angeles) and Playback {with 64 stores
chréughouc Illinois, including 24 in Chicago). Hence in markecrs where

there appeared to be a dominant retailer there also appeared to be

open violation of RPM, even though a retailer cartel rationale for

_RPM would suggest RPM to be strongest where there was retailer market

concentration. For evidence of flagrant discounting in cthese two
markets see, Marketplace USA: The Los Angeles Spread, MERCHANDISING,
121 (June 1976). |

Telser and Pcoszar also suggest that exclusive dealing fits into such

a scenario, bu: Schwartz and Eisenstadt disagree. See Telser, supra
noce 33 at 97-%3; Posner,"The.Rule of Reason and the Economic Approach:
Reflections on the Sylvania Decisiony*45 U.CHI,LREV. 78 (1977); und
Schwartz and Eisenstadt,'Vertical Restraintsy Economic Policy Office
Discussion Paper, EPO 82-8 (1982), 45.

Data on market concentration has been reported in leéal proceedings,

buz i{s carefully prorected and generally not publicly available.
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45.

46.

.

These estimates are based on a 1975 :onsumer study of approximacely

1,000 college students. (See, Time: Students Eager to Buy BHifi,
MERCHANDISING WEEK, 9, 11 (March 23, 1975). - Although nut ideal,
the figures seem useful in gaining perspective on this issue.

According to the survey the top four brands of record changers

(as comp;nen:s) were Garrard (39%), Dual (237%), BSR (22%), and
Miracord (4%). (Noce, thevef, thact BSR actually manufactures many

of ochers' §rands). For speakers, the cép four were KLH (9%), AR (77%),
Utah (7%), and JBL (4%). For receivers, the order was Pioneer (19%), ™
Kenwood (10%), Sherwood (8%), and Sony (7%). Finally for stereo
headphones,rKoss led with roughly 337 of rhe marketc, folluwed by

Pioneer at 7% and Scunheiser and Swny ~ach at 6%.

‘See Caves, "Raesearch on Vertical Restruinrs Report Prepared for the L)

Federal Trade Commission, July 1979,

We do not address liere the question ~f why products in the home

elecrronics were scold under RPM. Some ideas are given by Coldberg

in his asnalysis of Magnavex. Magnovox had perhaps the most closely i
monitored RPM ;yScem in the telcvision industry, aid half <f Mﬁgnaﬁox;s

color television velume in 1966 ceme. from combination televisiou-

stereo units. Sce Goldberg,'Resale Price Maintenance and the Federal

Trade Commission: The Lenox and Mugnavox Cases,’ Unpublished manuscripec,
p. S51.

This strategy, according to one industry anulyst has alsu been used-

. with other consumer electronics products such as televisions and micro-

wave ovens. Sce Parcicelli,”"The Japanese are Coming: Clobal Scrategics

Flanning in Acticu! OUTLOOK, 22-3C (Spring 1981).
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As suggesced earlier RPM was often used in conjunction with ocher
vertical restr;incs. Nevertheless, the key clement in the system,
the element focused on by the FIC, was RPM.

Telser seems to recognize this possibilicy that manufacturers of
established brands will lose interest in RPM. He comments that

“... if in the course of time consumers become so won uver Lo a
product of so familiar with it thac coscly special persuasion by
recailers becomes an unnecessary inducement to purchase it, the
manufacturer will discover that he need not maintain the rerail
price and will rationally ubauaden his fair rrade pulicy." Teleer,
supra note 33 at 92. But note that new vutrants might still zhou.-
RFM as one means of competing for shelf space with these ¢scublished
brands.

Such in interpretatiovn would, of course, be distinct from che Tulser
view.cf special services. Telser, supra notcv33.

For example, a "profcossiuvnal shopper' employed by a manufacturer :o
check ~n rezailer ccmpliance is quoted .s saying that "very fuw

dealers'" beliceved thac menufacturers were - nfovecing RPM. S+ Zucker,

“Shepper: Dealers™Don't Believe 1 Exiscy MERCHANDISING WEEK, 8 (Mauvch

24, 1975). Also a retailer in Phoenix ¢laimed that Biouneer did ot

“lifr a pinky" to maintain RPM. Sce McCullaugh,"Audic Protile: FPhoenix)
MERCHANDISIXG WEEK, (Jume 16, 1975). Certaiuly prior tuw 1975 there

was abunéan: evidence that brands subject to RPM were being discouﬁﬁgd.-
The.mosc active markels in terms vf discounting secemed to be, in «cdery

Lcs Angeles, Chicago, New York, Busctom, and Phuenix. Four of these
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L cities are in states that at the time had fair tréde laws covering

both signers and non-signers.. Boston was in a fair trade state for

signers only.

51. Thcese announcing plans to drop fair trade were Pioneer, GTE Sylvania,
TEAC, and 3M. Of this group only TEAC, which manufactures a high qualicy
tape recorder, could be considered a high-end producer. Sec¢ Zucker,
"Auvdic Turnabtout to a Fair Irade;'ﬁtRCHANDISING WEEK, 1, 6 (June 9, 1975).
Of ccurse tws of these firms (Pioneer and TEAC) were under investigation =
by the FTC st che time.

52. Onze the prcduct and brand becomes commonly known and respected,

a Zifferent sorc of free-rider problem cculd cmerge. Hure a par-

ticular retailer might be uble to reap short run profits by trading ]
on the good name and good will of the recognized brand. The ietuiler

could sell zhe ;:aduct.in a way that would diminish the qﬁali:y and
reputation of the component; rhe loss.of gouod will woula be borne

primarily by che manufacturer and other dealers. Hence during the i
mature ghase c¢Z the product life ;ycle, RPM could be employed to |
prevent shzcdinz Zuality on an already-established and respected brund.

This would z3gzz- especially relevant at cthe high ond.

In this r=zzzvd consider the statement by a Radio Shack rperator
presented in sn zffidavit supporting Pioneer's petition to modify ics
consent decree:

i

It is my experience that the continued competitiveness cf any

£
i1

manufacturer in the highly competitive stereoc products market

depends greatly on that manufacturer's success in selling enly
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through dealers who know the product and promote it
aggressively and inctelligently. Moreover, the activities
of the non-authorized dealers who do not support the produce,
who advertise and display the product inta "warehouse' fashion
next to other products of very cheap quality, and who are unable
to service the product after sale if something goes wrong, all
serve to cheapen the image of the product itself in the con-
sumer's eyes. Legitimate dealers who carry the same product
then have their image tarnished by association with the pro-
duct that has become cheapened in the eyes of the consumer.
Thus authorized dealers of a particular product who promorce
and fully support the product suffer when that product is
transshipped in cheir market area and sold through low-qualicy
cutlers. I have seen this cheupening of its image occur with
regard to Pioneer stereo products in the market area servicad
by the Radio Shack stores which 1 run.
U.S. Pioneer Electronics Corp. Affidavit of William Holt in suppors -
of Petition to Modify Consent Order, Docket, No. C-27533, at 1-2.
Curiously, FIC investigators viewed the inclusioun of a private-label
brand in the syscem as follows:
By discounting the private label component and cartridge
which is cusctomarily available below list price, the
retailer creates a deceptive image of substantial savings
on the fair traded components. It is extremely difficulc
for the consumer to determine the acrual value of such
package deals due to the deliberate inclusion of private
label equipment which is not c¢valuated by consumer gqides.
See "Extracted from Omnibus File No. 741-0042 -- Unnamed ganufac:urers,

Distributors and Retailers of Audio Components,” U.S. Government Mzmorandum,

April 1, 1973, p. 7.
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The transshiper was essentially a broker who buys components
from one dealer and sells to another -- often to a dealer without
a franchise to buy the good directly. Transshippers moved goods all

over the country. Dealers appeared to use them much iike a small

bank might use a larger bank cr a Federal Reserve bank —— as a source of =
liquidicy. Cash flow appears to be a problgm in audio sales because

the business fluctuates sc much from month co month and from year teo

year. Having an alcernative sales ouctler, ecven if it is only 3%

above dealer's costs, provides a cushion in the system rhat dealé;s
apparently found actracrive. Since on the one hand, retailers were
encouraged by distributors to overstock, yet on the cther hand, they
faced higher costs when goods were in inventory for loug, the trans-
shipper could buy this excess stock and reduce the pressure cn re-
tailers.

At the samz time, tramsshippers reduced the need for retailers

who buy fzem zrznsshippers to carry as much inventory or to comply

with the requirements of a franchise. Dealers who buy goods frem a
transshipper co not necessarily do so to discount the components,
but transshigze zoods cvidently were often purchased by discounters

(since most Zistributors would not sell knowingly to discounters).

The Woolco stores in Phoenix were selling in 1974 such brands s TEAC,
Marantz, JVC, Garrard, and Jensen. Sce McCullaugh, supra noce 50.
Sears experimented with sudio sales in the 1960's but the limited

scope of the market at the time doomed the venture and it was drepped.

i,
Styf

But in 1974 the "Sears~by-Fisher" label was rest marketed in five

cities. The test evideutly proved successful. Akai rape decks, Kuss
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headphones, B-I-C turntables and Jensen speukers were added as
Sears began selling components nationwide in early-1976. See
"Sears Blankets Major Markecs‘with Hifi,”MERCHANDISING, 122-3
(July 1976).

56, One marketing problem confronted by high-end audio manufacturers was
how much to exploit the brand name through sales of mass-marketed,
low-end components. The problem was that using the Erand name on low-end
components could in turn reflect negatively un the reputacion at the
high end. For cxample in carly 1975 several high-end speaker manu-
facturers introduced new ow-end iines. Most ~f these new models
were markered under new brand names "to preclude alienating regular
line customers," according to one industry specialisct. Sece Zucker,

“Prestige Speaker Firms Score at Low End with New Models,” MERCHANDISING
WEEK , 1 (April 14, 1975). The failure zo be sensitive to the |
cuscomer's perception éf the brand reportedly cost one firm, Super-
scope, its position as a sales leade:.aL the high e¢nd. Superscope's
decision to use its brand name on a luew-end line of components damaged
the reputation of its high-eﬁd lines. Sce,'Superscope Seen ro Phase
Out Imperial Line of Audio Equipment,”WALL STREET JOURNAL, 30 (April
2, 1979). There is also some evidence that the same rationuale works
in the other direction as well. When BSR introduced a computerized
rurncable in 1976, targeted specifically at sophisticated audio con-
sumers, they markeced it through a subsidiary called ADC tu "mask the
origins of the compouent from the true hifi -nthusiasts, who .quate
BSR with low prices'. Sce,'Why BSR Dominates the Record Changer Marketl,'

®
BUSINESS WEZIK, 84 (June 7, 1976).
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'i7. One dealer is quoted as saying, "With fair trade on the way out,
you have to look for limited distribution"; Apparently many others
agreed. Scee Zucker,"Limited Distriburion Lines New Hot Target [or
Audio Meréhants;'MERCHANDISING‘WEEK, 1, 10 (May 26, 1975). Limiced
distribuction refers here to a sicua:ioﬁ in which a_class of customers
or marketing territory is effectively granted to a retailer, but the
retailer is not prohibited f{rom carrying the products of rival manu-
facturers. This is to be distinguished from exclusive dealing in the
sense used by Marvel to describe a situation in which retailers agree
not to handle competing products. Sce H ward Marvel, "Exclusive
Dealing,"25 J. LaW AND ECON., 1 (1982).

Rather, limited discribucion is akin zo Posner's rescricted dis-
tribution, in which intrabrand competition is limiced. See Posuer,
"Tha Next Scep in the Antitrust Trearment of Rescricted Discribucion:
Per Se Legalicy,' supra note 6. .

58. Efforts to control distriburion were &videnced in high-end lines such
as McIncosh and Xlipsch. Sece Zucker,"No Holds Barred Now in Hifi)”
MERCHANDISING WEEX, (October 13, 1976) and idem.,'"Is Hifi Franchising
Doomed? ' MERCHANDCISING WEEK, (October 6, 1975).

59. 1In lace 1975 and 1976 there is reference madec to "price wars,” to
“price promotion hysteria," and (for a TEAC product) te prices
dropping to é level "considerably lower chan listc". See, respeccively,
McCullaugh,"irendings: Audio/HighFidelicy,"MERCHANDISING, 14 (November
1976): '"Los Angeles Market Survey;' 125 MERCHANDISING, (June 1976);

Zucker, '"TEAC Move Triggers Upsurge in Open Reel,"MERCHANDISING WEEK, 1
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(June 30, 1975). For furcher discussion of high end-low end
differences see Zucker, 'Trendings: Audio/High Fideliry,”MERCHANDISING,
14 (March 1976); Zucker, "Hifi Dealers Main:ain Profics as Sales Rise 20%
and More,' MERCHANDISING WEEK, (November 24, 1975); McCullaugh, "Up-
grades, Discounts Driving Hifi Speaker Sales Marathon,' MERCHANDISING
ﬁEEK, (September 15, 1973).

| Based on induscry data, the average "recail value" of a sihple
stereo system — consiscing of a receiver, a4 turntable, and two

585;

w

speakers —— reflected the following year-ru-year pattern: 1974,
1975, $670; 1976, $694; 1977, $722; 1978, $735; and 1979, $721. The
average retail value of a syscem-increased by a total :f five percenc
becween 1974 and 1579 at a cime when the C.P.I. increased by 47%. For
che individual component data on which the ;verage system value was
based see MERCHANDISING, (March 1980).

There is =z:-me additional evidence regarding price movemencs in
1976. 1In late August and carly September of 1976 the FIC's Bureau
of Compecizion zzlephoned uround the country to ten retail dealers of
Sansui, Sherwoc<, TEAC, and Pioneer to survey the trénd in audio cum~
ponent pricss =znZ to weigh the influence of the FTC cousent decrees.
Eight of zhe z:= dealers said prices were falling; in most instances
this fall begarn in the spring of 1976. The two instances where prices
appeared stabie were, as might be expected, in racher isolated markets
in Arkansas and Virginia. Six «f «ight deulers who sazd prices dropped
cited increased retail competition as the rezasou. The same number .also

mentioned the demise of fair trade (which ended «fficially arcund the
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councry in March 1976) as a reason for declining-prices, though

the conviction here was less.strong. Other explanations included

a "soft marketr," new models incroduced at a lower price than last

year's model, increased competition at the manufacturer's level, and S
"lowering quality to satisfy production for mass markecing c=chﬁiques".

Not one dealer felt that the FTIC consent decrees had an effect on

prices. One conceded that the FIC activity did "free up'" the pricing

decision and may have thereby indirectly influenced the price level. e
It is ironic that the competitive market cnvironment most dealers

described was the very objective of rhe ronsent decrees, yet the

dealers saw no link between the consent decrees and that market ca-
vironment. gﬁ

Other new entrants included Morse, Sharp, Quasar, Toshiba, and
Admiral.

U.S. Pioneer Electronics Corp., supra note 52.

U.S. Pioneer Ilectronics Corp., AfLfadavit of William Macchies in
Support of Petition to Modify Conscnt Order, Docket No. C-2755, ac 3.
Id. at 4.

Systems sales were of course still popular but individual components

sales gained in prominance. In part this seems associated with up-
grading, moving consumers component by component to better quality
systems. See McCullaugh,"Hifi Systems Explode in Unexpected Surge,

MERCHANDISING WEEK, (August 25, 1975) and idem.,"Upgrades, Discounts

&

Driving Hifi Speaker Sales Marathon,'MERCHANDISING WEEK, (Septecmber

15, 1975).
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Nikko, one of the firms challenged by the FTC, was very small and

may have seen RPM as a means of facilitacing entry. Nikko has

"apparently met with little success.

Noce that there was a time limit imposed in ;he consent decrees.

As noted earlier this could be attributed to having limited discrif
bg;ioﬁ lines. See Zucker,"Limiced Distribution,’ supra, note 48. Also,
according to MERCHANDISING WEEK, in the post consent decree period,
established dealers "decided thac they will compete in Lhe major‘grund
price arena this fall <nly under extraordinary circumstances. Maay are
planning to qffer shgrply priced sysrems almost c¢xclusively wich
private lubel speakers'. See Zuckér,"Scu Fall Ad Emphasis Shifr from.
Price Promocion Base,"MERCHANDISING WEEK, 5 (Seprember 8, 1975).

Our calculacions based.un the number and type of components sold in
1974 indicate that abcut one million lcw-end sudio systems and 100,000
to 150,000 high-end audio systems were sold in that year. Thus in

that year the audiophile represented ﬂniy <bour 10% to 15% of che °
component market in terms of units sold. Th;se calculations are

based on sales information provided in MERCHANDISING WEEK, (March 1980).
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' VERTICAL RESTRAINTS IN THE AUDIO
COMPONENT INDUSTRY:
POSSIBILITIES FOR FUTURE EMPIRICAL WORK

William A. McEachern
: and
Anthony A. Romeo

.  Introduction
[

! Our present report, werfeel. raises a number of provoca-
ive and important issues. Although we are rather confident of
hr analysis it obviously cannot be regarded as definitive. We-
ere forced to rely on limited information -- that available from
he case files, readily accessible secondary sources, and some
nformal contacts with industry members.

| It seems logical to assume that a more comprehensive

ffort would teach us more or at least give us more confidence in

hat we've already tentatively concluded. But how would such an

ffort pfoceed? What questions would be asked and how would we
'o about trying to answer them?

Since our‘report has generated a theory of resale price
aintenance (RPM) in the industry, it seems wise to begin from
hat base. A future study cén be viewed as a test of our theofi}
;vidence either in suppdrt of or in contradiction.to the theory

rould be of value. In the latter case the evidence would de
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useful in constructing an alternative theory of RFM in audio
components.

The following sections lay out a gengral structure for
possible future work. In section II below we consider some
basic questions that might be asked in this work. In section
III we suggest some methodological considerations. Section IV

then offers two possible projects.

II. Research Questions

Our report suggests a life-cycle theory of RPM. E;;nts
under that theory will bg different from events under alternative
theories. A:constructive approach would be to consider some
areas where these differences are most likely to exist. In the

following five sections we note some such areas.

"A. Enforcement
Our theory suggests.that as brandznamés became more

‘established RPM became less attractive to manufécturers. Since
the enforcement of RPM proviéions is costly, we would-expect to
see some decrease and perhaps even abandonment of enforcement
efforts. A follow-up study could usefully examine the nature of
enforcement during the late 1960's and the 1970°'s. One migﬁt
begin by establishing some baseline evidence on enforcement. In
the periods during which RPM was attractive, what resources were
devoted to its enforcement? To what extent were professional

Eshoi:pers. warranty cards, and other devices used to check on
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‘etailer compliance? How often were penaltiés imposed on
‘iolators? Numerical counts or dollars spent would be useful
{ﬂdicators. If we then found.that in the early 1970°'s the extent
éf enforcement had diminished (when RPM's attractiveness accord-
ng to our theory had declined), this would lend credence to our
theory. |
| At the same time it would be helpful to examine the
;echanismé by which retailers could avoid RPM. If system sales
énd transhipping were effective avoidance mechanisms, then RPM
iay not have been truly enforceable. Thus, any decline in
mmforcement efforts could be interpreted not as support for our
sheory but as evidence that manufacturers simply learned and

tccepted this fact.

B. Entry
Our life-cycle theory suggests that RPM served some use-

ful function in facilitating manufacturers®' entry into the
industry. A follow-up study should examine the nature of entry
into thé industry in the pre- and posf—consenf decree perioq:
fwo basic questions could be asked. First, was there a decline
in entry in the latter period? Our theory would suggest that
ceteris paribus entry would become more difficult without RFM
and thus the rate of entry would decline. Numbers of new en-
trants or market shares of recent entrants would be quantifiable
neasures of the degree of entry.

A second question would involve a slightly different

approach. Did new entrants in the pre-consent decree period
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adopt RPM? Our theory suggests that they saw RFl as an attrac-
tive mechanism for entry. Our analysis suggests that many new
entrants did but if we were to find that many others chose not

to employ REM, this would tend to creéte doubts about our theory.

C. Yertical Arrancements

We've viewed RFMl as one of a possible array of vertical
arrangements between manufacturer and retailer. When RPM was
eliminated from consideration, how did manufacturers and re-
tailers respond? According to our theory manufacturers wodid for
the most part not be distressed. Their efforts to find sub-
stitutes for RPM would likely be limited to high end products.

If significant alternative arrangements were developed, however,
and these extended to dealings with respect to low end products,

then our theory would not be supported.

D. Prices

All of the theories considered. including our favored
theory, suggest that RPi's demise would lead to lower prices.
However, our theory suggests that retailers will bear more of the
burden of these declines. Any follow-up study should try to
examine whether prices did indeed decline and whether retailers
did suffer relafively more. Indirect evidence of the latter
might be found by examining retailer survival patterns since fall-

ing profits would lead to many retailers® demise.
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E. High End-Low End Differentials %
Our theory suggests that as brand names‘became estab-
:shed RPM lost its appeal primarily at the "low end” of the
dio components market. A follow-up study should examine care-
lly the differences in the way marketing occurs at the two ends
" the market. | . |
Are the low-end products more likely to be mass merchan-

;sed? Are high-end products more likely to be sold in special-

o

-ed audio stores?. Did manufacturers adopt vertical restrainfé
» replace RPM for high-end products and not for low-end ones?
.ve price-cost margins fallen less for high-end than low-end

'oducts? Positive answers to all these questions would be con-

.stent with the life-cycle theory. e
:I. Methodological Considerations
A. General Apvroach

The basic approach of a future study would involve an
1alysis of changing events over time. For some issues, such as
iforcement, we would want to observe.the period of the mid- to
ite-l960's through the early 1970's. For other issues, we &
»uld want to compare events in the periods prior to and after
1e consent decrees.

Any analysis of changes over time will face the difficul-

{ of sorting out the causes of those changes. To what extent s

}e changes due to the consent decrees or to their anticipation?

-262~ L




~6-

To what extent are changes due to other circumstances? Our
analysis has focused on the former question, but it is clear that
tthe environment in which the industry operates has changed dra-
matically over time for reasons unrelated to the FTC's activities.
Notably, chénges in technology havg led t0 considerable improve-
ments in prodﬁct quality and reductions in cost. Along with this
has come an important expansion and increasing sophistication in
the market. Certainly many changes would be expected to accompany
such developments. )

To sort out causes and effects we could proceed in at
least two ways. One would be to build a formal quantitative
model of behavior. For example, 2 simple model of supply and
demand could provide a useful framework for analyzing price. But
specification of such a model would appear particularly difficulf
for analyzing issues such as enforcement or vertical arrangements.

Another approach would rely on a less formal assessment
of changes. One would combine quantitative and qualitative
information from a variety of sources and draw inferences from a
careful analysis of the inforﬁation. In essence this would be a
slightly more quantitative,version of the approach used in our

report.
B. Data

1. Choosing a Sample
There would be two basic units of analysis in our study.
One would be the firm, either manufacturer or retailer. A second
| would be the product, audio components. By focusing on the firm

-
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. could consider questions of enforcement, entry, and vertical
rangements. By focusing on froducts we could more clearly
ﬁess prices and high end-low end differentials. Needless to
y the two approaches would be complementary. .

For assessing firm behavior we will want to choose some
mple. There are hundreds of manufacturers and thousands of
failers. At the manufacturer level we could choose either the
rgest firms or a more broadly based sample. Given the sigﬁi-
canée of the large firms we would opt for the former. For
tailers we would choose by geographic market area looking both
free trade and fair trade localities.
| For products we again face a myriad of choices. Certainly

makes little sense to talk of prices in general. We would

oose two or three particular products for analysis. We would
nt a product geared to the high end of the market -- for

ample, pre-amplifiers or amplifiers --andénegéared primarily to
é low end -- for example, receivers. By choosing a few models
each we could more easily assess price changes.and high end-low
4 differences. | E

A problem with this of course is that models and product
ality have changed over time. It may be possible to find ﬁodels

model series that are traceable over time. Alternatively we
Yy be able to construct an hedonic price index to control for |

ality variations.
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2. Data Collection

Any empirical work undertaken on this industry would face
~serious problems of data collection. We would, of course, start
with the FTC case files information, but this is not sufficiently
detailed to allow for as rigorous an analysis as we would pfefer.
Since none of the cases resulted in litigation, there are no
extensive court documents. Moreover, even the consent decree
files provided us are incomplete; they contain no dealer or com-
pliance information on the industry's major firm, U. S. Pioneer.
Other published sources of data are also limited, becauseuxhé
audio components industry is just now beginning to be distin-
guished from radio and TV. |

Much of the data would have to be collecfed by survey or.
interview. However, our efforts at primary data colleétipn would
_also face obstacles. We suspect there would be some reluctance,
particularly on the part of manufacturers, to cooperate in a
study sponsored by the FIC. Even with cooperation, we would have
to deal with a large number of manufacturers and retailers. Some
vf the firmé affected by the consent decrees are no longer in
business. Other firms have started up after the decrees. And
many of the firms in existence over the whole period have seen
changes in ownership. J. B. Lansing, the producer of JBL
speakers, for example, has had three different owners_since 1975.
Selecting a representative sample, identifying knowledgeable »
‘respondents. and gafhering retrospective data from them would ségm

a formidable task in such a dynamic industry.
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7. Two Possible Projects

We see two scales at which a further  study might be

me.

A. Study One
We envision one study which would rely almost entirely on
;condary sources of information. As noted earlier, these sources
}l have limitations, but we would hope that together they would
merate some useful information. For general information on
'dustry activity we would rely on the FTC files (including the
iw\York Regional 6ffice Files not supplied to us for this report),

'ade Journals (e.g., Merchandising, Kigh Fidelity Trade News).

‘partment of Commerce data (particularly on imports), and on any

;her existing studies of the industry that may be dlscovered

much as brokerage house reportS). Product information could be
eaned from some of these sources, particularly the trade

»urnals. as well as books such as the Orion Marketing Trade-ln

ide and the Hi-Fi Trade-In Guide.

For a small number of market areas, say 3 or 4, we would
80 try to gather price and market entry and.exit data. In this
‘fort we would rely on newspaper adveritisements and telephéne
reétories. We might, for example, loock at Hartford (a fair- .
ade market). Washington, D. C. (a free-trade market), Milwaukee

. market often cited as “dead”), and the market in some rural area.

' careful perusal of newspaper ads we could gather some information

pricing and competition, at least for certain products. It
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might also be possible in these markets to obtain copies of some
franchise contracts, which could be useful in interpreting any
findings. '
) We would expect this study to cost afproximately $36.000
and to take about one year to complete. Such a study could
generate useful information on the industry. We suspect, however,
that any cénclusions will have to be based largely on our sub-

jective interpretations of the evidence.

B. Study Two

This study would invoive essentially the same efforts
described in Study One, but would supplement the secondary sources
of data with the collection of survey data from manufacturers and
from retailers in the 3 or 4 selected market areas. We envision
a sample of about 25 retailers from each of the market areas plus
a manufacturing Sample to include the five firms under consent
decrees plus about 15'additiona1 firms. A survey would at least
in principle enable us to gather better data on pricing, profit
margins, and various features of the manufacturer-retailer rela-
tionship. However, such—data would undoubtedly bé quite dif-
ficult to collect. The issues under study are cdmplex and
sensitive. A survey instrument would have to be constructed very
carefully and must be rigorously pre-tested.

Cooperation will certainly be a problem. Manufacturers
may distrust us. Retailers may be reluctant to devote-any time .
%o filling out a potentially complex questionnaire. Thus thel.

sufvey would probably have to be by'personal interviews rather
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an by mail. We envision a study of $50,000 to $70,000, with

-e-lowér value possible only ;f a mail survey‘proves'feasible,

d a time required of roughly 18 months. Such a study would
kely provide more information than Study One (although it would
"subject to more risk); it should in particular provide a clear-
picture of the complexities in the felationship among market

rticipants.
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Introduction

The hearing aids industry presents an archetypal case of manufacturing
" companies attempting to control the distribution of the%r products through
contractual vertical restraints on their dealers. Prior to FTC actions
against a number of leading hearing instrument manufactures, the dominant
distribution éystem employed by the industry involved virtually everyone of
- the vertical restraints identified in the economics 1iterature. To those
who assert that such restraints are inherently anticompetitive, the enormous
markup obtained by dealers -- two hundred percent and more -- indicates: that
actions to promote c0mpetition seem warranted. On the other hand, the ﬁéture»
of the industry's clientele -- predominantIy the elderly, often institutionalized
persons with limited opportunities to compare products or to obtain independent
information on product quality -- suggests that a second approach to the inter-
pretation of vertical restraints may have merit, This second approach is a
derivative of the (now) standard economic analysis of vertical restraints.
It holds that vertical resfraints play a constructive role in maintaining
the quality of dealer services provided in combination with the hearing
fnstrument. Manufacturers may have wished to protéct dealers from "free
riding” by rival dealers of the same brand through exploitation of, for example,
brand reputation established in part by the efforts of a particular dealer,
According to this second {nterpretation, the net result of a removal of the
{ndustry's contractual restraints would have been a change in the composition
of the industry's product. The new product may have sold for less, but wou1d_i
have been of appreciably lower overall quality than that provided under the
restraints.

Each of these fairly conventional approaches to the analysis of vertical

restrainis has severe drawbacks when applied to the market for hearing aids.
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he monopoly argument appears inconsistent with the behavior of the industry,
'Enufactures imposing vertical restraints may have imposéd those restraints

h order to prevent entry, but if blockaded entry was their goal, they were
ﬁtahly unsuccessful. The chances that dealer margins may have been inflated
y monopoly rents seem slim in view of the options other than hearing dealers
pen to hearing instrument customers, the ease of entry into the hearing

%aler profession, and the reasonab]jbsubstantial number of instrument makers
?mpeting for business through hearing aid dealer networks. Entry could occur
nd, indeed, did occur, both at the manufacturer and dealer levels, But i;

he monopoly argument is unconvincing, the special services argument is not

articularly superior. Brand identification in the hearing instruments market

Jes not appear to have been substantial, and little comparison shopping occurs.

> the extent that reputation capjtal is a factor guiding consumer decisions,
nat capital appears to be as much dealer-specific as brand-specific and is
herefore not susceptible to efosion through free riding. The restraints

Ly have served to enhance dealer quality, but the effect must have been

;rginaI at best, for the observed quality of service provided by dealers

f vertical-restraint manufacturers was relatfvely low in comparison with

her marketing channels, The quality aspects of the dealer services ex-
lanation for the vertical restraints in hearing aids is essentially untestable,
;r the counterfactual holds that in comparison with a standard of performance
1at the FTC's Bureau of Consumer Protection shows to be abysmal, the alter-

itive without the restraints would have had to have been nightmarish,

A third view of the restraints is possible, one which is dependent neithe; '

} anticompetitive nor on quality maintenance arguments. This third view

wrives from the economist's notion that vertical restraints are designed
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to protect property rights, but unlike conventional special service formulationms,
identifies those property rights as residing at the manufacturer level. The ap-
" proach holds that the restraints are to be interpreted és arising from manu-
facturer attempts to create property rights to information generated by their
own selling expenses but used by dealers to obtain hearing aid sales., Manufac-
turers advertise in national media to obtain "leads" to potential customers,
These leads are assigned to dealers and are charged for by means of an increase
in wholesale prices. Exclusive dealing prevents dealers from using the leads
while avoiding their tie~in charge. It could be argued that the national adver-
tising is employed to erect entry barriers, but both the industry's structure
and its entry experience provide evidence which conflicts with this anticompeti-
tive position. In addition, it is shown that the evidence commonly adduced to
support the monopoly approach-~-primarily a post-c.o. price decline--is also im-
plied by the property rights view. The distinguishing implication of the two
explanations of the observed restraints deal primarily with sales, with the
monopoly view predicting an.increase in sales_resulting from the erosion of
monopoly prices while the property rights view predicts diminished manufacturer
sales efforts and correspondingly reduced sales. The task 3 final report con-
cludes with a brief discussion of the likely impact of the c.o.'s.on hearing
aid consumers. This section is necessarily preliminary, and consists primarily
of caveats that must be entered when converting conclusions about the c.o.'s on
the priQate well being of the impacted firms into assertions about the social
costs of benefits of the orders.
Appended to this report is the task 4 report outlining the available data

_ and suggesting how these data could be employed to test the various explanations

for the pattern of restraints observed in the hearing aid industry. The primary
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_ focus of the data analysis is on the argument that manufacturers of hearing aids
adopted vertical restraints to keep dealers from scrimping on complementary local

sales efforts and to rebate to dealers the lead charges on instruments sold solely

Ay

through dealer—initiated sales efforts. While this last approach does not seem P
to be represented in the vertical restraints literature, the preliminary data
work in the appendix suggests that it explains an important subset of the ver-
tical restraints employed by the hearing aid manufacturers.

This report is divided into several broad sections, each of which contains
numerous subsections. The first section contains background material both de-
tailing the vertical restraints to which the FIC objected and outlining the or-
ganization of the hearing health care delivery system, Fairly detailed consid-
eration is given to the allegations of poor service provided by hearing aid
dealers and the options available to consumers. This material is provided to
serve as a basis for an evaluation of the social impact of the FTC consent
orders. The second section of the report piesents the property rights view of
the vertical restraints and includes a detailed discussion of their interre-
lationships. The third section presents an extensive critique of the aids mar-
ket. This report also includes a discussion of related information dealing with

the efficacy of leads. The conclusion reached is that these ancillary infor-

A
¢

mation sources are apt to be misleading and that only direct tests of the im~

pact of the orders on sales can be expected to yield reliable conclusions.
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HEARING AIDS INDUSTRY BACKGROUND MATERIAL
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1. The Vertical Restraiﬁts Challenged by FiC
. The cases to be analyzed in this report consisted of a series of
actions brought against several léading hearing instrument manufacturers,
each of which resulted in a negotiated consent order. The companies involved R
were (listed in order of market share -- 1970 shares in parentheses):
Dahlberg Electronics, Incorporated (8.0%, ranked 3rd)
Maico Hearing Instruments (6.6%, ranked 4th)
Sonotone Corporation (5.9%, ranked 5th) - o
Radioear Corporation , (4.4%, ranked 8th)
These companies engaged in'mafketing-hearing aids through highly organized
dealer distributioﬁvsystems, systems which were characterized by the Bureau
of Competition staff as parallel. A fifth company, Beltone Electronics 2
Corporation, empioyed and continues to employ a similar distributfon system.
Beltone was the leader marketer in 1970, with a market share estimated to :
be 20.4%. An FTC complaint was lodged against Beltone at roughly the
~same time that the cases listed-above were filed, but the Beltone 7
Corporation chose not to enter into a consent order and the case remains
in litigation.

The complaint for each case summarizes the vertiéal restraints typical

¢
:

of dealer contracts employed by firms using the industry's dominant £
distribution system. The restraints included the following: B

1. Exclusive sales territories established for each dealer. This
requirement was enforced in part by manufacturers refusing to honor
requests for issuance of instrument warranties submitted by dealers for a2
iinstruménts sold to consumers outside of their Speéified territories,

though warranties served a second role as well.
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2. Dealers required to deal exclusively in the products of one
- manufacturer. Exclusive dealing had been challenged by previous FTC hearing
aid actions, but was still practiced by each of the respondent firms.

3. Cooperative advertising arrangements. The complaints alleged
that the mandfactufers provided dealers with the opportunity to participate
in manufacturer-subsidized local advertising promotions. Though. these |
cooperative arrangements are interpreted in the complaints as facilitating
enforcement of the single-line dealer restrictions imposed by mandfacturers,
we shall see that while they did aid in this fashion, the real reason for
their existence is quite different.

4. Manufacturers eﬁgaged in volume-forcing by assigning sales quotas.
As Caves (1979) notes, such volume forcing may be designed to force the
dealer to operate on an efficient scale, as viewed by the manufacturers.
Certainly in the case of hearing aids, it will be necessary to invesfigate
carefully the different incentive structures facing manufacturers and
dealers régarding the optimum level of sales-related expenditures.

5. Restrictions on the classes cf customers with whom dealers could
deal. The price disérimination aspects of this sort of behavior are
apparent, though it would be interesting if manufacturers sold to large
commercial customers for more than the price levels set for small dealers.
This condition would seem to be required if the resale restraint on dealers
were to be necessary. That is, 1t would be odd if the demand schedule of
Sears or the VA as faced by a manufacturer were less elastic than that of .
a small dealer.

6. Required dealers to submit names and addresses of all customers

directly to the manufacturer. This rather amazing degree of manufacturer
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control over distribution was enforced through a clever arrangement.
Manufacturers refused to allow retailers to issue product warranties
.dvirectly. To make this stricture important, manufacturers further refused
to allow dealers to operate service facilities of their own, thus ruling
out dealer wafranties. Dealer service facilities were impracticable since
manufacturers refused to sell spare parts for their instruments.

7. Suggestéd price lists provided. Several manufacturers provided
extensive price 1ists for instruments and services. These could perhaps
have had the effect of resale price maintenance, given the lack of infor-_
mation available to dealers about conditions in the hearing aids market
generally. It would be interesting to know how manufacturers managed to
obtain information dealing with the price lists of rivals.

8. Insisting on short-duration dealer termination clauses. Dealer
agreements were subject to cance]laiion on thirty days notice. All hearing
aids were to be resold to the manufacturer at previously specified prices.

In short, the manufacturers took steps to prevent their own dealers
from competing with one another, attempted to control the performance of
those dealers, and took great pains to retain control over their customers.

- The pattern of restrictions is potentially consistent with attempts to

control dealers in order to restrict entry, as well as with the alternative

explanation that manufacturers were anxious to develop and protect brand-

specific reputation capital. But as we shall see, the most 1ikely explanation

is that manufacturers wished to protect their rights to profit from sales .

generated by their own promotional efforts.
While this distribution system characterized a number of the leading
firms in the industry, it was not the sole form of distribution used. One

‘of the firms involved in the complaints, Dahlberg, sold instruments to
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_ Sears, Roebuck for Sears private label distribution. The second leading
manufacturer (at the time of the orders), Zenith, eschewed restrictfve
dealer covenants altogether, and chose instead to supply instruments to
all dealers it regarded as cc:mpet:tant.'I Imports, a sizeable and growing
segment of industry sales were sold via the professional referral market,
a separafe distribution system (see below). Finally, the VA appears to
have been a major consumer of instruments. These separate distribution

schemes will permit bench-marking of pre- and post-consent order experience.

1Be1tone debates this assertion, and the evidence demonstrates that Zenetron,
Zenith's successor, does refuse to deal on occasion.
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2. The Hearing Health Care Delivery System

This section provides an introduction to the various participants
" in the hearing aid market, describes some of the characteristics of hearing
loss and the available treatments to mitigate such 1oss. and sketches

the hearing aid dealer's training and techniques. The principal source

>

for this discussion is a very lengthly FTC.Bureau of Consumer Protection
Staff Report on the hearing aid industry (BCP staff repdrt). The BCP
investigation is one of lohg standing and has paralleled the Bureau
of Competition's and has led to several proposed trade regulation rules.
Action is still pending at this writing. The staff report produced by - -
BCP is a very extensive description of the industry and hearing loss
generally coupled with 2 lengthy catalog of the sales practices of hearing
aid dealers. For detail beyoﬁd that provided below, the reader is directed
to that report and the extensive references provided therein.

A hearing impaired person has the option of receiving assistance
from one of three types of hearing hea]th care professionals: physicians,
audiologists, and hearing aid dealers. It is important to understand
the nature of the physician-patient and audiologist-consumer relationship
in the hearing health care delivery system, for these groups represent
clear alternatives to the dominant pre-C.0. system, hearing aid dealers.

Physicians. Physicians dealing with hearing problems are ‘customarily
those known as otolaryngologists, or ear, nose, and throat (ENT) specialists.
It {is not uncommon for their specialties to include eye problems as well. | _
According to the American Council of Otolaryngology, there were approximately
~ 4500 practicing otolaryngologists as of 1978, a not inconsequential number

| when compared to the approximately 5,000 hearing aid dealers as of
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1970.2 Despite the comparatively large number of épecialists, prior to
1976, many hearing aid users purchased their aids without first consulting
a physician., Estimates quoted by the BCP staff suggest that of some 14.5
million Americans who have hearing problems, some 10 million have not
received medical attention for their hearing difficulties. Moreover,
of the portion of the hearing-impaired population that purchased a hearing
aid only one-fourth consulted a physician or audiologist prior to the
purchase. More recently, FDA requirements that each prospective heifing
aid purchaser consult a physician or formally waive such a consultation
have most 1ikely changed this situation. Nevertheless, the situation
prevailing at the time of the consent order was clearly that physicians
were consulted in a minority of cases. Contributing to this omission
was the behavior of hearing aid sellers: of those persons with whom a
hearing aid seller madé initial (as opposed to referral) contact, one
estimate suggests that only about three percent were referred to physicians.
Perhaps the principal reason for this low referral rate is the com-
peting nature of medical-surgical and prosthetic (hearing instrument)
treatment, Hearing aid dealers are understandably fe?ucfant to refer
patients to physicians for examination given that those patients with
conductive losses most amenable to mitigation through the use of an

instrument are often prime candidates for surgery capable of reducing

2The otolaryngologist figure is from the BCP staff report, p. 102. The
hearing aid dealer figure is from the BCP staff report and is included

in the complaints. The number of sales personnel was estimated as
approximately 10,000, The BCP report, p. 106, puts the number of dealers
at 5,600. .
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)r removing the need for an aid. This problem will be discussed more

‘ully below, but it is worth noting at this point that the referral

‘Jroblem runs in both directions. Hearing aid sellers cohpIain that
}hysicians are remiss in referring patients for purchase of aids. In

jome cases where conductiye Toss has been only partially remedied by
redical techniques, an aid may be warranted. In addition, the wide-

spread belief that sensorineural loss cannot be treated by an aid appears
ﬁn many cases to be unfoﬁnded. ana11y, in cases where surgical techniques
ire either risky3 or offer only l{mited gains in hearing ability, it is

aot clear that the medical alternative is superior to use of a hearing
instrument. The BCP staff suggests that hearing aid dealers are likely

to fail to refer in many cases owing to their narrow economic interest;
;taff does not appear, however, to consider the posSibility of parallel
physician behav‘ior.4
| Audiologists. Though the term audiologist hﬁs been adopted rather_
>roadly by hearing aid se11efs, the remainder of this report will cbnfine
its meaning to that used in the BCP staff report. An audiologist will

Ee defined torbe "a universjty trained professional who almost always

has at least a master's degree in audiology and who specializes in the

rehabilitation of persons with hearing loss and associated communications

3Surgica'l techniques designed to ameliorate conductive loss may, through
the attendant trauma or infection, induce sensorineural loss.

4From the point of view of the hearing-impaired person, medical treatment
will dominate a hearing instrument, even if the effects on hearing perfor-
mance are similar. This is because the medical treatment will often be
covered under an insurance plan with a low coinsurance rate. By contrast,
hearing aids are not covered by Medicare or Medicaid and are rarely paid
for by private plans. The United Auto Workers contract is a major -- and
Jonely -- exception to this rule. Accordingly, from society's point of
view, fully informed consumers will tend to overconsume physician services
relative to hearing aids.
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yroblems.5 Audiologists occasionally sell hearing instruments, sometimes

i a "non-profit" basis. There are approximately 3,000 accredited audio]ogists,5
;presenting a loose lower bound on the number of practicing audiologists.
;e same sort of conflict observed beiween physicians and hearing aid

Tlers is found between audiologists and dealers, and can be expected

» intensify as more audiologists enter the business of dispensing hearing
ds. Concurrently, hearing aid dealers are attempting to adopt the term
udiologist® for their own purposes: their trade association, the National
;aring Aid Society (NHAS) confers the title "certified hearing aid audi-
ogist” on hearin§ aid dealers who complete a twenty lesson home study
urse and who possess some experience in hearing aid sales. Not sur-
‘isingly, representatives of the ASHA-certified audiologists and of the
folaryngologists take a dim view of such certification.7 Hearing aid
:alers respond thgt while audiologists may be better able to diagnose

r problems, they are ill-prepared to fit hearing instruments, -

' There is little substance at issue in these arguments. Audiologists

‘e almost certainly better trained than hearing aid dealers in the medical
pects of hearing loss, and as they increase sales of hearing aids, their
ampetence in choosing and fitting an appropriate ihstrument is almost

|
irtain to improve. Were it costless to do so, every hearing impaired

Qrson would be best served by first consulting with a physician, proceding

ICP staff report, p. 104.

ludiologists may qualify for a Certificate of Clinical Competence in
idiology granted by the American Speech and Hearing Association (ASHA).
1quirements for the certificate include a masters degree in audiology,
.one year apprenticeship, and satisfactory performance on an examination.

ICP report, p. 125Ff.
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.then to an audiologist or dealer according to the referral proposed by
the physician if an instrument is wﬁrranted, assuming, of course, that
the physician provided appropriate guidance.

Of course, a visit to the otolaryngologist is not costless, and
therefore an econbmic appraisal of hearing health care delivery cannot -
appropriately adopt the tone of the BCP staff report that high quality
services -- i.e, physician or audfo]ogist provided services -- are auto-
matically to be preferred to service delivery initiated and carried
through by hearing aid sellers. The statistics on the rather low fraction
of hearing-impaired persons who consult physicians for relief bear eloquent
testimony to the need for an active canvass of hearing impaired persons.
Indeed, these data almost certainly underestimate the extent of the problem
among thé elderly, and ft is to precisely that group that the sales efforts
of hearing aid sellers are directed.8

Hearing Aid Sellers. The companies with which the FTC negotiated

consent orders each concentrated heavily on the development and maintenance

of extensive dealer networks.9 Accordingly, considerable effort must be

8According to the BCP staff report, p. 109, between 50 and 70 percent of
hearing aids are sold to persons over 65 years of age. For the leading
case-finding marketer, concentration on sales to the elderly is considerably
greater than this. Beltone reports that in excess of 85% of its sales

are to persons over 55.

9The industry's leader, Beltone, is almost totally dependent on its dealer
network. Indeed a Beltone brief remarks that "Beltone has been strikingly
unsuccessful in obtaining sales from professional referrals.” This lack
‘of success is understandable in the context of the property rights argument
to follow, for audiologists should resist paying the high price of Beltone
aids, a price reflecting the value of leads to new customers that are not
provided to audiologists.
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devoted to characterizing the qualifications, mode of operafions, and
performance of such dealers. This section attempts to provide these
characterizations. The sources‘employed include documents entered as
evidence in the proceedings terminating in the consent orders, the FTC
Bureau of Competition (BC) staff report in that case, FTC and Beltone
briefs prepared in April, 1980, and the BCP staff report.]o

We begin with an outline of hearing aid seller practices that emerges
from the BCP staff report. The picture of hearing aid dealers that emerges
from that document is uniformly dismal; both in an absolute sense, and
more particularly in comparison to the performance of the alternatives,
principally dispensing or prescribing audiologists. The BCP staff repre-
sents hearing aid dealers as often unsavory high-pressure salesmen much
more interested in selling their aids than in the technical aspects of
sstisfactony instrument performance or thé medical consequences of hearing
impairment. This uniformly negative picture is certainly drawn in an
effort to buttress staff’s proposal for a t.r.r., but that does not render
it inaccurate. Indeed, support for aspécts of BCP staff characterization
is forthcoﬁing not only from testimony obtained by BCP, BC, HEW, and
congressional investigations, but also from internal company documents.
Single line dealers of leading American companies were under considerable

n

manuracturer pressure to sell aids. The training manuals available .

loThe Beltone material is relevant because Beltone was named as respondent
fn the original action, because Beltone has developed its vertical restraint:
in very interesting ways in response to FTC and FDA proceedings, and because
the systems outlawed by the consent orders were very similar to that which
Beltone employed and continues to employ.

IIEach of the companies was charged with imposing sales quotas. Beltone
argues that its quotas were not enforced through dealer terminations
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'om two of the companies are divided relatively equally between the
éphnical and sales aspects of operating a hearing aid dealership. The
?idence suggests that hearing aid dealers are predominantly salesmen
irst and technicians second. This conclusion is compelled both by their
aining and by the nature of their business.

Several conclusions emerge from the.BCP staff report in regard to

1e technical preparation of hearing aid sellers. These include:

(a) Hearing aid sellers receive training in hearing testing which
is several orders of magnitude below that to which audiologists _
are exposed. The courses which dealers can take are regarded
by physicians and audiologists as being of inferior content,
and even those courses are attended by only a portion of the
dealers. Individual manufacturers provide training programs
of varying strength, but again, these programs fall far ﬁhort

of audiology education."l2

](éontinued) despite the fact that only about one-half of Beltone's dealers
xceeded 75% of their assigned quota. "Of the 159 dealers terminated from

973 to 1977, only twenty-~three were terminated for lack of market penetration.

his evidence is not particularly convincing for at least two reasons.

irst, Beltone dealerships can be valuable properties, as evidenced by

he selling prices advertised in Hearing Instruments. The threat of ter-
ination for lack of market penetration was real: twenty-three terminations
s equivalent to about one of every twenty Beltone dealers. But beyond

his point, the arguments to follow will indicate that enforcement of sales
uotas is a rational, profit-maximizing technique for a company in Beltone's
osition. They would be foolish not to impose quotas, and whatever the
harges leveled against Beltone, they have not included a lack of business
cumen.

2Be]tone claims to be an industry leader. By the end of 1979 fewer than
ne-fourth of Beltone's dealers had completed training sufficient to provide
hem with a complete copy of the Beltone technical training manual. The
‘equisite training amounted to nine days of seminars. '
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(b) The task of assessing hearing loss is customarily separated
from the problem of fitting an appropriate aid. The disparity
between dealer and.audiologist is smaller in fitting than in
testing less due to the competence and training of the dealer
(learning-by-doing or trial-and-error appear common) than to
the lack of audiology training in this area.

Hearing aid se11ers are not typically skilled, trained profess1ona1s but
are instead relatively poorly educated (high school graduate or less),
poorly trained (formal technical training measured in hours rather "than
in days) highly motivated sales people. The picture that emerges from
the BCP staff report, the Beltone record, and the c.o. evidence is one
of dealers whose sales practices are much more finely honed than their
technical prowess.

The sales techniques employed by the respondents in thé FTC complaint
center around various forms of lead generation. As we shall see, the
pr1nc1pa1 result of the FTC orders has been to shift a good portion of
the lead generation effort from manufacturers to dealers. In so doing,
the efficiency of the lead generat1on process has thereby been reduced,.
leading to a substitution away from lead-generating firms toward manu-
facturers more successful at cultivating professional referrals through
detailing audiologists and physicians.

Lead generation at the dealer level quite often involves working the
dealer's existing clientele to obtain friends, relatives, etc., of current
customers who may be experiencing hearing difficulties. While the BCP
staff appears to find such practices remarkably unseemly (p. 142 ff),

they would appear to be necessary in order that the rather dispersed
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id sometimes isolated potential clientele of hearing aid dealers can be
iached. 1In addition, to the extent that dealers must rely on their
ffsting customers for referrals, those dealers must pay Eonsiderable
itention to post-sale services designed to promcte satisfied customers;
iough the BCP staff has demonstrated numerous inadequacies on the part

" dealers, these pale beside those which could be anticipated if referrals
're unimportant.

| Beyond business generated from the dealer’'s existing clientele, new
1siness is generated through local advertisements from promising every-
ying from free hearing tests to free bibies to free chickens (!), to B
iose who agree to consult with a dealer. The techniques are remarkably
Haginative and are often suggested and occasionally supported by manu-

|
1tturers.]3

Free “clinics" and door-to-door "free hearing tests" are
parently favorite inducements. The companies accused of promoting such
ictics are predominantly those listed as respondents in the FTC complaint
Ith the addition of Audiovox.

| Perhaps the most remarkable aspect of the B8CP staff discussion of

;ad gerterating téchniques is the absence of references to significant
nnufacturer efforts to generate leads. With the very significant exception
f Beltone, lead generation in the post-consent-order-era appeafs to be
Ea]er based. This situation can be contrasted to that prevailing prior.

) the consent orders when the leading domestic manufacturers each engaged

1 substantial lead generation activities. The FTC orders removed the

3Some of -the techniques are as appropriate to selling aluminum siding

5 to marketing hearing aids: "... a number of ads [indicate] that one
~ another hearing aid is being "field tested" and that "volunteers" are
seded to participate in these tests." BCP staff report, p. 151.
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property rights to such leads that the manufacturers possessed contractually
in consequence of their elaborate pattern of vertical restraints. As will -
be seen below, there is clear evidence that the FTC‘acti;n resulted in
lower prices charged by manufacturers to dealers, but that those lower
prices were accompanied by a decline in the "services" provided by the
manufactufers, principally leads. But before turning to a direct economic
ana]&sis of the vertical restraints, it is necessary to complete the dis-
cussion of the environment within which the hearing instrument industry
operates, first through consideration of the technical aspects of hearing

loss in the next section, and followed by a discussion of the technology

of hearing instruments.
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Economic Consequences of the Medical Aspects of Hearing Impairment
The analysis of vertical restraints to be presented below is developed

'Ebrding to the objectives expressed by the BC staff in aeveloping the com-
éint against the pattern of restraints typifying the industry. These
jectives dealt with the competitive advantages possessed by manufacturers
vo]veﬁ in leadlgeneration. Our analysis predicts that the consent orders
ould haVe acted to impair substantially the ability of these manufacturers

compete, benefiting their competitors (principally importers) and the com-
;itors of hearing aid dealers (principally audiologists) and reducing the
ility of hearing aid dealers to reach the hearing-impaired public. From“ﬂ
e perspective of the BC's objectives, its actions may well have been
unterproductive. This conclusion will be based on welfare judgments

rived from demand curve for aids. If a consumer receives information

om a manufacturer which induces him or her to purchase an aid, it will

assumed that the pfice the consumer pays is less than or equal to the
lue of the aid to the consuméf. The adoption of this viewpoint is almost
requirement if progress is to be made in an evaluation of the industry's
stribution arr-angement:s.14 It nonetheless ignores a range of problems
:sed by the special characteristics of the hearing impaired population

fd the sources and consequences of hearing loss. This section considers

i

‘jefly the medical aspects of hearing impairment in order to chart the

'mensions of the problems to be ignored below.

This assumption does not mean improvements in the system are unimaginable.
r example the FDA's new requirement of a mandatory physician screening

‘jor to the fitting of an aid could lead to a time-of-sale demand curve

1ich more closely approximated the hearing aid consumer's willingness-to-pay
iasured after some amount of experience as a user. Presumably that ex-post
smand curve is what BCP and FDA implicitly have in mind for use in welfare
idgments.
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The point of this section is to indicate that the system attacked
by BC for competitive reasons was exactly that which was concurrently
and continues to be the focus of a BCP effort to obtain a TRR to control
deceptive sales practices. That is, BC's action may have had the
consequence of furthering BCP's objective of altering service delivery in
the hearing health care market. 'It is therefore of some importance that
the BCP's goals be evaluated in order to assess fully the impact of the
consent orders. In order to do so it is necessary to consider the nature
of hearing loss and the benefits potentially available from hearing instru-
ments. The discussion of technical points which follows is derived from
the technical appendix to the BCP staff report, to which the interested
reader is referred for a fuller discussion. Our purpose here is simply
to note the points at which the medical environment of the hearing aids

industry conditions its economic performance.

Technical Aspects of Hearing Loss

The BCP report indicates that hearing impairments can be classified
as falling into one of five basic categories. Virtually all of the im-
pairments which can be mitigated through the use of a hearing aid fall
into.one of two of these categories, conductive loss and sensorineural
loss. Conductive loss results when some portion of the ear structure .
devoted to gathering and transmitting sound vibrations fails to perform
in an adequate fashion. Conductive losses can result from blockages of
the outer ear due to, for example, impacted cerumen (ear wax) or swelling

due to infection, or from an impairment of the tissue transmitters of

vibrations, the tympanic membrane (ear drum) and the ossicular chain
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ynes of the middle ear). While the nature of conductive loss is one
mechanical failure at some point in this chain, sensorineural loss

; as the name indicates, a nervous system, or electrical, disorder.

2 vibrations reaching the inner ear must be converted to nerve impulses
- transmi#sion to the brain. Should the nerve fibers in the inner ear
il to accomplish this conversion satisfactorily, the resulting loss
ftenned sensorineural. Under this heading is included presbycusis,
;eneric term used to describe the.1bss of hearing due to nervous tissue
terioration accompanying the natural aging process. Not surprisingly,.
1sorineural hearing loss is often found in conjunction with conductive
s, especially among the elderly clients typically identified by the
;ring aid dealers.

| The two medical aspects of hearing loss bearing most directly on the
sice of an appropriate treatment are first, that hearing instruments

4 medical-surgical treatments are substitutes in the treatment of con-
stive losses and second, that both conductive and sensorineural losses,
jwe]] as central loss (brain or eighth-nerve impairment) may be symptomic
.otherwise hidden but serious and potentially treatable disease conditions.
e availability of the substitute treatments is sometimes suggested to
se a conflict of interest dilemma for sellers of aids, for while in-
viduals with conductive losses can generally adjust to a hearing aid
th minimal difficulty and can expect the aid's performance to be quite
tisfactory, the surgical 6ption often does away with the need for any
plification whatsoever, and falling short of that, reduces the power

nd cost) of the requisite aid. In view of this possibility, it would

Héed be surprising if hearing aid dealers referred all potential customers
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to physicians for screening prior to fitting hearing aids in the absence
of some legal requirement to do so. The conflicting interests of hearing
aid dealers and physicians could thereby lead to some, perhaps many casés
of hearing-impaired persons féi]ing to receive treatment for the disease
conditions underlying their hearing difficulties.

Some indication of the magnitude of the failure to refer problems
is provided by a study conducted by an audiologist of case histories of
2369 individuals who has otosclerosis, a conductive loss correctable
through surgery. Of the 1500 individuals who had seen a hearing aid dealer
before consu]ting an otologist, 98.86% had been sold a hearing aid without
being told to seek medical attention. Of course, these daéa need to be
interpreted carefully. In the case of individuals with conductive 1oss.-
hearing aids often provide satisfactory per‘l"or-mance’..|5 The BCP staff
cqnclusion based on tﬁis sort of evidence is particularly forceful: ."The
hearing impaired must be seen by a physician before purchasing a hearing
aid to méke sure that the hearing loss is not treatable by medical and/or -
surgical means and that it is not a sign of a serious underlying diSeaSe“
(emphasis added).16 Is this a correct argument from an economic standpoint?
The answer is that is is at a minimum incomplete, for jt does -not consider
the costs involved in such a policy prescription, costs which are 1ikely

to be simultaneously subtle and substantial in magnitude.

VSpcp staff Report, p. 202.

16BCP Staff Report, technical appendix, F-12. Of course, given the FDA's
rulemaking, the point is moot insofar as FTC policy actions are concerned.
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. The principal cost of mandated referrals arises from their impact

i the profitability of the lead generation system. Leads will be sought
: long as the expected net revenue from hearing aid sales generated by
:lead exceeds the cost of obtaining a lead. Mandatory referrals reduce
e expected profitability of lead first by increasing the probability
at the potential hearing aid user will opt for a medical alternative

" a hearing instrument and secondly by inserting the physician as a
tential source of information about the availability of hearing aids

om audiologists or dealers other than the one generating the lead.

t surprisingly, then, the quantity of lead generating expenditures

n be expected to fall as a result of the referrals. The problem is
mply that the property rights of the lead's developer are significantly
Tuted as a result of the policy. Evidence in the Beltone record indi-
tes that combanies that continue to emphasize lead generation have‘be-
me increasingly unsuccessful, losing sales to professional-referred-
pendent marketers (principally importers) and companies such as Maico
at have altered their focus away from lead generation and toward pro-
ﬁsiona] referra]s.17

 The BCP staff report clearly finds the increasing reliance on
diologist and physician referrals to be desirable, but the question
ich must first be answered is: how many potential beneficiaries of
aring instruments (and/or medical attention) will fail to receive
} assistance because of the decline in lead generating effort. It

jmplausible to assume that hearing aid dealers manage to sell instru-.

nts to individuals who otherwise would have consulted a physician.

See Beltone's “"Proposed Findings of Fact of Respondents ...", April 25,
80, p. 75 ff.
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The BCP report properly alludes to the lack of market penetration as a
_major failing of the 'indusf.ry..l8 Moreover, the very magnitude of the
dealers' selling efforts and the difficulties they encounter in inducing
persons experiencing hearing difficulties to sample the benefits of an
instrument bear witness of the difficulties associated with reaching the
impaired population. The choice facing policymakers appears therefore
not to be one between comparatively low quality care provided by dealers
and the higher quality services of audiologists and physicians, but rather
one between low quality care and no care at all. Viewed in this light _the
case for requiring physician referrals seems hardly so clear cut.]9
The costs imposed by the operation of the lead generation marketing
system are smaller than the apparently illusory foregone opportunity of
the hearing impaireq to contact high-quality hearing specialists. That
is, while physician referrals may be desirable, the choice available to
policymakers may instead be between hearing aid dealers and no mitigation
at all. They are instead limited to costs of two sorts. First, the BCP
report suggests that clear-cut consumer fraud is not uncommon in the hearing
aid market. Given the nature o0f lead generation and the attendant high

pressure tactics it would indeed be surprising if some fraud did not exist,

18Admitted1y, BCP regards such allegations of low penetration with con-
siderable, and to some extent warranted skepticism. There appears to

be a tendency on the part of dealer and manufacturer spokesmen to regard
every hearing-impaired individual as a candidate for a hearing instrument,
a gross overstatement. Nevertheless, BCP reports that at least 50-60%

of those gith hearing impairments can benefit from instruments. (BCP,

pp. 96 ff _

19BCP Staff's argument is analogous to the arguments in support of licensure..
Indeed, BCP's justification for action appears to be that existing state
licensure regulations are insufficiently rigorous (BCP Staff Report, pp. 221 ff).
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20 and customer-supplied-lead motives for main-

ﬁqugh the repeat-purchase
pining 2 satisfied.clientele will tend to limit such fraud.

| A second cost results from the possibility that a hearing instrument
ay give performance so satisfactory that it obviates the need of the
ustomer to contact a physician by masking hearing-impairment as a symptom
f a more serious ailment. But once again, the issue is not whether a
bysician examination would be preferable to dealer examination, but

ather the number of persons who would have consulted physicians had thefr“
earing problems not been'ﬁitigated. Moreover this cost must be balanced
gainst any referrals which do occur as a result of the hearing aid dealer

ncountering ear problems of a serious nature.

)The evidence on repeat purchases is discussed below.
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"4, Pre- and Post-Sale Services Provided by Hearing Aid Dealers

As noted in the introduction, one of the principal arguments for

allowing manufacturers to impose vertical restraints is that such restraints

may encourage dealers to provide a more desirable bundle of ancillary
services than that which would be made available in the absence of the
restraints. This section considers the nature of the special services
provided by dealers in order to assess whether those services require the
property rights protection of vertical restraints. The services at issue
are complex and are inherently difficult to perform to the customer'S full
satisfaction, thus accounting for the large number of complaints lodged
against sellers of aids. They do not, however, pose substantial property
rights or "free rider" problems, as evidenced by the fact that at least
the pre-sale services involving testing for hearing loss are available

separately from audio]ogists,ZI

while the presale service of fitting an
aid is essentially indivisible from the purchase of the aid itself. This
section is designed to show that quality-of-service monitoring is quite
difficult and that mény disgruntled consumers are to be expected even if
a dealer is both competent and reputable. |

The éentral characteristic of hearing aid fitting for our purposes
is its imprecision. The BCP Staff Report asserts that "no hearing and

evaluation procedure even remotely approaches the efficiency or accuracy

of analogous procedures for correcting visual defects." The testing:

_procedure must identify the range of signal strength that the hearing-

impaired person can hear without discomfort (often a narrow range owing

2ype provision of these services by audiologists is prima facie evidence
that property rights are enforceable, and that dealers could, at least in
principle, unbundle hearing testing and instruments.
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» the nature of sensorineural loss) and must determine the customer's
Jeech discrimination ability. The evaluation is typicaliy carried out

¢t the hearing aid seller through thé use of an audiometer (essentially
.signal generator) and a master hearing aid.22 Once the preliminary
»sting is accomplished, several sample aids are tried. Though it might
iem that through thfs sampling an appropriate decision as to the model
-escribed could be reached, the task is not so simple. Heari&g aids are
; practice experience goods that cannot be evaluated fully until the user
1s become accustomed to their performance and has encountered difficult
!aring situations (restaurants, classrooms, churches). In addition,

e performance of the aid as finally fitted will often differ from the
Lia] aid as a result of adjustments made by the dealer (principally
}enting" - drilling holes in the earmold).

| The net effect of all these variables in the fitting procedure is

) render the whole process highly inexact. As a result, there is no
jreement as to the appropriate procedure to be employed, nor on whether
%aring aid sellers or audio]ogists provide superior service. Whdt is
iear is that the procedure adopted by a particular seller is highly
iiosyncratic. Dealers can be expected to differ markedly in their
;ility to provide satisfactory performance. Moreover, given that hearing
;struments are inherently incapable of restoring hearing to "normal"

svels, some consumer dissatisfaction is to be expected even by the most

2Testing practices vary widely within and especially between the various
lasses of hearing specialists. Dealers tend to use master aids while
idiologists and otologists do not. Otologists, on the other hand, often
nploy tuning forks, devices which appear to be inferior to audiometers.
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ethical and capable of sellers. Accordingly, dealer and brand reputation
can be expected to provide important signals to hearing aid customers.
Manufacturers can be expected to take elaborate érecautions to protect
their brands' reputations, but can expect to experience difficulty in
monitoring dealer performance owing to the difficulty of separating cus-
tomer complaints due to dealer malfeasance from those due to failure of
a properly fitted instrument to meet unrealistic performance expeﬁtations.
There can be little doubt that the characteristics of the»hearing
impaired popu]ation; the difficu1ty of assessing aid performance in thé
dealer environment, and the imprecise nature of the fitting process have
combined to produce a market susceptible to “sharp practices” by dealers.
Dealers attempt to represent themselves as hearing professionals and cus-
tomarily refrain from identifying themselves as sellers. Indeed, many
dealers represent themselves as "certified hearing aid audiologists" a
practice which the BCP staff report finds questionable at best: "It is
important to point out that the amount and quality of the education and
training that is required for certification by NHAS (the dealer trade
association) does not even begin to approach that required for a graduate
degree in audiology from an accredited university or college." Staff's
concern with the integrity of the term "audiologist" is no doubt commendable
when viewed from the perspective of graduates of audiology programs.
Beyond these attempts to attach real or imagined credentials to
themselves, sellers (and manufacturers) tend systematically to promise
performance beyond that feasible with any instrument. Such representations
inc]ude.c1aims that "normal® or "natural" hearing is possible, that usage

will retard progressive hearing deterioration, and that "new" aids are
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ailable with markedly improved performance. The BCP report documents

kh care the inflated claims typifying the industry's advertising.
markab]y. the patently false claims made by manufacturerslinclude not
ly “experience" characteristics, but also "search" characteristics.
ny manufacturers promote their products as “invisible" or "concealed." . &2
js difficult to regard these claims as harmful since they are:easi1y
écked by tﬁe customer prior to purchase. They do, however, contribute
lthe low repute of the industry generally and suggest that market or
vernmental regulations can be expected to arise to attempt to cope with - 7
me aspects of the problem.
Beyond these direct consumer services -- testing and fitting-- and
é possibility that local dealers need ﬁrotection of their dealer-generated
t brand-specific reputations, there is one other type of "service" or e
set which dealers could wish to have protection. Dealer's local pro-
tional expenses -- advertising, clinics, and the T1ike -~ could lead
'brand identification by consumers (as opposed to dealer identification)
h could therefore motivate manufacturers to establish exclusive territories,
Lh as Sylvania did for its televisions. This possibility capnot be entirely

scounted, but should not be given excessive weight for two reasons.

rst, the fear of rival dealer free-riding could explain exclusive terri-

%

ries, but it does not lead readily to an explanation for the remaining ©
nd varied) restraints imposed in this market. Second, a large portion
dealer sales effort is, in fact, dealer specific. “Free clinics,"

ree demonstrations," in-home sales and "prospecting" all lead to private

0

formation. Only local advertising expenditures present a problem, and

én then the chances of free riding can be reduced at little cost either
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by featuring the dealer, not the brand, or by incorporating a self-addressed
mailer in the ad. Some manufacturers have attempted to maintain Sylvania-
style exclusive territories in the wake of the consent orders, indicating
that free riding may be something of a problem in the hearing aid market.

It simply seems not to have been the principal determinant of the pattern
of restraints observ?d.

In summary, this section shows that while manufacturers maijish to
monitor dealer quality, the task posed by that desire is difficult indeed.
Horeover, though substantial "special services® are required in the pro-
vision of hearing Aids, in most instances there do not exist free-rider
effects. Because hearing aid fitting is an idiosyncratic process not
currently amenable to stricf formalization, it is unlikely that a hearing
aid customer could obtain a fitting from one seller and then purchase an
aid separately from another. The explanation of vertical restraint thus.

does not derive from the special services provided by dealers.
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5. Technological Progréss in the Hearing Aid Industry [
Most hearing aids are air conduction, as opposed to bone conduction,

devices designed to collect, amplify, and transmit to tﬁe tympanic membrane
é]l or part of the sound spectrum. Aids must be designed in such a way
to avoid amplification to painful levels, either through peak-clipping
or through automatic gain controls. For appearance reasons, small; in-
the-ear or easily concealed devices are preferab]e,.but the size of the
device is Timited by difficulties in controlling feedback in small devices
?nd power source limitations.

.The nature of technical progress in the industry has been a pattern
f eVqutionany, rather than revolutionary development. But while the
basic désign has not changed markedly over the period under study, advances
}n miniatur?zation and feedback control have changed markedly the types of
;ids sold as well as the attractiveness of aids to the consuming public.
fable 1 reports trends in the sale of various types of aids. It appears
:hat the rapid growth of in tﬁe ear aids observed to 1977 has stabilized,
iuggesting that while considerable chaﬁges o&curred between 1973”and 1977,
;he technological improvements which presumab]y.lead to those ch#nges have
}een e&hausted. -
| The shift 1n.technolo§y which occurred subsequent to the negoti;tion-

if the consent orders may tend to confuse inferences concerning thé effect

f the orders on market'shares, particularly if the lead generating companies

23

;ended to be slow to adopt new technology, This factor should serve as a

-aution, but is 1ikely to be impossible to correct for. One might speculate

hat it is most important as an issue leading to differential experience

3The FTC “Complaint Counsel's Post Trial Brief" in the Beltone case makes
his allegation in regard to Beltone (p. 40).
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TABLE 1

Trends in Hearing Aid Sales

Type of Fitting Year

1963 1973 1975' 19762 1977%°3 1979
Body Aids 20.0 8.6 5.6 4.3 3.0 3.3
Eyeglass Aids 34.5 23.5 16.5 15.3 10.0 7.5
Behind-The-
Ear Aids 43.4 65.6 65.9 59.4 56.2 58.4
In-The-Ear-Aids 2.1 2.2 15.3 21.0 30.8 30.8
CROS-Type Aids - 5.6 3.096 3196 365 NA

Source: BCP Staff Report, p. F28, except 1979 from Hearing Aid Journal

at 6 (November 1979), HIA sales and nonmembers reporting.

1. From Hearing Aid Journal at 6 (November, 1976) HAIC sales only.
2. Froﬁ:Heéring Aid Journal at 6 (ﬁovember. 1977) HAIC sa1é§ only.
3. Refers to first 6 months only.

4. Includes both ear-level and eyeglass versions.
5. Includes CROS and BICROS aids only.

6. Figures extrapolated from ear-level aid data.
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of import and new entrants (Starkey, etc.) in comparison to lead generating

manufacturers but may have had a smaller impact within the set of lead

generating companies.

FA
k)
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~ THE ECONOMICS OF VERTICAL RESTRAINTS
IN THE HEARING AIDS INDUSTRY
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1. Vertical Restraints and Property Rights to “Leads"

53
i)

£
N

The economic explanation for the vertical restraints imposed by
the hearing aid manufacturers is siraightforward. though it does not seem
to have appeared in the literature. Because of the difficulty of targeting
local advertising to the hearing impaired, advertising designed to identify e
potential hearing aid wearers is, at least in part, most efficienf]y
carried out on a national basis. Accordingly, national manufécturers
provided local hearing aid dealers with two products, the hearing aid
instrument itself and a package of "leads,"” potential customers obtained =
as a result of national advertising. The difficulty facing a manufacturing
firm was one of determining how to protect its property rights to those
potential customers. If a manufacturer does not receive compensation
for services provided, it is obvious that the manufacturer will not long &
continue to provide such services. The purpose of the control exerted
by manufacturers over their dealers was simply to ensure that the dealers
could not avoid paying manufacturers for customer leads.

Given that the firm is providing these services (leads) to its dealers, =
the question faﬁing it is how best to charge for them. The moSf.straight-
forward option is simply to include the cost of the services in the cost

to the dealer of the hearing instrument. The logic of this approach is .

obvious: instruments and the leads facilitating the sales of those in-
struments are close complements, similar to or perhaps closer than shoes
and shoelaces. Selling them in a bundle comes quite naturally, just

as shoes and shoelaces are marketed together. The difficulty of

%)

charging one price arises when dealers have the option of purchasing
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alternative instruments from other manufacturers, instruments whose price
reflects the marginal cost of production but not the cost of leads. If

the dealer receives lead information irrespective of his/her sales of

aids, he/she will have a powerful incentive to substitute alternate (cheaper
to the dealer) instruments for those of the manufacturer proQiding (and
charging for) the lead. Accordingly, the manufacturer must contract to
prevent such substitution, necessitating the vertical restraints.

Several characteristics of the hearing aids industry are particularly
relevant in assessing the maﬁufacturing firm's ability to generate and
protect its leads. In order to make it worthwhile to generate the leads
at the manufacturer level, as opposed to relying bn dealers tb develop
their own clientele through exclusively local promotions, there must be
significant advantages associated with national advertising media. Lead
generating advertising ig primarily magazine advertising. The advantages
of magazines are two. They can be targeted fairly directly at the elderly,
with less waste than, say, local newspapers or, to a lesser extent, the
electronic media. The second advantage of magazine advertising -- an
advantage vis a vis the electronic media, is that a pre-addressed reply
card can be included in the ad, to be mailed back directly to the manu-
facturer, These cards obviate the need for brand recognition by consumers,
apparently an unlikely prospect. Evidence of national advertising's im-
portance to Beltone is provided by its advertising budget. Approximately
90 percent of Beltone's advertising budget is devoted to lead advertising.
National lead advertising primarily magazines, accounted for 60 percent

of this budget, 30 percent was devoted to direct mail, and the remaining
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10 percent went to cover local newspaper advertising. Accordingly, by
far the largest portion of the advertising budget went to advertising
‘options not available to local dea]grs.] ‘
Once leads were generated, the manufacturers were faced by the problem
of protecting their stake to the sales produced by dealers “prospecting"
those leads. At this point, a second important characteristic of the
hearing instrument industry came into play, namely, the existence of a
set of hearing aid manufacturers to whom dealers could turn for “"bargain®
instruments, i.e., instruments sold without manufacturer services such
as leads and priced accordingly. The consent order record indicates that
Electone, later, Nu Ear, and a number of bargain imports were available
to dealers at prices substantially below those charged by the leading
hearing aid manufacturers. These instruments, known in the'industry as
“Squeal-Tones" were apparently widely available to hearing aid dea'lers.2
Two caveats need to be entered at this point. The first is that
while bargain imports were aQailable, such aids should not be confused
with imported instruments generally. Leading impofters operate through
the audio]ogist/oto]aryngb]ogi;t referral market. These iﬁporters_“detail"

professionals, employing séIespersons in a fashion analogous to‘pharmaceutical

detail men. The prices of imported instruments marketed through professional

]Representative magazines in which Beltone's advertisements appeared included
National Enquirer, TV Guide, Reader's Digest, Family Weekly, Catholic
Reqister, Uld Farmer's Almanac, o0-Plus, V.F.W. Magazine, National Observer, .
Baptist Standard, and Saturday Evening Post. See Beltone PTB, p. 44 ff.

ZDahlberg testimony, at 18702. Dahlberg characterized these instruments
as being "loft product(s) of lesser quality" though his comments did not
refer to the above-mentioned manufacturers directly. Neither is it necessary
to the argument that they be lower quality than the products of Dahlberg,

et al. The BCP staff report does not single out secondary brands such

"as Electone for criticism.
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referrals thereby must reflect such selling expenses that detailing induces
' éudiologists and physicians to prescribe by brand or model, the property
rights problems of lead generating producers are avoided and the need for
vertical resgraints by importers on dealers is removed. The importers
choosing to detail physicians and audiologists should be expected to prefer
multiline, directly competitive dealers over any sort of restricted distri-
bution network.

The second caveat concerns the success of Electone and similar firms
in the post-order environment. Though Electone assisted the Commissﬁon”"
staff by providing testimony and price data, the company would not necessarily
benefit in the wake of orders. Prior to the orders, Electone was in the
positon of benefiting from marketing efforts that it had not paid for.

Had that marketing effort continued unabated, the increased access of
Electone would clearly have‘led to an increase in its sales. In fact,

the prospect of that very sales growth should have led to reducéd mar-
keting efforts and concomitant price reductions by consent order firms.

The Beltone record suggests that this is precisely what did happen in

the case of Dahlberg. Accordingly, one would expect any benefits accruing
to Electone as a result of the consent orders to have been of short duration.

Other evidence from the records of the consent orders and of the
Beltone case supports the view that manufacturers faced a difficult task
in safeguarding their property rights to the leads generated by thei}
advertising. The consent order includes a number of instances of déa]ers

ternminated for carrying a bargain line of aids -- principal1y Electone,
i and later, Nu Ear. Given that a single-line dealership was a valuable

economic asset, dealers had a substantial incentive to conceal from
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manufacturers their dealings with bargain instrument suppliers. Moreover,
since the sales of hearing aids by dealers were primarily in-home, there

is reason to expect that such concealment would not be particularly dif-

ficult. Corroborating evidence is provided by Beltone's post-trial brief,
"wherein Beltone argues that it did not and could not require Beltone
dealers to handle Beltone products exc]usive]y.3 Beltone's complaints

are no doubt overstated on this point.4

The evidence suggests that chiseling
on the properfy rights to leads was a serious problem, requiring Bther
measuré; -- additional restraints -- to allow those rights to be enforced.
One final characteristic of the hea;ing aid industry is relevant
to this assessment of the difficulty of enforcing property rights to B
leads. Both BC and the BCP staff reports emphasize that there is little
possibility of comparison shopping by the e]def1y hearing-impaired pérsons
typical of the clientele of hearing aid dealers. For their initial pur-
chase, branding is probabiy not nearly so iﬁportant as the recommendation o
of the hearing aid dealer. There is little in the record to suggest that |
hearing aid dealers would be compelled by customer preﬁsure to provide

the brand of instrument named in the advertisement generating the initial

“lead. =

3See Beltone PTB at 6 ff. Beltone's evidence consists of information
concerning significant sales by rival firms to Beltone dealers. - In

several cases, the sales were probably generated by referrals, and so

are not directly relevant to the lead argument. Starkey, Oticon, Siemans,
and others sold aids to Beltone dealers, but as the prices charged by

these companies should have reflected the value of the detailing-generated
referrals, theirs were hardly the sort of instruments that a Beltone dealer -
would want to substitute, were he free to do so. Only the Nu Ear sales

are directly relevant. -

@

4Comp’laint counsel's response to Beltone is compelling on this point (BIA,

" p. 16 ff). Beltone should have (by our argument) and did (according to =
complaint counsel) seek to enforce its exclusive dealing arrangements.
They were perhaps not fully successful in doing so, but certainly Beltone
overstated its case. Electone would not have cooperated so vigorously in
the development of FTC cases had not exclusive dealing been reasonably
effective. !
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In summary, the evidence from both the pre- and post-consent order'
experience suggests that dealers of lead generating hearing aid manufac-
turers had both the incentive and the opportunity to avoid compensating
the manufacturers for leads by substituting bargain brands fdr those
priced to reflect the lead value. By preventing manufacturers from en-
forcing vertical restraints designed to minimize this substitution, the
FTC'sbconsent orders impaired the ability of lead generating firms to
compete in the marketplace. This analysis predicts that in the wake of
those orders,

a) Market penetration of hearing instruments generally should have

fallen as lead generating activity declined,

b) Even allowing for the smaller overall sales of hearing aids,

the share of lead generating companies should have fallen.

¢) The wholesale prices of lead generating companies should have

fallen relative to those of other companies, reflecting the
reduced services. The effect on retail prices is ambiguous.

d) Advertising expenditures by such companies should have dec]ineq,_

especially elderly-targeted national media advertising.

These predictions follow from the assertion that the FTC challenged
~ vertical restraints were essential to the enforcement of manufacturer
property rights to leads, and that those leads were significant enough
for tﬁeir absence to have affected sales appreciably. The next section
considers the property rights protection provided by the restraints.
Whether the leads themselves were an important contributor to sales is
fundamentally an empirical question turning directly on the sales figures,

though some indirect evidence in the record suggests that leads were not
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of central importance. This evidence is discussed in the accompanying
task four report in conjunction with a discussion of direct tests of the

'argument presented above using sales figures.

2. The Pattern of Vertical Restraints
The argument presented above begs at least two questions. -The first
question is why lead-generating manufacturers did not simply opt for an

alternative system of charging for leads. The most obvious system would

involve simply billing dealers for each lead provided, negating the property

rights prob]em‘inherent in the tie-in sales. The second question is why
the pattern of vertical restraints chosen was as complex as the one ob-
served. The argdment above suggests exclusive dealing restrictions but
does not seem to imply either the exclusive territories or the warranty
restriction employed by the manufacturers. Though these twd queétions
are seemingly unrelated, the. answer to each stems from a common source,
énd they accordingly are both considered in this section.

Both the BCP report and the Beltone case brief suggest that leads
provided to dealers often do not result directly in sales, but instead
place the dealer in a position to identify an expanded set of potential
hearing aid users. The BCP discussion of industry sales practices is
particularly graphic in its depiction of how this "prospecting" occurs -
(BCP report at 142 ff).- Moreover, the return to a successful hearing aid
lead, one resulting in a sale, accrues not only at the time of that sale,

but also when repeat sales are made to the same customer or referrals to

hearing aid friends and relatives are productive. Repeat sales are indeed
.an important consideration: though the working 1life of an aid may approach

10 years, its effective life, according to the Hearing Aid Journal (November.

~31A-

Py

3.
¥

6\ ;
i




43

1979 at 6) is closer to 3.5 years.5 By charging a fixed price for each
aid and by providing leads free of charge, i.e., charging for the lead
as a part of the instrument price, the manufacturer assumes the risk
associatgd with the leads provided.

The problem with supplying leads to dealers not under strict control
is one of monitoring the actions of those dealers to ensure that they do
not misapbropriate the leads for their own use. Were the leads to be
sold directly, the monitoring problem would still exist, but in reverse,
for then the dealers would be required to monitor the manufacturers with
whom they dealt. Moreover, the risk of a series of leads not resulting
in sales would be transferred by means of a fixed price lead contract
from maﬁufacturers to dealers, almost certainly a suboptimal move.
Manufacturers are in a position to diversify the risk of unproductive

leads across dealers. Therefore even were the attitudes toward risk of

| dealers and manufacturer identical, the risks.of failed leads would best
be borne by the manufacturer. It is important to note that the risk
associated with the purchase of a particular lead would be substantial.
The lead price would need to reflect the expected'present value of not
only current sales generated by the léad. but also of the replacement
sales occurring in future years. Clearly, the variance of the outcome
associated with a Tead would be substantial. In addition to the need to

assume this risk, dealers would need to monitor lead quality to ensure

SEff::tive 1ife is shorter than mechanical durability particularly among
users suffering from presbycuses, a progressive hearing loss suffered by
large numbers of the elderly customers so favored by hearing aid dealers.
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ﬁhat the leads were generated in ways Tikely to yield the intended benefits,
A taek of considerably less importance if leads were charged fof as part of
the.‘lnstrumenf-price.6 | o &
ot appears, therefore, that the long payout period and uncertainty
%ttached to leads wi11 make it considerably more efficient for Fanufacturers
to bear the risks associated with leads than for dealers to acqgire that
risk through a fixed-price lead contract. This same argument explains

why manufacturers entered into e]aborete warranty restrictions in an effort
to acquire names of the customers of their hearing instruments. The manu-
facturer's investment in leads yielded dividends not oely on the initial -
sale but also on each repeat sale. If the manufacturer did not:obtain

access to the names of customers, there would be a substantia]_dea]er

temptation to appropriate those returns by first establishing a clientele

through use of a manufacturer's leads, and then either switching to a
competing manufacturer's products (e.g., Electone) or selling the customer
1ist to a competing dea]er; The manufacturer’'s retention of a client list
reduces the value of such an action and thereby reduces both the charge
for an initial lead and the incentive to price discriminate on initial

versus replacement sales.

6Consider two magazines, one reaching moderately well-informed, well= 5
educated persons curious about the source of hearing loss but informed

-enough to comparison shop before purchasing an instrument. Let the second -
reach customers who though generally unlikely to acquire information in

any fashion -- including majling for booklets -- are amenable to hearing .- |
and sale when identified. Advertisements in the first magazine will generate
numbers of generally unproductive leads while ads in the second will yield

fewer but more promising leads. To monitor a manufacturer's leads, a e
‘dealer therefore needs to monitor that manufacturer's advertising. This k=
‘point should not be overemphasized since any manufacturer who attempts to
charge a premium lead price for low yield leads will soon find his dealer
organization deteriorating. Nevertheless, dealers would 1ikely find it
necessary to do some monitoring, a task they can avoid if charges for

leads are tied to sales. , .
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The explanation of the manufacturers' willingness to provide dealers
" with exclusive territorial rights is somewhat more complex. The reason
for this practice does not lie in some perceived necessity on the part of
manufacturers to offer their dealers a quid pro quo for the dealer'’s
wi]lingness.to handle only a single 1ine.7 Dealers receive valuable
services (leads) in return for their exclusive dealing. Any compensation
to a dealer for agreeing to deal exclusively can therefore be provided
directly through a downward adjustment of the wholesale price of fhe
hearing instrument. This direct method of compensation avoids deé]er”
monopoly prob1éms caused by exclusive territories and would therefore
seem clearly to dominate as a means of dealer compensation. Accordingly,
the explanation of exclusive territories must lie elsewhere.

The most 1ikely source of the exclusive territorial restrictions is,
once again, the need to define and protect property rights to customers.
The Telser "special services" argument applies. A considerable portion
of repeat purchases are, as noted above, a substantial incentive to provide
satisfactory initial instrument performance. This incentive will be
stronger for a dealer to the extent that the dealer can be guaranteed
that the repeat purchases will accrue to him/her. The likelihood of
this happening is greatly enhanced if the dealer possesses exclusive
rights to a marketing territory.

~ An even more important reason to maintain a satisfied clientéie is

that those customers are available for "prospecting" for further Teads to

7See-the conflicing view in the FTC Beltone PTB at 33. See also the
discussion of the anticompetitive theory of the leads below.

-319-



46

potential hearing aid customers. Here the free rider problem is particularly
.important for,if an unscrupulous dealer sells unsatisfactory instruments to
lafge numbers of customers in an aféa. the hearing impaired in that area
will become increasingly resistant to hearing aid dealers génerally and in
particular to those selling the brand marketed by the offending dealer. It
is the referral element of the hearing aid dealer's business that sets up
the opportunity for a "free rider" problem and leads therefore to the
adoption of exclusive territories.
Note that the "special services" in this case are "services" only
under a very-broad definition, For the sake of this analysis, let us
adopt the view of a typical hearing aid customer put forth in the BCP
staff report.8 Such customers are characterized by
a) "Reluctance to AckhowTedge Loss and Seek Assistance,: (BCR at 37)
b) "Ignorance About Hearing Loss, Hearing Aids, and Members of the
Hearing Health Delivery System" (BCP at 40),
c¢) "Reliance Upon Seller Expertise" (BCP at 44),
d) 'FThe desire to regain normal hearing" (BCP at 45),
e) "Lack of Sales Resistance" (BCP at 46), and
f) "“Inability to engage in careful comparison shopping in an attempt
to secure the best possible amplification at the lowest available
price." (BCP at 47) |
These characteristics, according to BCP staff, produce "an extremely vul-

nerable consumer." {at 50) Granting this view, it becomes apparent that

-8These characteristics "are typical of hearing-impaired individuals...
[H]earing aid sellers often take advantage of these traits..in generating
and finalizing hearing aid sales. BCP staff report at 37. The list of
traits follows immediately.
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the dealers have an enormous incentive to milk such consumers and therefore
the "special services" in this case are nothing more nor less than the
dealer's forbearance. Dealers who do not choose to sell an aid to cus-
tomers quite willing to pay for the false promise of hearing improvement
must do so not because of ethical standards or common decency, but rather
because it is not in their long run interest to do so. A dealer of a
hearing aid manufacturer possessing exclusive rights to a territory exper-
jences an increase in that long run interest,

This argument is extremely difficult to pose in a testable fashion.
It holds that the sales practices of hearing aid dealers possessing
exclusive territories are more ethical than they would have been in the
absence of the territorial restriction. The counterfactual fs therefore
hard to frame. In the wake of the c.o0.'s, dealers 1osfng exclusive terri-
" torial rights but continuing to sell in the home should have reacted by
engaging in less desiréble selling practices. This development should
have led to a reduction in home sales generally as soon as word spread
that average customer satisfaction was declining. The problem with testing
is that it is impossible to separate the effects of increasingly shady |
sales practicesbfrom reduced leads. One prediction that could possibly
be tested is that rising customer dissatisfaction should have led to an
increased demand for certification of dealer competence and so to a2 growth
{n the professional referrals market, .

Perhaps more important from an empirical standpoint is a catalog of
potential tests that do not bear on the issue:

a) Evidence that hearing aid dealers provide seryice inferior to that -

offered by audiologists does not address the proper issue. This
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sort of argument merely shows that hearing aid dealer performance
could be improved at a cost. It does not mean that hearing aid
dealers provide the worst service imaginable. The BCP staff
characterized the performance of dealers as being duite poor.9

But the issue is one of changes at the margin. That is, one can
employ fhe territorial restraints argument to predict that f&rthgr
deterioration in performance would occur in the absence of those

- restraints.-

b) A failure to identify tangible "special services” offered either )

pre- or post-sale is not evidence that territorial restraints
are induced by considerations other than spillover effects of
poor dealer performance. The "services" here are not directly
observable. They are composed merely of dealer restraint in
selling aids to persons whose likely benefits from those instru-
ments are limited. One prediction of this analysis which could
be tested in principle is that complaints against dealers should
be more common among isolated customers, say those elderly living
with their families, than among retirement community dwellers
where performance information is more readily available.
The exclusive territories argument, unlike that for exclusive dealing,
L familiar from the literature, but one nevertheless suspects that it is
iss centrally related to the operation of the hearing aid market than the

'ad investment argument for exclusive dealing. Had the consent orders

The BCP report provides compelling evidence to this effect. It is clear
rom their findings that the hearing aid dealers include some who choose
0 engage in a wide variety of unscrupulous practices.
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simply ruled out exclusive territories (Areas of Primary Marketing Respon-
sibility, in Beltone's termino1qu), the quality of ﬁearing aid dealer
performance might have declined somewhat from its already low level. Given
the isolated nature of potential customers, this quality decline seems
‘unlikely to have yielded substantial changes in marketing. If quality
deterioration turned out to be a severe problem, other avenues to deal

with service quality could have been explored, including, for example,
various sorts of regulation such as state licensing and FDA rulemaking.

In summary, two separate property rights explanations have been offered
to explain the principal vertical restraints imposed by lead generating
hearing instrument manufacturers or their dealers. Exclusive dealing is
required to protect manufacturer rights to leads, whiTe exclusive territories
are a device to promote improved dealer performance. These restrictions
are separable and the arguments concerning each can be considered indepen-
dently. Each sort of restriction induces a series of ancillary restrictions.
Warranty restrictions flowing from the single 1ine rules have already been
discussed. ' The next section considers sales gquotas and cooperative adver-
tising arrangements, the former necessitated by exclusive territories-and
the latter arising from the tie-in sale of leads and instruments. The
economic analysis concludes with a discussion of an unrelated restriction --

the use of battery sales to facilitate price discrimination.

3. Ancillary Vertical Restraints: Sales Quotzs and Cooperativé Advertising
Once a manufacturing firm agrees to provide its dealers with exclusive-

sales terrftories, it must confront the problem of coping with the perverse

incentives provided to the dealer by his/her newly acquiréd monopoly power.

The problem from the manufacturer's point of view is that dealers will
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‘nderprovide selling effort, attempting to substitute leads (for which

hey are not charged directly) for sales effort in the generation of

etail sales. Dealers will choose to set selling expenses so that the
alue of marginal product of an additional unit of sales affort (the dealer
argin times the additional sales generated) equals the cost of that sales
ffort. So long as sales effort is subject to diminishing returns, the
Iealer will prbvide less sales effort thén the amount consistent with

;ero economic profit, that is, sales effort such that the cost of an
dditional unit of effort equals the value of average product of that
iffort. In order to prevent such monopoly rent extraction by dealers,
ianufacturers will need to }esort to sales quotas.

| The computation of a sales quota for a particular dealer is apt to

e straightforward. Manufacturers know the number of leads they have
irovided to their dealers. There overall sales experience suggests to
hem the proportion of leads which can realistically be expected to result
in sales. Therefore their problem is one of terminating those dealers
hose sales have fallen short of ieve]s predicted by reasonable sales
1ffort combined with leads for a time interval sufficient to convince the
ranufacturer that the source of the shortfall is insufficient effort, not
Eimply chance. Naturally quotas will be lower relative to leads in new
;erritories (those with little opportunity for repeat business) and

righer relative to leads in close-knit retirement communities where each
.ead is apt to generate multiple referrals for the dealer. The conclusion
*rom this discussion is that if dealers are to be granted exclusive terri-
;ories. manufacturer efforts to enforce quotas are efficiency enhancing

since they 1imit dealer monopoly rent extractions. That is, if exclusive
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territories are permitted by law, sales quotas ought also to be al]owed.]o
Cooperative advertising arrangements under which manufacturers agree.

to “subsidize" the local advertising efforts of déalers also appear to

result from manufacturer concerns about dealer underprovision of inputs.

However, the explanation for these subsidies is somewhat different than

lolt is worth noting at this point that our explanation for sales quotas
provides the reconciliation for a seeming paradox in the FTC's Beltone
post trial brief outlined in Beltone's reply memorandum. To quote the
Beltone RM,

"complaint counsel cannot make up their minds whether Beltone "coerces
its dealers, ‘'combines' with them or offers then a ‘quid pro quo.’

For example, complaint counsel argue throughout their PTB that Beltone
'pays' its dealers for product exclusivity by granting them territory
exclusivity, or provides a 'quid pro quo' of exclusive dealing in
exchange for territorial and customer restrictions.... At the same
time complaint counsel argue with as much conviction that 'Beltone

has not let up on its policy of coercion and intimidation of dealers
who do not adhere to company restrictions.’

...Elsewhere, complaint counsel assert that ‘Beltone and its dealers
have long recognized the reciprocal advantages to exclusive dealing
in exchange for territorial exclusivity.' If this is so, why has it
been necessary for Beltone to engage in the 'coercion' repeatedly
alleged by complaint counsel?”

Though this argument may at first appear convincing, on reflection
it is not. Beltone and its dealers may indeed recognize the advantages
to each other of exclusivity and customer restrictions. 1t is clearly in
Beltone's best interest to cultivate a strong dealer network. To do so
it must endow dealerships with rights at least as great as those the pro-
spective dealers could obtain elsewhere. Beltone dealerships were and are
valuable assets. Nevertheless, within this cooperative framework, strains
between Beltone and its dealers are inevitable given the divergence in
incentives between manufacturer and dealers. Beltone dealers will always
attempt to behave in monopolistic fashion while it is clearly in Beltone's
interest that they behave as if faced by competitive pressures. Moreover,
Beltone's dealers will always be prepared to violate Beltone's property
"rights to leads should Beltone relax its vigilance. Hence Beltone dealers
will profess (truthfully) to be pleased with their lot, while continually
conniving to better it. Each dealer's behavior will be exactly analogous
to that of a cartel member who receives monopoly rents while simultaneously
scheming to cheat on the agreement generating such rents.

‘Ironically, the PTB argues that had Beltone not coerced its dealers,
no violation would have been recorded. (See RM quotation-at 2.) Clearly,
given that the exclusive dealerships were granted, Beltone's restraints
are to be judged as clearly beneficial from society's point of view by
the PTB standard since they served to increase dealer efficiency.
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|
iat. applying to sales quotas. Recall that dealers are charged for leads

irgugh the price of the hearing instruments. Note, however, that this

;arge is applied whether the sale of a hearing aid results from a dealer .
yitiated lead or whether the lead was supplied by the manufacturer. Hence
.dealer who undertakes his own advertising campaign will end up incurring

ie expense of the campaign directly while simultaneoys]y paying the manu-
«cturer for a portion of the returns generated by the dealer's own efforts.
;cording1y the dealer incentive to advertise is reduced and both dealer

;d manufacturer suffer. One possible solution would be for the manufacturer

y rebate a portion of the purchase price of an aid when the sale of that aid

; derived from the dealer's own effortS. The drawback to this approach is |
;e obvious monitoring problem of determining the source of the sale. }It is
ﬁereforé considerably more direct for the manufacturing firm to rebate its

;ads fees in advance through the input subsidy. Of course, from this argument,
. is clear that the cobperative advertising arrangements are not, in fact,
ibsidies but rather represent an attempt to avoid overcharges to dealers

Sr their local advertising.]1

| The FTC's complaints against each of the Tead generating manufacturers
|1eged that the purpose of the cooperative advertising programs was to
aforce exclusive dealing arrangements.. Only dealers fq]lowing the required
jngle-1ine policy were allowed to participate in the cooperative schgqes.
he complaints were correct in recognizfng the linkage between exclusive

ealing and cooperative advertising, but they reversed the direction of

ausation. Rather than cooperative advertising inducing dealers to handle

1The cooperative payments for which dealers were eligible were tied to sales.
ne topic that could be investigated is whether the payment scale was sliding.
or example,. could firms which exceeded their quotas, presumably in part
"hrough local, not lead-generated, efforts qualify for larger payments?
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only a siﬁgle line, the exclusive dealing requirements and their accompanying
package price for leads and instruments forced the cooperative schemes on

the manufacturer as a method to allow provision of an appropriate amount

of advertising. Dealers would have been willing to maintain a single 1iﬁe
policy in the absence of cooperative advertising simply because the induce-
ment they receivgd for so doing derived from the leads, not the subsidized

advertising.

4. Suggested List Prices .

Most companies issued elaborate lists of sugéested list prices for
instruments, batteries, dealer services, and so forth, and such lists
are available in the exhibits on file at the FTC. Curiously, Beltone
appears not to have provided its dealers with such a list. The ID at
32 includes the following passage (references deleted):

The retail prices at which new Beltone hearing aids are sold

is set by the authorized dealers. Although Beltone had issued

suggested retail prices sametimes during the 1950s, it hasn't

had such suggested retail prices since then.
Given that Beltone chose not to maintain resale price maintenance (RPM),
it seems likely that the price lists provided by rival manufacturers were
unsuccessful. Moreover, any attempt to impose RPM contrary to dealer
wishes could easily have been evaded by dealers. It would have been ex-
ceedingly difficult for manufacturers to have policed RPM by contacting
all customers, and any customer obtaining an aid from a dealer at a discount
from suggested 1ist would not have had much of an incentive to disclose

that discount to the manufacturer. Accordingly, RPM is not taken to be

an important issue in this analysis.
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Price Discrimination through the Sale of Batteries
f -One minor restraint imposed by manufacturers of aids was the requirement
| .
it dealers purchase replacement batteries directly from the manufa::tur-er'.'l2

wfacturers contracted directly with battery suppliers to provide batteries

'a brand-specific design in order to enforce customer (and dealer dependence).

‘teries appear to have been resold at prices well in excess of cost to the
wfacturer, and well in excess of the prices of batteries of similar perfdr-
ice available for general use. What purpose did this restriction serve?

; The answer is provided by Aaron Director's analysis of IBM's decision E
‘tie purchase of IBM cards to use of IBM card tabulating equ'ipment.13
it as.in the case of hearing aid batteries, the IBM cards were priced

i] in excess of marginal production cost. These tie-ins are adopted to
5ilitate price discrimination. Users of hearing aids who experience
;isfactory performance from those aids are willing to pay higher instrument
ices than those who are dissatisfied. Satisfied customers are also apt
‘use their aids more consistently and as a result will need moré batteries.

» difference between the competitive price of a battery and the price
|

irged by 2 hearing aid dealer becomes a surcharge applied to consistent,

}refore presumably satisfied hearing aid users.

e

fhis "minor" restraint appears to have been a major irritant to many

iring instrument customers. The batteries used by hearing instruments

re designed to prevent substitution by much cheaper but basically identical
ss market calculator or watch batteries. The restraint is here termed

ror because it does not relate directly to the lead generation argument
:ept to the extent that manufacturers could use battery sales to estimate
peat purchases and thereby adjust sales quotas.

See Aaron Director and Edward H. Levi, “Law and the Future: Trade Regula-
on,"” 51, Northwestern University Law Review, 281 (1956). .
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If manufacturers were not allowed to tie-in in this fashion, the
1ikely consequence would be an attempt to increase initial purchase prices,
though it could be argued that the effect would be small. Moreover, the
incentiﬁe to provide continuing satisfactory service would be reduced.
Obviously, fhese negative effects have to be measured against a direct
reduction in battery prices paid by consumers. Economists have cdnciuded
that thiS sort of price discrimination improves resource allocation, though
it may lead to a redistribution of wealth from consumers to producers which
could be viewed as undesifabie. The exceptions to the resource a116catioh
result occur Jhen it is difficult to prevent resales fo certain classes of

customers -- certainly not a problem in this case.]4

1f the hearing aid
manufacturers are competitive, the income distribution consequences are not
a serious problem. The battery charges (the excess over the cost of an
equivalent general-purpose battery) can be regarded as deferﬁéd payments
increasing the price of hearing aid services, but, of course, under compe-
tition, the-higher prices ;imp1y serve to induce additional sales efforts
by dealers and manufacturers, hence more‘potential users of aids reached

by supp'liers.il5

6. Summary of the Economics of Vertical Restraints in the Hearing Aids Industry
As Caves (1979) emphasizes in his protocol for the vertical Eestraint

investigation, such restraints cannot appropriately be consideredjﬁn jsolation,

Yeor a discussion, see B.S. Yamey  "Monopolistic Price Discrimfigiion
and Fennomic Welfare," 17, The Journal of Law and Economics, 377 (1974),
and the references cited there. :

lsAgain, this conclusion can be challenged if one does not accept the
premise that purchasers of aids are better off as a result of their ac-
quisition of the instruments.
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it rather are closely interrelated. The discussion of vertical restraints
i the hearing aids market demonstrates the nature of these relations.
, .

ch of the restraints is at least in some measure an attempt to facilitate

e definition and enforcement of property rights. The most fundamental

astraint is the requirement that dealers handle only the products of a

ingle manufacturer. This restraint stemmed from an attempt by manufac-

)rers fo charge for leads provided to dealers. The tie-in between in<
%ruments and leads accomplished through incorporating the lead charge

1ito the instrument price is possible only if dealers are prohibited from ~
irchasing the instruments separately, és from alternate suppliers. Buf

‘e tie-in also implies that dealers are overcharged for leads generated
}rough their own efforts. As a result, a second "restraint® in the form

% cooperative advertising is required. As pointed out above, these co-‘
)erative programs were really rebates to dealers for sales génerated

ically, that is, without Téads;_ The only restraint involved in the programs
is that théy were available only to single line dealers, that is, only to
La]ers who agreed to pay for sales generated by the manufacturer's promotional
"forts. The tie-in of lead and instrument compensation for the manufacturers
ifers a portion of their return to lead generation to repeat sales, requiring
iat they take steps to protect that compensation. This was accomplished
irough the requirement that warranty cards be filed with the manufacturer,
!restraint enforced through companion restraints on service and parts.

ie presence of repeat sales and-the usefulness of satisfied customers as
course of further leads induced manufacturers to offer exclusive territorial
‘'ghts to dealers to minimize "free rider” problems. But the territorial
éstraints spawned their own offshring, namely, sales quotas to limit the

alers' ability to derive monopoly rents from their territories. Finally,
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the manufacturers sold batteries to dealers and required exclusive dealing

in order to permit price discrimination. Satisfied customers were charged

more than dissatisfied ones by pricing batteries substantially in excess of
marginal cost.

Thg FTC attack on this distribution system challenged all of these
practices, forcing a major restructuring of the industry's distribution
system. The commission could have restricted itself to freeing the
sales of batteries from manufacturer control. The effects of this action
would have been to reduce the price of batteries, to increase the selling
price of an instrument, and to reduce somewhat the incentives tomdealers
and manufacturers to undertake services designed to maintain a pool of
satisfied customers. This step would have been fairly minor, however,
and probably would not have had an appreciable impact on the industry.

The next possible action would have been to attack the territorial re-
striction without challenging the single line requirements. This inter-
mediate course was perhaps legally untenable, and moreover would prove an
administrative nightmare since the commission would need to ensure that
all single line dealers in an area were apportioned a "fair share" of
leads. By challenging the territorial restrictions, the FTC would have
done away with the need for sales quotas.

The 1ine of attack.chosen by FTC was probably the only one available
which was simu1taneous1y feasible and 1ikely to have an appreciable impact.
The challenge to single-line dealérs went to the heart of the restraints,
and accordingly, the impact of the consent orders should haQe been sub-
stantial. Lead generation should no longer have been a profitable option
for manufacturers, since compensation for leads became difficult to ensure

when the restraints were removed. Manufacturers should have stopped
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tempting to obtain leads, evidenced by marked cuts in their national

h%a advertising. Since leads would-no longer be provided to dealers,
Plesale instrument prices would no longer reflect the value of the leads
d would therefore decline. Though manufacturers would dispense with
pperative adveftising programs, local dealer advertising would not be
pected to decline as a result. Finally, the decline in lead generation
?uld have been accompanied by an overall decline in industry sales, one
fne virtually in its entirety by the lead-generating manufacturers.

If this analysis obtains empirical support, the FTC Bureau of Com-
tition actions against the vertical restraints imposed by hearing aid
ﬁufacturers must clearly be regarded as a failure when measured against
» objective of promoting competition.16 The consent orders impaired
stantially the ability of an important segment of the industry to com-
:e. Viewed more broadly, it is not as clear that the cases were harmful
‘their impact, since the distribution system they outlawed was the source
Imost of the consumer abuses cataloged by BCP. But even when viewed
m this latter perspective, the BC cases can be defended only if one adopts
; (1icensure) argument that persons sold hearing aids through lead genera-

in would have been better off had they never been contacted by a hearing

| seller.

ee also the section on welfare effects below. The hearing aid market

' have remained competitive following the orders, but it is impossible
argue that their effect was to enhance competition. The goal of en-
cing competition through removing entry barriers appears to the exclusion
all others in the staff reports preceding the orders. More recently,

the Beltone case, the BC objectives appear to have been broadened. It
clearly beyond the scope of this analysis to argue whether that broadened
pe is appropriate.
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ANTICOMPETITIVE EXPLANATIONS FOR VERTICAL RESTRAINTS
IN THE HEARING AIDS INDUSTRY
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stential Anticompetitive Effects of Vertical Restraints =

The Supreme Court's 1977 ruling in Continental TV, Inc. v. GTE-

ylvania, Inc.1 requiring a rule of reason analysis in vertical restraint
ases implied more than simply an increase in the difficulty of obtain-

1g judgments against firms employing vertical restraints. The per se

i]e against vertical restraints overturned by the Sylvania decfsion

ﬁd implied that sophisticated economic analysis was unnecessary baggage

1 restraint cases. The move to a rule of reason forced the FIC to
sttress its position with much more careful arguments than those of
-e-Sylvania days. Accordingly, the complaint counsels' post-trial brief

1 the Beltone case (on remand in consequence of Sylvania) presents

i

;a1ysis which is markedly superior to that in the BC staff report on

te hearing aids industry which generated the initial series of complaints.
'e arguments presented in the Beltone brief and in related sources2 are
1alyzed in this section since they represent the strongest case for re-
;rding the effect of restraints to be anticompetitive, and therefore
inprise the most cogently stated alternative to the analysis presented
sove. The complaint counsel's arguments include a restatement of the

3

-guments which buttressed Schwinn,” and which retain popularity despite

&

1eir abandonment by the author of the FTC's Schwinn brief, Richard’

V443, v.s. 36 (1977).

2For example, Abbott (1980), Caves (1979), and the closely related =
'C briefing material on vertical restraints.

3388 U.S. 365 (1967).
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Posner.4 and by the Supreme Court in Sylvania. The argument hp]ds that
'ééltone's motive for the intrabrand restraints is to induce its |
dealers to carry only the Beltone 1ine, itself a restraint on interbrand
competition... Beltone's territorial restriction, which is ancillary

to and exisfs for the purpose of promoting unlawful exclusive dealing,
should also be per se unlawful once it is established that the exclusive
dealing is a restraint of trade.” (PTB at 69-70). Interestingly
enough, the economic expe}t retained by Beltone, Professor Victor Gold-
berg, testified that this line of argument was flawed because it failed
to indicate how Beltone might have gained by restricting competition
among its dealers. Complaint counsel responded that *[wle should im-
mediately be suspicious of any system of vertical restraints which is
defended on the grounds that ... the restraints are not anticompetitive
because a manufacturer knows best how to compete, and should therefore
be left alone. This is the sum and substance of (Professor Goldberg's)
economic argument.” It is also the sum aﬁd substance of the Posner
argument adopted by the court in Sylvania.

Comp]éint counsel have a point. It is not difficult to conceive
of circumstances wherein vertical restraints might be anticompetitive.
Telser's classic article on vertical restraints contains one such pos-
sibility: manufacturers may want their action; to be reflected clearly.
in easily monitored dealer behavior in order'té facilitate manufacturer

co'l'lusion.5 That particular argument does not apply in hearing aids,

4Posner. The Rule of Reason and the Economic Approach: Reflections
on the Sylvania Decision, 45 U. Chi. L. Rev. 1 (1977).

STelser (1960) at 96 ff.
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ir if it had explained industry behavior, Beltone would not have proved &y

&

» recalcitrant once its rivals enteﬁed into their consent orders. It
% nevertheless true that those arguing that vertical restraints are in
:neral induced by considerations of efficiency ought to be under

me obligation to specify those efficiencies in a reasonable number

* cases. Such a specification is the goal of the preceding analysis.
ﬁle a judgment of the success of the arguments developed above await
pirical analysis, it is clear that economic efficiency considerations
‘esent a viable potential explanation of the vertical restraints em-
ioyed in the hearing aid market. |

Moving to more specific considerations, complaint counsel also

Que (PT3 5-11) tihat the lack of comparison saopping a11éged
|

!

' typify persons obtaining hearing instruments from door-to-door sales-
n implies that hearing aid dealers possess market power. "“Because the
laring impaired do not have the opportunity to make an informed choice,
ley are particularly vulnerable to the effects of restraints on the
Ltrabrand and interbrand competition” (PTB at 6). This is, of course,
} incorrect statement. A person purchasing a hearing aid withbut
pparison shopping will not be protected by competition of either sort,
; matter how vigorous that competition.6 By assumptioh he/she knows

@Iy of the offerings of the particular dealer who arrives on the ' fd

6Uninformed consumers may benefit from multiline versus single

ne dealers if those dealers are assumed to be ethical. The dealer

in serve as the consumer's agent for information gathering, choosing

le most suitable product from an array of devices offered by various
mufactures, much as occurs in the market for insurance. (I owe this
yint to John B. Kirkwood.) The usefulness of this consumer defense is
‘mited by the requirement those consumers pick a competent agent. . If
msumers are unable or unwilling to compare the offerings of various
jents, there is 1ittle market pressure to improve the agency function.

3
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doorstep. Vigorous competition may result in more dealers seeking the
custom of the hearing impaired, but cannot prevent the first seller
reaching a customer 1gnorant'of the options to that dealer's offerings
from extracting a sum well in excess of the amount a2 well informed
customer would pay. The simple point is that the number and quality
of options available to a consumer are irrelevant to a consumer ignor-
ant of those dptions.7

As a result of consumer ignorance, mu1ti1ine-heéring a{d dealers
possess precisely the same amount of "power" versus their poténtia]

customers as do single line dea'lers.8

Given that single line dealers

have the option of switching to other product lines, a manufacturer

imposing restraints cannot extract any dealer rents without 1osing its

dealers. There is no “quid" for the quid pro quo. Therefore, another

explanation for the siné]e Tine requirement and other vertical restraints

is rgquired. That explanation is provided by the property rights analysis.
The anticompetitive argument for vertical restraints is so popular

among lawyers and economists that a more extended discussion of its

potentiaf applicability to the hearing aids cases seems warranted. One.

Tyote that this argument implies that an individual consumer will.
not be protected by competition only if one accepts the premise of com-
plaint counsel that potential hearing aid users are totally uninformed
and are thereby ripe targets for unscrupulous hearing aid dealers. If
a somewhat more optimistic view of the elderly is adopted, the market
can be expected to provide the consumer with those defenses character-
{stic of the workings of competition.

81n dealing with uninformed, relatively price insensitive custamers,
dealers will compete through non-price dimensions. In this case that
competition will occur through selling effort designed to identify such
price insensitive customers. Such competition can be as effective (or
more effective) in bidding away supra-competitive profits as price compe-
tition. See Stigler on "Price and Non-Price Competition,” in Stigler's
The Organization of Industry (1968) at 23-28.
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of the more common variants of the argument holds that the manufacturer-

e

dealer relation is one of bilateral monopoly, a symbiotic relation in

which each party is willing to enhance the other's position vis-3-vis

consumers in order to consolidate its own market power. Dealers enter

into such an arrangement to protect themselves from other dealer compe- S
tition, while manufacturers "pay off" their dealers with monopoly

margins to blockade entry from rival manufacturers. Variants of this

argument place more or less bargaining power at one or the other level,
but all forms of the argument require that existing monopoly power pre-
sent on at least one level of the distribution system be enhanced by
the restraints. The potential for monopoly rent extraction at each
Jevel needs therefore to be considered.
| Hearing aid dealers would seem at first glance to be ill-suited to- &
acquire and maintain rents of any sort. Dealers do ndt undergo rigorous
training programs, .nor are there any special qualifications for the job.
A representative dealership is a small operation consisting
bf the dealer and perhaps one or two other salespersons. Were it not
%or the neéd to establish a referral base, a clientele of satisfied
customers willing to direct the dealer to other hearing impaired persons,
entry would be trivially easy. Therefore, the only significant bargain-
ing chip available to dealers is their set of contacts and referral net- %
work. The importance of this asset is attested to by the efforts of the
respondent manufacturers to check dealer power through their warranty
registration requirements. .

The existence of referral rents does notvimp1y that significant

narket power js possessed by the dealers. That is, the rents are not
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monopoly rents. More importantly, their existence does not imply that
dealers would be willing to provide protection to associated manufacturers
by means of exclusive dea]in§ contracts. Many examples of markets with
reputation or referral rents are available to suggest that the exclusive
dealing requirement imposed by hearing aid manufacturers is certainly
not necessitated and perhaps not even typical of such é%rkets. To take
an obvious example, Sylvania conferred exclusive territories on its
"dealers without requiring exclusive dealing in return. Even closer to
the point is the insurance market where a mix of contractual restraints
persists--exclusive dealing without exclusive territories (State Famm,
Allstate) and muttiline agents (so-called independents) with or without

territorial protection.9

The quid pro quo argument based on dealer-possessed rents also
stumbles when confronted by the other practices employed by manufacturers.
If the dealers have market power deriving from their customer connections, .
a first priority in any dealings with manufacturers ought to be to con-

solidate those rents by protecting their customer lists. They should

9The argument is sometimes made that no manufacturer could unilateraly
move to drop exclusive territories, but that manufacturers might benefit
generally from a reduction in dealer power resulting from an across-the-
board move to multiline dealers with overlapping territories. This does
not seem valid for markets in general or hearing aids in particular. In
general, other industries have single line and multiline dealers co-
existing (insurance again comes to mind). The argument for hearing aids
is weakened by Beltone's reluctance to drop its territorial restrictions
in the wake of the consent orders. In the Beltone record, other companies,
including Zenetron, expressed reluctance to establish new dealerships in
areas served by existing firms. This experience makes it difficult to
credit this “domino effect" analysis of the exclusive territory re-
straints.
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therefore be expected to resist strenuously any contractual provision
forcing them to supply lists to manufacturers, énd given the
presumption of a strong bargaining position, they could be expected
to win such contract arguments. The existence of the warranty and
service provisions of the dealer contracts provides evidence to'the
contrary.

Upon turning to the possibility that the manufacturers emp1oyed'm
vertical restraints to enhance their own market power, one sees
that this argument requires several conditions. First, the nétion‘
that a firm must enter the market with a full-fledged, nationwide
dealer metwork requires that there be substantial economies of scale
on either the production or the marketing of hearing instruments. .
Since the record suggesté that the production economies were not
substantial, one is left only with the irgument that nationwide pro-
motion campaigns are an effective and important camplement to what-
ever local sales effort geherﬁted by either dealers or the manufacturer.
Ironically, if one accepts that these econamies are present, one
thereby grants an important underpinning of the lead generation
theory.

A second condition of this analysis takes the form of a prediction.
If the purpose of the practice of maintaining exclusive dealers Qas to
blockade entry by rivals, the practice.shouId have been abandoned by all

firms once an appreciable number of accessible multiline dealers arose.
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Beltone's reluctance to settle and the continuance by Dahlberg and
Zenetron of limited dealer nefworks casts doubt on the accuracy of this
prediction. N

Finally, the argument that both dealers and manufacturers gained
by means of a mutual exploitation of contractually shared monopoly rents
cannotvdeé1 with the range of entry options available. A new manufacturer,
by accepting a competitive margin, would be in a position to undercut
monopoly-rent-inflated whélesa]enprices charged by exiﬁting firms. The
new firm could provide any and all related services such as advertising
displays, training, instrumentation, and stiii price below the existing
firms if those firms continued to attempt to recover rents in their
prices. There is no obvious candidate for a missing factor, a left out
ingredient for the success of entry that would prevent new firms from
bidding for dealers. More specifically, there was an important pre-c.o.
entrant--Starkey Labs.10 Of course, Starkey benefited from a new product--
custom earmolds from Jea1er-provided impressions-~but were the entry
barriers substantial enough to blockade entry, Starkey would have been
better advised to market through an existing firm and distribution
system, that is, through acquisition of a Radioeér or Sonotone, or
through licensing. Not only Starkey's success, but also the way in
which that succéss was achieved argues against the efficacy of estab-:

lished dealer networks as an entry blockading device.11

v
kY

1°According to Kenneth Dahlberg, Starkey entered by purchasing a
sma3il service station that repaired a variety of hearing aids. In so
doing, they acquired a 1ist of dealers and set of connections with
those dealers useful in introducing their aids. Starkey sold partly
through its own exclusive dealers and partly via multiline dealers.
(Dahlberg testimony, p. 18680 ff.)

11There is some controversy in the record over whether Starkey's
successful entry depended centrally on the 1974-1975 consent orders.
See, in particular, BIA at 26. Starkey might not have been successful
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Inrsummany, the quid pro guo argument fails to fit the facts of
.yhe-hearing aid industry. Dealers stood little to gain from agreeing
to exclusive dealing if they posseSsed prior market power. In an
industry with limited brand name recognition, their options were of
considerable scope. The stability of dealer networks attests to the
likelihood that dealers received valuable considerations from their
suppliers. lAny supplier attempting to incorporate a supra-competitive
.return into its wholesale price was vulnerable to an erosion of its
dealer network. Production scale economies do not appear to have been -
formidable, and even had they been important, potential marketers could
havg purchased foreign instrumgnts much as Sonotone has chosen to do
more recently. Marketing scale economies may have existed, but the
firms were small enough and did little enough advertising that the
Icapita] requirements for a competitive advertising campaign were trivial.
The relatively low scale of adver-t'is*ing,"2 is evidenced by the absence

of all manufacturers except Beltone and Maico from the listing of leading

(co1t1nued) as a de novo entrant at;empt1ng to emulate Beltone, etc.
Its innovation -- custom earmolds -- was not a particularly new develop-
ment, naving been tried 1n tne 1¥6U's, but possessed a major advantage
insofar as distribution was concerned. Dealers marketing Starkey aids
were not recuired to carry inventories. All they were to do was take
an ear impression, measure the extent of hearing loss in order to compute
che parameters of the gesired instrument, anc send tne impression and
specifications to Starkey. Witih no inventory on hand, a single-line
aeajer of a rival manufacturer coula nave conceaied its aealings witn

tarkey from its supplier fairly easily, and could have shifted primarily.
or entirely to Starkey if consumers appeared to prefer Starkey devices.
Accordingly, Starkey's entry (prior to the orders) and its success (dif-.
ficult to measure without firm sales data, but probably starting pre-c.o,)
appear not to have vea2n crucially dependeﬂt on the orders. -

'12Re1ative to other industries, not to sales.
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advertisers in National Advertising Investments. This combination of'
_ characteristics of the hearing instruments market renders the task of
an analyst dgsiring to explain indﬁstry arrangements using a monopoly
model a difficult one indeed.

This analysis suggests that a solid argument supporting the possi-
bility that the restraints are anticompetitive is lacking. But without
evidence that the restraints serve some other purpose related td economic
efficiency, one ought not Aﬁtomatica]]y conclude that the restraints are

beneficia1.13

Accordingly, this report concludes with a discussion of
the ways in which tne property rights argument can be tested. Before
turning to that discussion, however, it is useful to consider the evidence

adduced to support the view that the vertical restraints are anticompetitive.

2. Evidence for the Anticompetitive Effects of Vertical Restraints

The evidencé cited in support of the FTC argument that manufacturers
imposed restraints for anticompetitive purposes fails to provide strong
support for that argument. That evidence includes:

(i) Dahlberg, Maico, et al. sold hearing aids at prices substantially
in excess of the prices charged by rivals, e.g., Electone. Subsequent
to the consent order, their (wholesale) prices fell. Beltone
maintains its price above all of its rivals. "The fact that.
respondents have set their prices substantially above thosé
of other manufacturers, (in camera material) shows Beltoné‘s
real market power and its ability to exploit it.* (CRB at 13).

(ii) Beltone was less innovative than its rivals (PTB at 71).

: ]3This ijs an economic conclusion, not a legal one. A per se approach
may be preferable in law even if some desirable conduct is prescribed or
if some inefficient or anticompetitive behavior is tolerated.
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(iii) The restrictive distribution system served as an entry barrier
to new manufacturers of instruments. Indeed the enéry which
occurred (Starkey and others) was facilitated by the c.o.'s
against Dahlberg, et al.
Though some additional snippets of evidence are cited, the above appear
to constitute the most substantial empirical support for the anticompet-
itive posifion. Unfortunately, this support is unconvincing. Item (i)
does not serve to distinguish the anticompetitive theory from the vertical
restraints for property-protection theory. The prices of the respondent
firms should have been higher than those of Electone and NuEar, reflect-
ing the value of additional services, principally leads, provided by the
respondents to their dealers. Accordingly, wholesale prices should have,
and apparently did fall subsequent to the c.o.'s. Were retail prices
available, the task of delineating the predictions of the two approaches
would be somewhat easier. The anticompetitive theory suggests that any
wholesale price reductions should have been passed on more fully than
if dealers were forced to compensate for the absence of national promo-
tions with more local promotions of their own.14
Item (ii) deals only with the actions of a single firm and may in
any case be characteristic of manufacturing in general. That is.>sona
economists argue that R&D breakthroughs are more 1likely to occur at

smaller firms anxious to share in the market leader's success than

; ]4Loca1.promotion should have risen markedly only if national and local

- promotion expenditures were fairly close substitutes. If the absence

" of national promotions did not increase the productivity of local efforts,
no change in dealer behavior should have been observed in the short run,
and dealer nurmbers should nave declined in the longer term. Markup data
would not, therefore, tend to discriminate clearly between the two views.
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. within the leading firm'itseIf. Indeed, in the industry, the major
advance appears to‘have been madé by a gg_gg!g_entrant; Starkey. Finally,
though the data are unclear, it may be that entry into the industry was
fairl; easy before the c.0.'s, as suggested by the rapid growth of imports,
The difficulties experienced by bargain firms (first Electone, later Nu-Ear)
in penetrating established dealer organizations are predicted by the
property rignts argument and in that context are not necessar111 someth1ng
wortny of public policy concern.

There is only one reasonably conclusive test of the effect of the
restraints on the market for hearing instruments. That test derives
from the distinguishing predictions of the property rights and anti-
competitive approaches regarding the change between pre-c 0. and post-
c.o0. period sa]es. The monopoly argument predicts that erosion of the
wholesale price and retail margin resulting from increased competition
in the wake of the orders should have increased sales of the vertical
restraint firms and should have encouraged new entry. Sales of domestic
firms should have increased relative to those of foreign firms, an in-
crease induced by a decline in the relative price of domestic ajds. Tne
property rights approach also implies a fall in the re]at%ve price of
the domestic aids, but as this price decline (at least at wholesale)
would be accompanied by a more than offsetting decline in promotional.
services -- principally leads -- sales should have fallen. Though the
evidence currently available supports the property rights view, it is
sketchy at best. Accordingly, the development of industry and firm

sales figures should receive top priority in the empirical analysis.
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WELFARE ASPECTS OF THE FTC CONSENT ORDERS
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. He)fare Judgments for the Hearing Aids Market

If the analysis of vertical restraints in the hearing aids industry
developed above is correct, the clear result of the FTC consent orders
against Dahlberg, Maico, et al. should have been to impair substantially
their ability to.compete. By placing these companies at a disadvantage
vis a vis the firms employing alternative distribution systems, the order
should have strengﬁhened rivals -- primarily importers, secondarily
Starkey1 -- while increasing the role of audiologists and physicians -
relative to that of hearing aid dealers. The orders certainly should
not have been interpreted as promoting competition -- domestic hearing
afd manufacturers were retreating in the face of an onslaught of foreign
competition and the orders increased the pace of that retreat. Radioear
and Sonotone botn essentially fgi]ed, with Sonotone converting from a
domestic manufacturer to a marketer of foreign aids. Sales at Dahlberg
and Maico slumped. These developments hardly seem consistent with the
view that the orders fostered competition. Since competition is generally
- viewed as being socially desirable, lowering prices and promoting efficient
distribution and production, on these grounds the c.o0.'s seem to have
~ been socially undesirable.

It is important to stress at this point that the issue in a welfare
evaluation is not whether the consent orders harmed a particular group

of competitors. As is well known, it is possible, indeed likely that

IStarkey should have benefitted by increased access to hearing aid dealers,
but those benefits are expected to be attenuateq by @ decline in dealers
relative to audiologists.  Other domestic firms such as Electone and Nu-Ear
may also have benefitted in the short term but not in the longer run.

As instrument prices set by c.o. firms fell, any price advantage (un:
related to quality) enjoyed by the second-line firms should have vanished.
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measures to increase competition will harm firms which have previously

- benefitted from an insulated environment. Had the consent orders freed
rivals of inappropriate restrictioﬁs on their ability to compete, the de-
cline of the market leaders could be viewed as a healthy sign of renewed
competitive vigor. However, our analysis indicates that such was ndt the
case in the hearing aids market. Entry was possible prior to the consent
orders and did, in fact, occur. Beltone's unwillingness to dispense with
its exclusive dealing in the wake of the consent orders' effect of markedly
increasing the available multiline dealers strongly suggests that the
purpose of exclusive dealing was other than simply to serve as a barrier

to entry. The harm done to the lead generation manufacturers seems unlikely
to have yielded a,ignificant increase inbcompetition.

The most likely outcome of the orders was that they neither decreased
nor increased significantly the rigor of competition in the hearing aids
market. In the post-consent order world, the relative strength of the
professional referral segment of the industry should have increased, but
it is unlikely th&t these orders would have conferred any monopoly rents
* on this segment. Entry is too easy and import supply schedules too elastic
to permit monopolization. The effect of the orders was instead
to effectively outlaw a distribution system which had proven successful
under competition. Given that competitive success, one can presume that
the effect of the orders was to reduce the efficiency of the distribution
of hearing inséruments. This conclusion deserves restatement: If one
asks whether the consent orders promoted competition iﬁ the hearing aids
" market, the answer is a resounding no.
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Unfortunately for the purposes of evaluation, the hearing aids in-
dustry is not so simply analyzed. The Prob]em is that the quality of
information which many hearing aids customers choose to obtain is appar-
ently miniscule, leading to the possibility of market failures up to and
fncluding fraud. The segment of the industry placed at a disadvantage
by these orders was by general agreement that consisting of firms and
dealers providing the lowest quality package of services to hearing aid
consumers, certainly lower than the import-dominated audiologist- and
physician-referral markets. Hearing aid dealers sold aids in a low Qalume,
high price fashion, and because of single line restrictions, may not have
had access in somé cases to an aid of optimum performance for a particular
patient, even assuming the dealer were able to ascertain the appropriate
aid. The catalog of abuses compiled by BCP is lengthy and troubling,
certainly the kind of thing to stir the latent reformer in most outside
observers. By placing the lead generating firms at a disadvantage, the
FTC's c.0.'s almost certainly increased the average quality of services
received by those consumers who obtained help for their hearing impairments.
But this limited group is not the appropriate one for evaluation from a
social welfare point of view. The question is whether the population of
hearing-impaired persons as a whole was benefitted or harmed by the FTC
actions, and as before, that is a much more difficult question than asking
what happened to the group receiving services.

If the hearing aids market were one in which tolerably complete in-
formation were available to consumers at a trivial cost, it would be enougﬁ
to equate the outcome of the competitive'process with the most desirable
allocation attainable from the point of view of consumer we]fa;e. Unfor-

tunately, though, the hearing aid market is radically different from the
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‘perfect information ideal. Fraud is possible, and may iﬁdeed be a common
outcome in the dealer-supplied segment of the industry. Competitive hear-
ing aid dealers will continue to enter the marketplace so long as the

gains to them are greater than or equal to the opportunity costs of the
resources they employ. Their private returns will exceed society’'s return
from the operation of the market if a portion of their sales result from
the exploitation of a particularly vulnerable set of consumers. In such
cases, a BCP order forbidding deaiers to sell to consumers could, in
principle, benefit society even while it impaired competition. The consent
orders had the same effect as a very stringent BCP trade regulation rule

and as a result could be evaluated under the same sort of standard that

would be applicable to a BCP action.

An evaluation of this sort poses a substantial set of challenges for
an economist. Foremost amoné these challenges is the requirement that
one make interpersonal comparisons of utility between those persons re-
ceiving better hearing aid service in consequence of the FTC orders and
those who were deprived by those same orders of assist#nce they might other-
wise have obtained. Since such comparisons are beyond the range of the
economist's tool kit, the best which can be done with the aid of economic
analysis is a careful formulation of the issues, one which permits value e
judgments to enter the evaluation only when the gains and losses to various
affected groups have been catalogued. With this disclaimer in mind, one
can summarize those gains and losses of the consent orders as follows. .
:On the plus side, one could include the reduction in'fraud and abuse &
visited on»those individuals approached by hearing aid dealers. Since,

however, this %s virtually impossible to measure in any objective way
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due to placebo effects and other differences in perceived hearing improve-
" ment, this effect will not Qeigh»heavi1y on any eva]uétion. Perhaps the
best measure of the benefit of the orders concerns the increased success
of the audiologist distribution system. Assume that because of the decline
of c.o0. firms, audiologists were able to see and refer more hearing-impaired
persons than they would otherwise have seen. Let us overstate the case
by assuming that this effect is a clear-cut benefit of the orders.z
Against this must be placed the customers who, beéause of the attenuation
of lead-generating activities no longer receive any assistance whatsoever.
That is, any improvement in aQerage quality must be balanced against the
decline in market penetration expected to result. |

This study will permit one to compute the weights that would be
required to make the consent orders appear socially desirable. That is,
it will indicate the increase in audiologist sales and the decrease in
overall market penetratioﬁ. It is then simply a value judgment whether
the benefits to receiving improved service offset the losses to those

not served at a11.3

th is an overstatement first because audiologists are not costless, and
second because one must incorporate any time lags between the time an
impaired person would have been approached by a dealer and the time that
person actually sought assistance.

3Casting the problem in this form, complex though it may seem, nevertheless
abstracts from a number of extremely difficult issues. For instance, while
audiologists may capture some sales which previously went to single line
dealers, the hearing improvement is 1ikely to reach consumers with some
delay. One should discount the enhanced quality of the audiologist's
operation against the earlier receipt of assistance from dealers. As a
second example, the attack on exclusive territories contained in the orders
may have reduced the qua11ty of dealer-provided service in the post-order
world, biasing the case in favor of fand1ng a positive effect of the
orders The range of possibilities is so large that any sort of definitive
conclusion is impossible unless one ignores qua11ty change altogether and
concentrates on market penetration.
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Before leaving this topic, it seems appropriate to comment on one
aspect of industry performance cited time and aga1n as ev1dence of the
inadequacy of competitive pressures in th1s industry. It is time to
put to rest the notion that the very high retail margins earned by hearing
aid dea]efs serve as an indicator of poor performance. This notion seems
to derive from the idea that somehow the margin that a dealer obtains
for a sale depends crucially on the amount of time and effort spent on
Fhat customer. 1In fact, a successful sale may "cost" the dealer much
hess than it yields. What is relevant is not simply the time devoted
to a successful sale but also the amount of time spent searching down‘
biind alleys. The records in this case show that most leads -- an ex-
pense in themselves -- do not yield sales when followed up. Just as

the cost of a successful oil well includes the failures along the way,

so the markup obtained from a successful hearing aid contact reflects

the many unsuccessful activities of that dealer. Markups cannot be
judged‘excessive simply by inspection.4 Indeed, given the insignificant
1imits on dealer entry, excessive returns to dealers are very implausible

in the hearing aids market.

2. Concluding Remarks

The chief goals of this investigation have been positive, not nor-"

%

mative. The lesson of the analyses of vertical restraints provided by

4This js a very crude discussion from an economist's point of view.
Historical costs are never directly relevant to current value. One
successful (or lucky) dealer might experience very few false leads per
success while another might have a reverse experience. Ceteris paribus,
each will charge the same price. The only issue in determining whether
the dealer margins are excessive is whether other potential dealers would
Tike to emulate the existing dealers but are somehow artificially pre-
vented from doing so. In the absence of entry barriers, and, especially
given the interest of manufacturers in preventing vexcessive® retail
margins, there is little reason to regard the existing margins as excessive.
-352-
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Lester Telser and Richard Posner is that such restraints should be analyzed

to idénti{y the purposes theyvserve for both supp]fers and retailers.

- Once those purposes are identified, one can determine whether or not they

are justified by competitive considerations. In the case of hearing aids,
the elaborate pattern of restraints which evolved developed primarinlfo
protect manufacturer property rights to valuable information provided to
dealers. The FTC consent orders. destroyed this protection and in so doing
removed the incentive to manufacturers to invest in such information, |
thereby impairing substantially their ability to compete. In most cases,

this positive analyses of the restraints would be enough -- they arose

~ not to limit competition but to promote an efficient provision of infor-

mation. Clearly, assessed in terms of the goal of promoting competition,
the preceeding was counterproductive.

The question of whether society benefitted is much more difficult,
iS'the ﬁreceeding~discﬁssion shows, but one must remember that if society
did benefit, it was a serendipitous event. The BC action certainly aided
BCP in its own goal adhievement, and indeed, was probably more effective
than anything the BCP would have been able to do even if its initial TRR
had been adopted. Whether this "benefit" is substantial enough to offset
the decreised market penetration by hearing instruments is in the final

analysis beyond the scope of this report.
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J - Administrative Law Judge . &5
SHA - American Speech and Hearing Association (primarily

. audiologists)

: - Federal Trade Commission, Bureau of Competition

P "= Federal Trade Commission, Bureau of Consumer Protection 3

P staff report
l

BCP Hearing Aid Industry Staff Report, 2 volumes:

Report with Appendices A and B; Appendices C through F,

September 1978

[A - Beltone case, Complaint Counsel's Brief in Answer to
Respondent's Proposed Findings of Fact and Legal Argument

,0.'s - Consent orders negotiated by BC against‘Datherg, Maico,
Radioear, and Sonotone

JA " - Food and Drug Administration, promulgators of a rule a
governing hearing aids as a medical device. The most

' important aspect of the rule is its requirement for a
physician examination of prospective instrument users

AIC - Hearing Aids Industry Conference, later HIA, Hearing

Industries Association. Manufacturers’ trade issociation.

AJ - Hearing Aid Journal, one of two industry publications

serving (among others) the lead-generating segment

EW - (former) Department of Health, Education, and Welfare. &
HEW carried out a parallel (to FDA, BCP) study of the
hearing aids delivery system. |

D -« Initial decision in the Beltone case by the ALJ, re-
manded by the Comission in light of Sylvania.

DF - ID findiﬂg
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NHAS - National Hearing Aid Society - dealer trade association,
parallel to ASHA. ]

PFF - Beltone case respondents' "Proposed Findings of Fact

and Conclusions of Law..."

PTB : - Beltone case complaint counsel's Post-Trial Brief
RPM - Resale price maintenance

tr. - transéript bage

VA - Veterans Administration. A major purchaser of aids

and a source for instrument performance rations.
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EMPIRICAL ANALYSIS OF THE HEARING AIDS MARKET:
- TASK 4 REPORT
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troduction
The final task 3 report stressed the importance of sales figures in

sessing the accuracy of the property rights.argument and in delineating

2 predictions of that theory from those of the anticompetitive view.

is report considers in some detail the possibilities for obtaining these

les figures from the Beltone record and other trade and governmental
;rces. In addition, ancillary d;ta needed to frame an appropriate
unterfactual are also considered. Before turning to consideration of
at material, it will be useful to consider briefly some direct evidence
the importance of leads in generating hearing aid sales.

! The Beltone record contains quite varied estimates of the sales
perated by leads. The direct sales resulting from leads are estimated
be from 1% to 14% of sales. The low-end estimate comes from a company

her than Beltone which may have chosen to emphasize an alternative

rketing strategy. It seems much too low to be representative of the

ading lead-generating companies, especially in light of their substantial

penditures on hationa] advertising. The source of the high-end figure
Beltone, and as such may be inflated. One may infer that the true
Tue is somewhere in between these extremes.
' Estimates of the direct sales resulting from manhfacturer-provided
ads fail to provide a valid guide to the importance of such leads in
herating dealer sales, for several reasons. First, there will be a
1tiplier attached to leads representing the number of additional pros-.
cts developed on referral from the initial cusomte;'. Sales manuals of .
;e c.o. companies emphasize the need to "prospect” leads. When one con-

ders the large retailing margins earned by dealers on each instrument

Je, it should not be surprising to find that those sales are the re;u]t
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of a lengthy process of contacting potential buyers. A sale resulting
very indirectly from a 1ead‘shpu1d nevertheless be‘counted, in part, as‘
derivative from that lead. In addition, repeat sales based on lead-
generated original sales should also be counted, though certainly dealers
would be ill-suited to compute a reasonable guess as to the proportion
of repeat sales in some way dependent on leads.

One other statistic of note regarding the efficacy of leads derives
from a Beltone survey summarized in Complaint Counsel's Brief in Answer:

Dealers themselves recognize that Beltone's leads are worth less to
them than their own leads. In a survey conducted by Beltone in 1976, it
was found that Beltone dealers sent the material requested to the lead in
only 56% of the cases, and as to those persons to whom the material was
sent, the dealer or his consultant made the follow-up call on 79% of them
in order to attempt to sell the person a hearing aid. Follow-up calls by
dealers was (sic) therefore only 45% of all factory leads. (BIA, at 53.)

If anything, this evidence is too strong an argument for the use-
lessness of leads. Had leads in fact been regarded by dealers as worthless,
the lead-generating manufacturers could have dispensed with their national
lead advertising and thereby increased profitability. Even if the motive
for exclusive dealing were simply to exclude rivals from a significant
share of the market, that ekclusive.dea1ihg could still have been required
in the absence of leads. 1In addition to ihe basic implausibility of the
argument for the valuelessness of leads, there are reasons to expect that '
dealers could judge the'potential productivity of pursuing particular
leads, and coulq therefore have ignored unproductive leads based on prior
jnformation. Leads may apply to persons or groups with whom the dealer
has previously had contact, may have come from persoﬁs in particularly

poor {or wealthy) areas, or may have applied to institutionalized persons

with access to subsidized and controlled hearing health care. The 45%
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ilgads that were aggressively pursued would then represent those leads
jch represented new and promising information.
| The difficulties of the interpretation of these data suggest that
® significance of national lead generation cannot be judged by intro-
:ction. It is uncontroversial that national leads are themselves re-
snsible for only a small proportion of 2 dealer's sales. The direct -
%dence on the usefulness of the leads supports this conc]usion; More
SortantIy, the Dahlberg testimony indicates that the drop in wholesale
strument prices atcompanying the conseht orders was only about $10, or
ighly a 10% decline. Compared to the dealer margin of several hundred
i]ars -- a margin which apparently covered primarily selling expenses
fit is clear that lead generation did not contribute much to dealer sales.
\ ‘The real question, though, is whether the "pump-priming" effect of
tional lead generation is central to the operation of the lead-generation
aring aid dealer network. Much as the water used for priming a pump is
jvial in comparison to the volume of water that is then attainable,
e informational content of the leads provided by manufacturers to dealers
y be quite small in comparison to tﬁe fo]lbwup information generated
dealers. Obviously, the question is not whether lead generation yields
rectly an important portion of a dealer's sales, but rather whether the
tional leads are a necessary input to initiate the dealer search process.
These considerations suggest that only direct sales estimates will.
rve to test the lead generation argument. The following material

scribes the available data and sketches some of the problems associated

th its use. This material is in the form of an outline of the empirical
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work to be done, rather than a careful statement of how the-appropriaté
controls might be implemented. Most of the testing should be expected
to be quite sensitive to the choice of time period, as other influences,
such as the FDA's rule making, may have altered the success of various
segments of the industry. These sorts of problems are not emphasized

in this analysis, simply because the tests are apt to be governed by the
data which actually became available. Once the data are obtained, appro-

priate caveats will need to be entered concerning these outside influences.

Data Sources and Methods

1. Industry sales figures

Industry quantity and value sales figures are important for this
analysis for several reasons. It is important to be able to infer
whether the reduced efficiency of lead generation activities has led
to a decline in overall industry sales. In addition, since most of
the individual company sales figures available appear to be expressed
in terms of shares, some benchmark will be required. _

Industry quantfty figures are available from two closely related
sources. Members of HAIC, the Hearing Aid Industry Conference (since
1977 known as HIA, Hearing Industries Association)'submittgd,to Price
Waterhouse & Co., the HAIC's accounting firm, records of their unit
sales for purposes of dues assessment. Price Waterhouse did not under-
take a review of the records based on company documents and assumes no
responsibility for their accuracy. Nevertheless, the member sales es-
timates are apt to be far superior to nonmember estimates. Table 1

contains a 1ist of HIA members as of June 30, 1977 with a notation
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lgarding several significant changes in membership. The most noteworthy ' b
*éhge was the departure of Oticon in 1976. Oticon is a leading importer
*aids. Also notable is the absence of Sonotone from the membership
st. The remaining respondents are members.

' During the early 1970's the HAIC sales estimates are likely to

've been reasonably accurate. Nonmember sales were estimated based on
nfidential reports to HAIC from a leading component .manufacturer able

infer units produced from its component sales. In approximately 1975,

K]

e information that component manufacturer was providing data on non-
mber operations was leaked to nonmember firms, resulting in an irritated
mponent manufacturer and the need for a new source of data. HAIC
termined to rely on estimates provided by its own members, a most
satisfactory technique as indicated in Table 2. Examples of confusion
these estimates include disagreement on whether Adcomold's instruments
re imported, of domestic manﬁfacture. or both; disagrement as to whether
not Amplevox was out of business; and disagreement as to whether Audium
nufactured instruments. An especially serious problem in the HAIC
timates is thé status change of Oticon in i976. Given that Oticon was
timated to have sold between 12,500 and 55,000 instruments in the U.S.
only the first six months of 1976, the loss of Oticon's figures could
sily have accounted for the drop iﬁ jndustry sales reported by HAIC.:

Dissatisfaction with HIA/HAIC figures led the Hearing Aid Journal -

construct its own estimates beginning in 1974. The HAJ figures are
ported in the November issues. They appear to exceed the comparable

IC figures by a significant margin. It is difficujt to evaluate these
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figures, though they appear somewhat more plausible than those of HAIC.

Mr. Milton Bolstein, editor of the Hearing Aid Journal, has proven to

be very cooperative and well informed, and has promised to provide further
information.

Hore recently, HIA has agreed to provide nonmember firms with por-
tions of its statistical output in return for their sales figures sub-
mitted confidentially. Apparently this initiative has been a success.
Attempts will be made to date the change in procedure in order to assess
the accuracy of the data.

Value of product shipment figures from Bureau of the Census sources
will allow a rough check on the accuracy at least of broad movements
in the HAIC/HIA data. Sales figures are available from the Census of
manufaétures for census years and from the Annual Survey of Manufactures

for intervening years.]

2. Foreign Trade
Data on imports (quantity and value) are available from Departme’

of Cormerce data. While Schedule A breakdowns seem to lump togethe
aids and parts, TSUSA classified data include separate figures fo’
instruments. The following caveats apply, according to HIA:

Implicit prices computed from data reported by

Customs may appear low for a number of reasons.

These figures do not include a 6% tariff and they

are only at wholesale cost or at nearly manufac-

turing level. The actual retail cost may include
a 100% mark-up. In addition,

]The 1972 Census of Manufactures reports a quantity figure as well with
an intriguing footnote indicating that the datum is from unpublished
material collected in conjunction with the ASM, Correspondence with
the Bureau indicates that the material ceased to be collected in 1975.
It may however, provide at least limited guidance as to the accuracy of

~the HAIC figure.
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1) Hearing aid units are included under this
classification if they are assembled or unassembled,
are complete or incomplete. No figures are available
fof the amount in each sub-classification. Future
classification in this fashion could be accomplished
by an administrative order; and

2) The basis for determining the actual dollar

value is the actual cost to the manufacturer upon
arrival.

An interesting loophole, that may lead to a lower

unit price, is Provision 807. Under this provision,

parts may be manufactured in the United States and

.exported for assembly to another country. Upon

re-entry to the United States only the added value

(i.e., labor cost) is declared to the customs agent.

Therefore, some hearing aids, upon importation to

the United States, are only declared at a fraction

of their value. A lower unit cost is the end result

of this process.
}ort data would be very useful to obtain. Unfortunately, quantity data
not appear to be available from Department of Commerce publications.
would be very enIightehing to find that export-import price relatives
red differently from domestic-import relatives. If lead generation
senditures declined, export-domestic relatives should have risen.
.
. Prices

Ideally, price data from Dahlberg, Beltone, Maico, Sonotone, Radicear,

irkley, Zenetron, Siemons, and Oticon would be solicited. Perhaps some
this data might be on file with COWPS, Complete 1ists would be desir-
le, both to allow within-type comparisons across companies and over-
ne comparisons within companies, The Beltone record suggests that
1lberg cut prices immediately on completing the consent order nego-

itions. Some data to back this assertion would be exceedingly useful.
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Implicit prices for domestic producers and imports can be constructed
from the aQailab]e quantity and value data. The primary purpose of |
obtaining these data would be to check whether the apparent sales de-
cline suffered after the orders were issued was due to an increased
import price advantage. Evidence for the hypotheses we have advanced
concerning FTC impacts on lead generation would be provided by an in-
crease in the relative price of imported aids observed in spité of an
increase in their market share.

One final note on prices. Sears markets Dahiberg aids, Montgomery
Ward markets aids from RCI. These prices are to be investigated for

availability and divergent movement post-1975.

4. Individual firm sales experience

Data on individual firm.sales obviously would be of gfeat importance
to a clear resolution to the issues involved. Beltone could be taken
as a control (in a very rough sense) -against which Sonotone, Radioear,
and Dahlberg would be measured. Maico is somewhat more difficult given
the evidence suggesting that Maico moved aggressively into the professional .
referrals market. The market share data are clearly part of the Beltone
record, but have been. afforded in camera treatment. Some of this material
may appear in the ALJ's findings. Since in camera treatment -expires on
the date of the Commission's decision (see Attachment A) it may be possible
to proceed further at that point. )

If these data do not become part of the Beltone public record at
.some poini, it would probably not be worth substantial efforts to obtain

the figures via subpoena or negotiations with the impacted companies.
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There are two reasons for this conclusion. First, since only Beltone P
~emains as a rather tenuous control, formal statistical inference will )
?é impossible no matter how extensive the data obtained. Second, it
?ppears that it will be possible to derive sufficient information from
;rade association and published data to permit reasonable conclusions

o be reached. -The role of the firm data then becomes one of increasing
ne's conffdence in the inferences drawn, rather than serving as a nec-
;ssany link in any such inferences. The secondary nature of this role
rgues against expending a substantial amount of energy and money on

he task of coercing the companies involved to part with their dafa.
ioreover, the data presumably would remain unavailable for any publishable
ersions of the final report. In particular, it is difficult to imagine
Pw one could refer to Beltone data without revealing Beltone's identity.

| The tone of this seciion has perhaps been overly pessimistic in
omparison to the potential for obtaining data from the Beltone record.

he data most useful for this analysis include company data from Dahlberg
nd Maico that are in the Beltone record, and which are presumably avail- 2Ty
L]e if disguised. In particular, the Beltone ALJ, Judge Brown, noted

n regard to Dathefg data that “...the Commission may use these statistics

a4

n the tabulation of certain market data. It should be possible to-

onstruct overall measures of c.o. company performance without revealing

ndividual company data.
This sort of information is important not pnly in regard to the
westigation of the effects of the earlier consent orders, but also

Jahlberg tr at 18614.
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with respect to the ongoing Beltone case. In that connection, the findings
of fact of the ALJ do not appear to provide mucﬁ guidance, and, indeed
do not appear to accord with the Beltone record. The problem {s posed
by Judge Brown's findings that market éhares of the companies which
signed'consent orders have not declined appreciably and that their sales
fell by about 5%, much less than the decline suffered by Beltone. Com-
pare this with the experience of these companies: Sonotone Qas sold by -
Gould, ceased producing hearing aids, and now has been reorganized as a
marketer of imports. Radioear also ran into considerable difficulties
and was sold by its parent to a company formed to market aids through
the old Radioear dealer network. Dahlberg testified that sales fell
markedly as a result of the abandonment of its lead program (Dahlberg
tr at 18702). After the consent order, Dahlberg doubled the number of
its dealers, but the new dealers were "casual dealers" selling "maybe
one to two hearing Aids a year" (Dahlberg tr. at 18610). Sales per
(existing) Dahlberg dealer declined "substantially." Dahlberg's sales
held up because of an aggressive move to professional referrals. Dahlberg
sales and profits apparently collapsed sooh after the orders, and have:
recovered slowly (tr p. 1872 ff.). The evidence is even sketchier for
Maico, but, again, the fact that the company was sold may indicate that
it encountered substantial difficulties in the post c.o. argument.
Another problem posed by the judge's findings is the seeming incon-
sistency with the market share data in the record. Beltohe;s share fell
from 22 to 15% of the market during the seventies. Starkey rose from

nowhere to probably number 2. The other leaders are probably imports,
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) that Maico and Dahlberg have almost certainly been displaced from their

1
nsitions &s leading fimms. Perhaps the shares are of damestic sales,

|
; {nappropriate measure from the point of view of this analysfs. In
iy case, it is clear that further work is needed in order to derive

ternally consistent share estimates.

The universe of hearing-impaired persons
In order to assess the BCP arguments dea1inngith the usefulness

" a case-finding distribution system (as opposed to a professional
ferral system), industry sales need to be normalized with reference

growth in the hearing impaired population. To do so, it will be
cessary to construct a time series on the number of Americans with
aring problems for the 1970-1978 interval. The procedure for con-
ructing this series is still ﬁnder exploration, The simplest approach_
uld be to obtain éstimates of the fraction of various components of
e population beset by hearing prob‘lgms and ihen to project those frac-
ons over the period using CPS population data. The two sources of
aring probIem incidence data are:

(1) National Center for Health Statistics, Health Resources

Administration, results of 1971 survey of the hearing impaired;'

(2) Data presented as part of U.S. Senate hearings into problems -
of the hearing impaired (1973).
ta on hearing problems among the institutionalized pbpulation will

ed to be inferred from V.A. experience.
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6. Profits

" No attempt will be made to derive inferences from hearing aid firm
profit data. There are two reasons for this deciéion. First, it is
1ikely that reasonable profits data are unlikely to be available and that
for several of the owner-manager firms, e.g., Beltone and Dahlberg,
owner wifhdrawa]s will be larger in order to permit avoidance of cor-
porate income taxes on a substantial portion of corporate profits.
Second, and more important, the profit data will be biased sharply by
the mere existence of leads tnemselves. It was argued above at length
that lead generation expenditures are properly regarded as capital
investments yielding multiyear return streams. This implies that sales
expenditures of hearing aid manufacturers, especially those for adver-
tising, ought properly to be depreciated rather than expensed. If the
company is in a2 steady state, so that its current expenses for advertising
equal the appropriate charge for depreciation, the numerator of the
profit rate expressed.as a rate of return on assets is unbiased. The
denominator is understated because of the omission of intangible capital
from the f{rm's assets. In the case of an industry as promotional as
hearing aids, the degree of understatement is likely to be-substantﬁaI;
Though this source of bias is familiar from the debates over advertising
generally, no one familiar with those debates is 1ikely to be prepared

to compute the corrections necessary in hearing aids,

7. Advertising
Advertising data would obviously be dsefu1, but it appears that

those data will have to be gleaned from the Beltone record, if that
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record becomes public. Beltone advertising is recorded in the 1972 ' B

edition Natijonal Advertising Investments, a publication of Leading
National Advertisers, Inc., but except for Maico (Textron) the c.o.

companies are not included in the list and Maico figures are not credible.

G

B. Large buyers
| The role of large buyers -- V.A., Sears, Marcor, etc., -- has not

been empnasized in the analysis of the hearing aids market. This omis-

sion stems from the expectation that, with the exception of the V.A., - o
data wiil not be available. Sears and Marcor each appear to have purQ

~hased their aids from Dahlberg. Given the low likelihood of obtaining

individual company data combined with the long term Dahlberg connection,

it does not seem useful to pursue analysis in this potentially interesting @ :

jrea.

i

). Other data °
Data from HIA/HAIC indicate hearing aid sales by state. These i

lata will be combined with Hearing Aid Journal figures on the extent

ind stringency of state licensure requirements of hearing aid dealer

'o see if there exists a relation between Jicensure and sales. Pre-

‘iminary investigations along these lines have not been promising.
One remaining information source is classified advertising of hearing
id dealerships. Ads for 1979 have been investigated which give a Beltone

iealership brice of $20,000-$25,000, similar to the'price of a multiline

&

?ea]ership. Beltone dealerships should have declined in price relative

0 other dealerships beginning in 1977. Dahlberg dealerships may have
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appreciated slightly at the time of the consent order, though the likely
effect is unclear and will be worked out only if sufficient data appear
to be available.
* % % %

Once. these various data have been amassed, the empirical work should
be straightforward. The analysis in the accompanying report predicts
that the removal of vertical restrictions imposed by the hearing aid
manufacturers should have placed the case-finding dealers at a competitive
disadvantage. Their prices should have fallen reflecting the decline in
their advertising expenditures and the concomitant reduction in "“services"
(leads) provided to dealers. Their sales should have declined both through
losses to professional referral manufacturers and through foregone customers
not reached by any hearing professionals. The decline in:sales should
occur after the price decline, though the data may not permit this inference.
Import shares should increase despite an increase in the relative price
of imports, but the overall increase in import sales should fall short
of compensating for the domestic sales slackening, Companies like Starkey
and perhaps Maico should grow relative to Beltone while Dahlberg, Radioear,
and Sonotone should fade, both absolutely and in comparison to Béitone.
Finally, were data available for the post-1977 FDA rule experience,
Beltone's position should worsen and its experience should approach

that of Sonotone, Dahlberg, and Radioear.
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TABLE 1

i - MEMBERSHIP IN HIA, June 30, 1977

iudiotone Qualitone

ludivox, Inc. Radioear Corporation

ieltone Electronics Corporation RCI, Inc.

jahlberg Electronics, Inc. Shalako Group

ianavox, Inc. - Siemens Corporation

‘lectone, Inc. Starkey Laboratories, Inc.

ehr Instrument Corp. Telex Communications Division
lagnatone Hearing Aid Corp. Unitron Industries, Inc.

@ico Hearing Instruments Vanco Industries, Inc.

GD Corporation Widex/Hal Hen Comapny

orth American Philips
Company, Inc.

ource: Price Waterhouse memo to HIA dated September 29, 1977.

he companies listed are those members of HIA who reported sales to
rice Waterhouse. ; Given the nature of the dues assessment process,
t is taken to be.complete.

hanges in HIA/HAIC membership (incomplete)

dditions Effective Deletions Effective
lectone, Inc. 1975 (second half) Vicon 1975 (second half)
oldentone, Inc.) 1976 (first half)  Oticon 1976 (first half)

Goldentone appears neither as a 1977 member nor in the nonmember

sales estimates of HIA.
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Other Regulation. The industry has been subject to a great deal of govern-

ment intervention beyond that contained in the Bureau of Competition consent
orders. The Bureau of Consumer Protection has prepared a lengthy staff
report on the industry and has proposed a t.r.r. The FDA, after consider-
able study, has issued rules governing the devices themselves, which
could have impacted competition through their relative effects on U.S.
versus foreign and large versus small manufacturers. Finally, at the same
time one might have exbected quality of dealer performance to deteriorate
as a result of FIC actions, state moves toward licensure may possibly
operate in the opposite direc;ion.

For purposes of the empirical analysis, the BCP and HEW investigations
will be ignored. While industry sources attribute a portion of the 1976-1977
sales decline to bad-publicity generated by these proceedings, there is
1ittle evidence to support this inference. In particular, the industry
received as much or more bad publicity during the early 1970's as a result
of Senateihgarings conducted under the auspices of Senator Charles Percy. .
There does not appe#f to have beeh a corresponding sales decline consequence
to those hearings.

The most important regulation imposed on the industry during the 1870's
was almost certainly the medical examination requirement promulgated by
the FDA in 1977. Indeed, it is likely to have been significant enough to
require that the samples be terminatgd in 1976. Should more recent data
be employed, it will be imperative to check for discontinuities in the

various series occurring in 1977. The post-FDA rule experience can be useful
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in testing the property rights explanation (cf. "The Hearing Health Care
'lie'livery System" above) but will certainly involve a serious confusion
of c.o. and FDA effects.
5

ol
a2
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TABLE 2

STATISTICS UNDERLYING HIA ESTIMATES OF NONMEMBER SALES
SIX MONTH PERIOD ENDING JUNE 30, 1976

I Number ~ Average Range Standard
| of of of Deviation
mpany Country Respondents Estimates Estimates (6+ responses)
beo Electronics Co., I11.

pyaltone) u.S. 2 250 200-300 -
comold, Colo. u.s. 9 m 100-900 257
plivox England 5 340 100-600 -
alog (Computer), Minn. y.Ss. 7 429 200-1,000 262
dium Holland 5 220 100-300 -
rex, I11. u.s. 7 350 100-1,000 292
rnaphone Switz. 4 213 100-300 -
rtiton Japan 2 225 200-250 -
delity-Interton Germany 11 5,355 900-8,006 3,630
delity-Viennatone Austria '

es Spain 4 600 100-1,500 -

€. Electronics, Calif. u.s. 9 4,583  1,000-12,000 3,625
nke Germany 2 350 200-500 -
gnatone, Fla. u.s. 8 938  200-3,000 825
croson Spain 1 1,500 1,500 -
'ntaphon Switz. 2 800 100-1,500 -
iikron Switz. 7 1,371 600-2,000 620
arion, N.Y. ©u.S. 3 1,700 100-3,000 -
dicon, N.J. U.s. 9 27,167 12,500-55,000 12,640
rivox Spain 1 1,500 1,500 -

'on Japan 4 613 250-1,500 -
notone, N.Y. u.S. 8 3,813  2,000-9,000 2,135
wundfinder, N.Y. U.S. 1 500 500 -
Tevox, Calif. u.s. 2 200 200 -
ixas Hearing, Texas u.s. 5 1,040 200-3,000 -
‘utone, Texas u.s. 1 100 j00 -
tima, Fla.- u.s. 4 575 300-1,000 -
inco, Fla. u.s. 8 1,900 1,000-4,000 939
icon, Colo. u.s. 9 5,067  3,000-11,000 2,259

jurce: Worksheets provided by HIA.
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5. Comparisons of the Property Rights Theory With Other Efficiency
Explanations for Vertical Restraints on Hearing Aid Dealers

Attempts to explain vertical restraints as eéfficiency enhancing
devices seem generally to have concentrated on promotional activities
of dealers. Following Telser (1960), most investigators have concentrated L3
on uncovering "special services” provided by retailers designed to promote
the product in question. For example, a dealer selling personaI_comﬁuters
might be expected to provide customers with some introduction to the
capabilities and applications of the equipment. If the equipment were
sold widely, some dealers might be tempted to "free ride" on the services
provided by rivals, reducing prices and attracting customers who have
decided which machine to purchase based on information obtained from a
“full service firﬁi This free-riding leads, of course, to underprovision 2
of these special services, and thereby to inadequate promotion of the |
products in question. The difference between the special services argument
and the property rights to leads is simply whose rights are being protected.
The special services argument treats vertical restraints such as territorial
restrictions as devices to define and protect dealer rights, while the
leads analysis treats the restraints as designed to protect manufacturer

rights. The two approaches are in no way inconsistent, and indeed, the

restraints observed may be governed by elements of each. Nevertheless,
when the vertical restraints are taken as a package, the manufacturer -
rights appear to provide a better explanation for the contractual con-
ditions settled on than does the special services argument.

The principal obstacle faced by the special services argument is
provided by the manufacturer's insistence on exclusive dealing. As has

already been indicated, lead generation requires exclusive dealing. In
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contrast, were the goal only to protect dealer rights, exclusive dealing
would not be necessary. To see this, consider the following arguments:
A multi-line dealer isn't 1ikely to spend time

and money promoting one of his brands if the only

effect is to take an equivalent amount of business

away from another of his brands (on which he obtains

an equivalent mark-up or other return). Yet the

manufacturer of the first brand would prefer the

dealer to do so, if everything else was equal. Thus,

one important rationale for exclusive dealing seems

to be its ability to remove conflicting or competing

incentives from a dealer's promotional decisions.
This argument seems p]ausib]e, but fails because it does not explain
why the dealer and the manufacturer interests diverge. In a market
with 1ittle brand recognition, a dealer would not choose to carry a
second product line unless that second line proved complementary to
the first. 1f the second 1ine proved to be complementary, a manufacturer
could only force the dealer to forego that line by offering a higher
markup on his own line -- clearly a counterproductive move.3 Indeed,
the thrust of the special services argument generally is that manu-
facturers atfempt to protect a dealer’s rights to profit from the
“dealer's own promotion in order to ensure an efficient provision of
that promotion. This exclusive dealing argument is quite the opposite.
It says that manufacturers would wish to enforce upon their dealers a
second-best solution, . There is no solid reason why they would wish
to do so. Some restraints may be designed to protect dealers, but pro-.
tection of manufacturer rights must be an important part of the explanation

for the pattern of restraints observed.

3The argument is similar to the anticompetitive argument and fails for
the same reasons. As in the case of those restraints, comparisons can
be made to the insurance market. Companies which advertise heavily
and so have well identified trade names protect their rights to those
brands by requiring their agents to be single-line. When brand iden-
tification, i.e., supplier rights, are not at issue, exclusive dealing
is not required.
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.rPduction

: This proposal deals with an extension of the economic éna]ysis of the hearing
Is industry reported in the final report of Federal Trade Commissioﬁ Contract
105. The goal of the work outlined below is to develop a publishable paper

ed on the theory already developed combined with empirical analysis as per-
‘ted by the available data. I thus propose to link the theory developed

fthe Task 3 report with the empirical analysis contemplated in the Task 4

}ort. The work to be.done on the theory section consists generaTiy of the
rparation of a more concise'presentation, but will be suppIemented'by increased
‘ention to the effect of changing the standard under which antitrust actions
;inst hearing instrument manufacturers are to be judged. In particular, the
bsumer welfare standard supported by Bork and others as a justification for
Iging antitrust on economic efficiency grounds does not fully support an
"iciency test in the hearing aids market. This disparity arises in con-
juence of the significant amount of fraud which is alleged to occur in the
iring aids market. Clearly, the efficient exploitation of guillible or

:r]y informed elderly persons is 1ncons1stent with consumer welfare maximiza-
n. The modifications of the theory that are contemp]ated should not prove to
substantial, however, so that the bulk of the effort will be concentrated on
reloping the empirical analysis. Accordingly, the remainder of this proposal

devoted to consideration of the empirical issues of the Task 4 report in

jht of my current understanding of data availability.

Empirical Analysis of the Hearing Aids Market: The Company Focus
Federal Trade Commission Contract L0605 required that I analyze the effects
FTC-negotiated consent orders against Sonotone Corporatlon Radioear

rporation, Dah]berg Electronics, and Maico Hearing Instruments. These orders
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forced each of the companies to abandon a broad range of vertical restraints
" on their dealers, practiées which ranged from control bver warranties and spare
parts to exclusive dealing and exclusive territories. Upon reviewing the com-

pliance information obtained by the FTC for these orders, it became clear that

something very dramatic, and, indeed, catastrophic had occurred in the hearing

aids market. Sonotone Corporation had been a significant domestic manufacturer

iy
R

of hearing instruments; in the wake of its consent order it virtually disappeared,

reemerging as a marketer of imported aids without any manufacturing interest of
its own. Radioear was also rescued at the last moment when it was sold to a
consortium of its dealers. It appears that these firms have continued to exist
in name only.

The remaining two firms had a different experience. Maico apparentIy suf-
fered a very substantial sales decline. This decline resulted from a dramatic
change in marketing strategy: the éompany simply gave up on sales through its
dealer network and switched.to professional referrals. Liké Radioear and
Sonotone, Maico was sold, and the company now operates in a very different

fashion than did its predecessor. The most curious experignce of the four

@

st

companies was that of Dahlberg Electronics. Like Maico, it switched aggressively

into the professional referrals market, but unlike Maico, it retained, and
indeed expanded its dealer network. As a result, Dahlberg's sales apparently
held up reasonably well, though its profits may have suffered. Dahlberg's
sales experience‘is therefore a mixture of the inhibiting effect, if an}. of
the FTC's consent order (and other factors) with the stimulation effect of i;s
efforts in the professional referrals market. Clearly, for our purposes, the
~reievan, sales are those made by Dahlberg to hearing aids dealers. These have

apparently declined substantially.
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Between the preparation of my Task 3 and 4 reports and this proposal, some
dftiona] information on sales appeared in highly processed form as part of the
Ttone litigation. This information is interesting, but far from conclusive,
pecially given the censored form in which it appeared. 1t appears that
1tone, the leading exponent of vertical restrafnts in hearing aid distribution,
periénced sales declines comparable to those of its rivals. Another ihportant
rm, Zenith, also found its sales in decline and, following the example of
ico, Sonotone, and Radioear, was So]d. It is clear that sales difficulties
re not limited to the firm's whose distribution systéms were restructured by
e consent orders. |

The problem with all of these figures is one of an appropriate standard
.r comparison against which the sales experience of these companies can be
asured. The industry was buffettedat this time not only by the consent
ders, but also by the negative publicity generated by an FTC BCP study and
'oposed trade regulation rule and by an FDA proceeding which finally resulted
2 physician waiver rule. Each of these factors should have had an adverse
!pact on the hearing aids market. While it appears that the rapid growth
: hearing aid sales ended in 1973, roughly coincidentwith the FTC action,
iis ‘sales slowdown may well have been due to factors totally separate from the
‘nsent orders,
| How good are non-consent-order firms likely to be as standards for compari-
;n? Beltone seems to be the best candidate, and the evidence of its poor
rformance certainly calls into question some of the task 3 report's predictions.
; should be recalled, however, that Beltone has been under FTC attack for pur-
iing the same set of practices enjoined by the consent orders. Its defense is
;sed on a claim that Beltone abandoned the enjoined practices some time ago,

it would like to readopt them in the future. Beltone's claim is less than
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totally credible, but to the extent that-BeItone reduced dealer terminations or
stherwise scaled back efforts to police exclusive dea]iné, its worth as a test
standard is diminished.’

The considerations are rendered moot by the black veil of secrecy that
:nvelopes the Beltone litigation. Without access to the Beltone record, it is
"ot possible to imagine a successful empirical analysis of the hearing aids
fndustry using the company as a unit of analysis. As a result, the rest of this
proposal deals with the data analysis which is feasible, analysis of industry
trends. B
|

2. Empirical Analysis of the Hearing Aids Market: The Industry Focus

I propose to collect price data by computing deflators. Data on value of
products shipped are ayai]ab]e from the Annual Surveys of Manufactufes and from
the manufacturing censuses. Collection of these daté apparently ceased after
1677. Implicit prices come from dividing these data by shipments figures.
There are three related sources of such figures, two of which are referred to
in my Task 4 report. The third i; part of the Beltone Record (see Docket No.
8928, Answer to Respondent's Motion to Supplement the Record). The resu]tingv
prices are expected to indicate a pricedecline for domestic aids resulting
from the severing of the tie-in between leads and instruments.

Once these prices have been interpreted, they can also be used to see if
increasfng price competitiveness of foreign aids accounted for the success

of these products--success which occurred even in the slumping post con-

%It is worth noting that the sales figures which are available provide less
than overwhelming support for the argument that hearing aids vertical restraints
served as an effective anticompetitive device. Imports managed to increase
‘their share of the U.S. market both before and after the consent orders. Im-
ported aids are marketed through audiologists rather than hearing aids deaiers.
Is one to interpret the attachment of hearing aids manufacturers as akin to
increasing the strength of a Maginot line of entry barriers even as imports

were outflanking their position?
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. order market. Since hearing aid brand names do not appear to have wide
.omer recognftion, there is little reason to expect that the effect of “"other
éérs"--the BCP and FDA actions--shoyld have affected 1m§orts less than sales of
}stic firms.2 Hence, if the foreign/domestic price relative did not decline
iedly as during the mid 1970's, the results of the analysis will suggest
i U.S. market{ng was less competitive than before.
'The central focus of the data section will be on the analysis of indﬁstry-
} data SUCH as these. They are available and are not difficult io interpret,
jgh a limited number of observations means that the results will have to be
irpreted impressionistically rather than statistically. Nevertheless th;fe
ns to be an opportunity to go well beyond the typical vertical restraints

lysis, here one eschews data entirely to concentrate of theorizing.

.Auxiliiary Tests

A number of auxilliary tests are proposed in the Task 4 report including

se involving advertising and larger buyers. One additional test that could

8 great interest concerns the numper of hearing aids dealers. While this

;er is difficult to come by nationai]y, several states have had licensing

rds in place since the early 1970's. For those states, it should be possfb1e
trace the number of dealers before and after the consent orders. If vertical
ﬁraints had an anticompetitve effect, removing them should have increased

ess to dealers while lowering manufacturer prices, thereby making the dealer

is needs to be qualified, because the FDA and BCP investigations may have
reased consumer demand for certification and shifted sales from dealers to
iologists and otolaryngologists. The consent order firms approached the
fessional referrals market only after the consent orders suggesting strongly
t the relative attractiveness of the two channels was directly affected by

orders.
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_an attractive distribution outlet. My analysis predicts the reverse. Hencé
it may be possfbie to discriminate between the two for at least some states.

If data from several states were available, the set of auxiliary tests
would be correspondingly enhanced. The largest decline in the dealer net&ork ' B
should have occurred for customers who were relatively inaccessible
through dea1er sponsored advertising or other direct dealer approaches. This
nu} characterize potential hearing aid customers in rural areas or States with

low population density. This is consistent with the little we know about the S

Jocation of Beltone and other single line dealers.

5. Summary
This proposal is intended as a supplement to the Task 3 and 4 reports 8

already available to the FTC. I now believe that the industry focus is adequate
to provide some support for the theories advanced previously. Clearly, it is
not ideal, but neither is the company level alternative. The industry level

_ approach has the advantage of bging eminently feasible and, when combined with
.the auxiliary tests, has the pote.nt.i:al to enhance considerably our understanding
of vertical restraints in the hearing aids market. It also permits the analysis
to be divorced entirely from the Beltone litigation. The results obtained would

apply solely to the consent order cases. &

)
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VERTICAL RESTRAINTS IN INDUSTRIAL GASES

Gerald Brock
August 21, 1980

Final Report prepared for the Federal Trade Commission Bureau
of Competition in fulfillment of Task 3 of Contract L0601

mmary of Report

Prior to the late 1960's, the most profitable segment of the
lxrlus*!:ria.l 'ga.s business was the production and distribution of the gas

S-Iuge direct customers. ESmaller customers vere left to independent
| - .

istributors who purchesed gas in bulk from the manufacturers and resold

! in velding supply stores. Nev entrants and changing technology during

he 1960': produced a situation of increased competition and excess
lxpply at tﬁe gas manufacturing level. The result of the increassed
i:mpetition vas & reduction in the profitability of direct sales to
#ge customers and an 1x;creue in the profitadility of sales to small -
nst.oxner's who vere less able to seek canpetitiv_e bids for their gas
eeds. In the existing environment of independent distributors, the
et result vas a decrease in the profitability of gas manufacturers and
In increase in the profitability of independent distributors. The

wvo largest manufacturers, the Linde Division of Union Carbide and
irco, responded to the increased manufacturer .1eve1 ccmi)etiticm Yy
mposing restrictive contracts (requiring the purchase of & package of

11 industrial gases and velding equipment as a condition to purchasing

nything) with their distributors and beginning verticel integration into
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the distribution stage. The vertical restraints allowed the manufacturers
to reap the advantages of being a full line producer and having custcomers
and distributors dependent upon branded welding equipment. The vertical
restraints transferred profits from the distributors to the muflaett.xrers,
increased consumer prices, and reduced distribution flexibility. The
removal of the vertical restraints as a result of the FIC action will
increase distributor profitability, decrease manufacturer profitebility,
reduce pri\ces, and increase distribution flexibility but the effects

will take several years to develop completely.

Production and Use of Industrial Gases

In order to understand the use of vertical rectraints in industrial
gas, knovledge of the production tech.nolog} and demand coﬁditions is
useful. Oxygen, nitrogen, and argon are derived from the liquefaction
of air (78% nitr'ogen, 21% oxygen, and 1% argon). The production process
consists of cooling air to the point of liquefaction, then raising the
tenperature slightly to boil off _the three gases separately. The
different boiling points (=320 F. for nitrogen, -303 for argon, - 297 .
for oxygen) allow the recovery of the individual gases. After sepa.ré.tién,
the gases are either moved to the final user in gaseous form through a
pipeline or cocled to 1iquid form again for storage and delivery. The
process is technically complex becsuse of the extremely low temperatures
required, but is a vell understood and long estabdlished production .
process. Plants are highly automated and operate with very few personnel.
The only significant purchased input for the production stage is electric:
pover.

Acetylene i5 used as a velding fuel gas and as a chemical feedstock.

It has been a dominant welding fuel since the invention of the oxy-
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\¢etylene torch in 1901 because of its 6000° flame, the hottest of

Iy . !
|l.'l.l flazes in commercial use. Welding acetylene accownts for 21%

) the total acetylene market. In 19Tk, welding acetylene was produced

in 275 small ealeium carbide plants. Calcium carbide is dbrought

into contact with water resulting in a chemicel reaction in which
;ucetylene gas 18 relessed. The gas 15 then purified, compressed, and
;!issolved in acetone in special cylinders. Acetylene cylinders are
)¢ different design than other eompressed.gas ¢ylinders becsuse pure
sompressed acetylene is subject to violent explosions.l The other

19% of the total acetylene market in 197k was for use as & chemical

feedstock, primarily for the production of vinyl chloride and acrylates.

fost chemical feedstock acetylene is produced in nine large plants by

the thermal cracking of twdroca.rbons.z Although fuel gas acetylene and

shemical feedstock acetylene are chemically identical, the markets
wre sharply differentiated on both the supply and demand sides. The

‘acetylene marketf' for purposes of the FTC vertical restraints actien

| .

refers ealy to the 21% of the total acetylene market used as a fuel gas.

Helium is present only in minute quantities in the atmosphere
(5.3 ppm). It is consequently possible but generally weccncmical
to recover helium along with the air liquefaction processes used for
oxygen, nitrogen, and srgon. The standard source of heliwm is from
natural gas deposits. Helium is often purchased and resold by the
industrial gas companies rather than being produced directly by then.
The primary welding related use of helium is as an inert protective
itnosphere to allow high quality velds without contamination from

atmospheric gases.
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Hydrogen is used as a lov heat velding fuel (L000® flame with
oxygen) for aluminum, magnesium, and lead processes and for the anneeling
and heat treating of metal products. It is commonly produced from the
electrolysis of wvater, the electrolysis of sodium chloride, or the
decomposition of hydrocarbons.

Of the six industrial éase‘s. OXygen, nitrogen, and acetylene ‘a.re
by far the dominant ones, with hydrogen, helium, and argon sold in much
szaller quantities by the same distributors. Thus significant competitive
issues can generally be confined to oxygen, nitrogen, and acetylene.

The dominant use for oxygen is the basic oxygen proccss of steel
production. In 1977, steel companies acccunted for over bhalf of the
total oxygen demded.3 A second industry which uses largé quantities
of oxygen is chemical plants. The third major use of oxygen (and the
one most relevant to the FIC's vertical restraints case) is to speed the
combustion and raise the temperature of gas torch flames. Oxygen is
used in conjunction with acetylene and other fuel gases in welding, _
cutting, and treating of metals by gas flames. Individual use quantities
range from very substantial in high volume steel foundries to miniscule for
individual velders.

The primary useage of nitrogen is to displace air and provide a
protective inert atmosphere. Argon and helium provide the same function
at higher cost and generally higher quality and are used under conditions
vhich make nitrogen inadequate. Major users of nitrogen shielding .
include steel, chemical, electronics, and velding industries. A separate

market for nitrogen in its 1liquid state consists of using liquid
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‘trogen as a very lov temperature coolant for super-fast freezing

il

AT

* foods and other very low temperature processes.h Liquid nitrogen
Yod freezing is more expensive than other methods but also faster

:sulting in higher frozen food qQuality.

irket Pover in Industrisl Gas Production

Table 1 shows the concentration in industrial acetyleme production.
xe four firm concentration ratio is T0%, with a long tail of sm.ll
mpanies. Thirty-seven percent of the plants and 17% of the ecapacity
= accounted for by ind.epend.ent producers vho are pot ameng the eight

ijor industrial gas suppliers.
S ‘
Table 1 '
Industrial Acetylene Market Shares (Calcium Cerbide Plants Only)

pupany Rumber of Plants Share of Plants Share of Capacity

(nde (Union Carbide) 67 2Lg 37%

lreco 25 | 9 21 .

;emetron a8 7T 7 ]
;.r. Products & Chemica.l‘s 5 5 5 .
lquid Air 19 N { L

iquid Carbonic 13 5 3

{g Three o1 I 3
ﬁrdett_e -5 2 ° B
thers 102 37 17

Source: John J. Par Report, March 29, 1976 (Chemetron Corp. )
in Docket 2990, Box 16.

Ba.rrieﬁ to entry into acetylene production are lov. Capital costs

re miniscule by industrial plent standards - on the order of $100,000
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for machinery and equipment. A 1976 Cheﬁetron proposal to rebuild an
acetylene plant in Eucliq, Ohio which had 'been destroyed by fire showead
total capital expenditures of $267,000 of which $198,000 was for the
building and $69,000 vas for the machinery and equipment. Opex;ating
costs vere projected at $36,000 per month of which $27,000 was for raw
material and $5,000 vas for labor.”’ Similar costs vere given in |
Chemetron's préposed sale of its Jackson, Mississippi acetylene plant
to Chemetrcn's largest distributor in Jackson. The plant vas housed in
& leased bullding and had a book value of $8,970 and a proposed selling
§rice of $60,000 for machinery, equipment, and office furniture.
The incentive for selling the plant was the threat of the distributor
to build his owvn plant and Chemetron's belief that the distridbutor
was capable of doing so and taking away the acetylene business from
Chemetron's plant.6
The low capital costs, easy availability of equipment and
technology, and standardized nature of acétylene make barriers to
entry into acetylene production itself practicelly non-existent. The
lov capital costs and low economies of scale make it feasible for
individual velding supply companies to produce their own acetylene
rather than purchasing it frem the major industrial gas suppliers.
Any profits sbove the normal competitive level in acetylene come from
control of the raw material calcium carbide or distribution restrictionms.
Calcium carbide is a concentrated market with only four producers, two
of vhich are integrated industrial gas suppliers. Shares of 1975
caleium carbide produétion eapacit-.y vere U8% for Union Carbide, 31%
for Airco, 17% for Midwest Carbide, and 4% for Pecific Carbide and

ltJ.l\.oys.-r Distridutor re@uirements contracts which required the pu;'chase

-391-




‘acetylene from Unicn Carbide or Airco in order to purchase other
ses or velding equipment (prior to the FIC Consent Decrees) prevented
stributors from supplying their own acetylene requirements.
Table 2 shows the market shares of liquid air cﬁpacity for the
ited States as a whole and for major regions. Regional concentration
important because of the high transportation cost and the local nature

most sales. The three largest producers (Union Carbide, Air Products,

Table 2
Air Separation Capacity in 1978
mpany U.S. Northeast Rorth Central South Atlantic Texas Celifornias
ion Carbide 3% 37% 4s5% 27% 25% 36%
r Products 19 21 i 37 L 28
Teo 15 16 21 13 0 1n
g Three 1n ) 0 6 56 13
emetron 8 8 9 2 8 0
‘quid Air 5 0 0 7 T 10
G 3 2 5 o] o] 0
irdox 1 3 1 y 0 0
' 19 86 89 8L 96 88
; 95 91 95 96 100 98

. Iiquid Air acquired Chemetron's Industrial Gas Division in June, 1978.
In September, 1979, the FIC required divestiture of some competing plents.

Source: Liquid Air Submission to the FTC of Jwe 6, 1978,
Section II, Schedule B, Docket 2990, Box 3.
ad Airco) produce on a national basis and have market shares roughly -
qual across the various regional markets. Union Carbide is the largest
roducer in four of the five largest regional markets and the second

roducer in the fifth. The three national producers accounted for
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68% of the total U.S. capacity in 1978. The second tier of companies
(Big Three, Chemetron, and Liquid Air) have much more significant
regional specialization. The merger of Chemetron and liquid Air

in June, 1978 made the company a national producer and the fourth
largest in the industry.

The market for liquid alr products is essentially local in nature
because of the high transportation cost of the product. Typical Qirect
product prices include free delivery within fifty to one hundred miles
of the producing plant and significant transportation charges arter
that. In the Union Ca.r'bid§ schedule of April, 1978, the transportation
surcnarge for each fifty miles beyond the first fifty wvas approximately
10% of the produqt px':l.ce.8 Thus the delivered price to a user over
500 miles from the producing plant would be double the delivered-price
within £ifty miles of the plant. A liquid Air report showed that
eighty-nine percent of liguid oxygen and nitrogen was shipped less than
150 miles from the producing plaqt.g The concentration of shipments close
to the producing plants would give each compeny local monopoly powver
aromnd its plants if it were not for the practice of trading product.
Becsuse‘ 1:.ﬁe prbduct is an wndifferentiated commodity (except for standard
grading differences such as purity specification), the customer is
wnconcerned with which company actually produced the product. Thus it
is common practice for the companies to trade products among themselves
so that each may supply its own customers from a nearby plant even ir
that plant is owned by a competitor. The trades eare designed to balancg
out and cash settlement of net pﬁrchases is dfscouraged. The excha.nge‘
agreements among the companies specify e settlement price for imbalances '
in the exchange, but considerable efforts are made to equalize the

actuel product trades rather than settle for cash. For example, the
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tcord of trades with Air Products for the years 1967 through 1972
lows that Air Products received a total of 2622 million cubic feet of

‘ogen and nitrogen, shipped a total of 27T7h million cubic feet for

sher companies, and made a cash settlement for 131 million cudbic feet.lo

Barriers to eatry into the production of oxygen and nitrogen are
bstantially _sr'ea.ter than for acetylene, dbut still modest by industrial
.andards. Efficient sized plants are generally listed as about 300
i.x:s per day of air separation capacity, with an investment cost of
proximately $10 million in 1976 dollars. An additional investment of
' to $10 million in distribution facilities is necessary for effective
mpetition in the bulk liquid m&ket!‘l Because total industry air
:pu-ation capacity in 1978 in the U.S. was 30,855 tons per duy.la the
:ﬁciént size of 300 tons per day is only one percent of the total
jrket. The significance of economies of scale as a barrier to entry
pends upon the significance of trading possi’bilities. and consequently
on the significance of regicnal markets. Within the effective
mpetitive distribution distence (100 - 150 miles), a 300 tons per dsy
:ant wvould supply a large proportion of the Qemand in most areas of the
untry and thus eccnomies of scale would be eonsidered a major barrier
reatry. If the firm is able to establish trading sgreements with other
sducers in order to allow it to consider its addition to capacity an
!dition to national capacity, then econcmies of scale as s barrier to
:I:ry are quite small. Economies of scele of cne percent of the national
rket would be less than all but four of Bain's benchmark twenty .
tustries.?>  Market grovth rates between 1971 and 1976 were 3.5%/year
pipelﬁ:e oxygen, 13.1%/year in pipeline nitrogen, 5%/year in liquid
ygen, and 9%/year in liguid nitrogen:.u‘ Thus several new plants of

ficient scale vere needed each year to satisfy growving demand. This
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market growvth made entry much more feasible than it would have beepn in
a static or declining market.

Product differentiation and rav material or patent control are
irrelevant in the producticn side of atmospheric gases. The gas;s are
standardized products. Some attempts have been made to differentiate
them by selling large systems (such as liquid Air's nitrogen food
freezing system), but this has little effect on the overall ina.rket.

Rav materisls consist of air and electricity, both availabl;e on egual
terms to all competitors. The technology is well developed with no
significant patent control. There are differences in the tech;ologicu
sophistication of the various companies according to how much resesrch
they do on develéping‘nev applications and engineering improvements 'to
the production process. While skilled.technica.l personi:el are needed
to compete in the industrial gas business, there is no evidence that
such perscnnel would not be available to a new entrant.

The only darrier to entry besides economies of scale is capital
eoét. The $10 to $20 million required for an efficient plant and
the necessary distridbution equipment is clearly beyon»d the range of.
many snia.ll businesses dbut is not high in comparison with the costs of
building productiocn facilities in many other industries. In terms of
Bain's four categories of capit'al requirements as a barrier to entry,
air liquification plants would rank in Category III ("moderate cagita.l
requirements - $2.5 to $10. million 1951 dollars™ )}’ along with such
dndustries as fountain pens, metal containers, gypsum products, and
canned ﬁuits and vegetables. Although the existence of some economies’
of scale and moderate capital requirements prevent free entry into
air liquefaction, no sudbstantial market power accrues from the production
barriers to entry.
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Competition has been increasing in industrial gases. Union
':Irb'ide's' dominance of the industry has declined as the smaller companies
re been aggressive about duilding new capacity and price cutting to

in customers. A period of over capacity in the late 1960's led to
:reased price competition amcng the industrial gas suppliers.
!:hnologica.l changes have allowed economical operation of small
i:cialized Plants dedicated to individual users. This has given
IF.ﬂ.‘l’.i.c:xm.l bargeining pover to large users relative to the gas suppliers
;ause it is feasidle for the large users to produce their owvn
juirements. More widespread knovledge of cryogenic technology has

le users less dependent upon the fackage of services provided by

; industrial gas suppliers. The overall effect of these changes has

n greater competition and reduced profitability in the bdulk supply.
-gases to large users. The changes had less impact on small users

» could not comsider bullding ‘their own facilities or even seriously

k competitive bids from different suppliers. Increased competition
the production level consequently increased the profitedility of

ving small customers relative to the profitabllity of serving la.rge_

tomers.
tridbution of Industrial Gas

The distribution cost of industrial gas is5 an important part of
total delivered cost to the customer. A central feature of the .
tridution cost function is strong econcmies of scale. Three basic
es of distribution exist: (1) pipeline, (2) bulk 1iquid, and .
| high pressure cylinders. Gas is distributed through pipelines

short distance to very high volume customers. Pipeline customers
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- (known as the "tonnsge market") generally take a substantial fraction

of a plant's capacity and purchase oo long term contracts (10-25 years)
with cost escalation provisions. The pipeline customer esaenfially
rents a plant or & portion of a plant rather than purchasing gas from an
existin_g plant. The availability of a pipeline customer pften deternines
the siting of a plant. Because of the econcmies of scale in building
pipelines and right of vay problems for pipelines of any length,

pipeline gas is only delivered to very close customers. In .some

ceses, the air liquefacticn plant is built on the property of the
Pipeline customer. -»

The second method of distribution is the delivery of liquid in
dulk by truck or railroad. Economies of scale arise both in the
actual delivery process and in the storage facilities at the customer's
site. The unit cost of storing liquid gases in cryogenic form decre;:.ses
with the volume stored. Delivery costs are minimized if delivery tekes
place in truckload or carload lots. In sddition, some costs of dealing
with customers (salesmen's calls, inspection of facilities) are
essentially independent of volume used and thus coﬁtribute to distridbution
econcnies of scale. Because of the significant econmﬂes of scale in
distribution, all industrial gas suppliers have steep volume discounts.
The price for a small volume of gas is typically several times the price
for large volumes. )

The third and most expensive (per unit of gas) method is via
compressed gas in cylinders. Cylinder gas is the most efficient
.distribution method for small scale users because it eliminates the
need for cryogenic transportaticn and storage facilities. It also
eliminates the ™boil-off™ that occurs from liquid gas held without

usage for a long period of time &nd ellovws long term storage for
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ccasional use. The dominant (but not wniversal) mode of distributing

ylinder gas is through stores or distridbutors. Rather than having

i{Lemen make direct contacts with potentiel users and supply them
‘lirect:ly from the producing plant, a store carrying welding supplies
ﬁicdh stocks cylinder gas for walk-in customers. The two level
istridution sys_tem reduces the costs of dealing with small scale
ustomers because salesman's éalls and direct delivery from the manufacturer
i:-e not required. The manufacturer can deliver in bulk to fhe store
ixd the store can resell to individusl customers. Additional costs
re imposed because of the store operating cost but the economies , Bl
[ scale are reduced because of the ease of dealing with large numbers
" customers in a store.

The eccnomies of scale in direct distribution to customers mean
1at many potential customers will not be supplied if direct distributionm
i the only method available. éonsequent]y, 1':here is an incentive
r entrepreneurs to pur'chase from the manufacturers and sell at retail
‘ that is not prohibited by the manufacturér.‘ In general, the manufacturers
.couraged independent distridutors as a superior method to vertically
:tegrsted retail outlets for placing gases with small users. Small
antities of gases are generally purchased in conjunction with welding
pplies. Welding supply stores typically carry s wide range of goods
oduced by various manufacturers as vell as branded welding equipment
:d {ndustrial gases. Prior to 1970, the gas manufactnreré perceived
e small customer as the least profitable segment of the market
a vere villing to leave that segment to ind_ependent distridutors
ther than controlling it directly. Allowing independent distributors
retail gases eccnomized on cepital outlays and managerial resources

f1e allowing widespread coverage of potential small customers. The
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distridutors for Airco and Union Carbide developed a close reletionship
with the manufacturer because they purchesed both gases and veld.';.ng
equipment from the same manufacturer. Even in the absence of formal
contractursl requirements to do so, distributors typieally purchased
all of their requirements of all industrial gases from the same
panufacturer. 7The manufacturers also developed ties with the distributors
through capital assistance and advice provision. Distribution‘ of
industrial gases to small scale users is very cepital intensive because
of the expense of the gas cylinders. Users typically rent cylinders
from the distributor rather than owning their own. A distridutor
may have an inventory o_f,$250.000 or more vorth of cylinders. The
manufacturers often assist the distributor in financing the necessary
cylinder inventory through direct capital investments, assistance in
finding outsi_.de- finaneing, or rental of ecylinders to the distributor.
So long as the manufacturer assists in finanecing tl';e cylinder inventory,
the cylinders are generally restricted to being used for the gases _
produced by tha.t_manui‘acturer, thus restricting the distribdbutor's
freedcm to seek competitive blds for gas supplies. .

Increased competition at the production level during the 1960's
reduced the dependence of distributors upon a sinéle supplier. At
least in the cese of Airco, increased distributor ownership of the
cylindér inventory also gaeve the distridbutors greater freedom to seek
competitive suppliers. The increased competition slso reduced the
profitability of serving competitive bulk accounts and focused menufacturer
attention on the now reia.tively more profitable small user segment of '
the market. A 1972 Union Carbide analysis summarized the change in

bna.rket conditions as tollovs:16
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Elowly over the past decade, profitability in the industrial

gas business has ghifted from the manufacturing to the marketing
activity. In the late 1940's when Linde first began strengthening
its distridbutor organizaticn, the profitability which could be
derived from small accounts vas less than that from major
accounts and a concerted effort was made to put in the hands of .
distributors product supply to and servicing of small users. N
Today, the situation is reversed and a typical distributor '
organization {s more profitable than a bulk producer. We have,
therefore, established an cbjective to participate to a greater
degree in the small user market. Unfortunately, past reliance

cn distributors has left the division without either the marketing
or the distribution capability of supplying such small users on

a direct basis. Continued reliance on distributors to provide .
penetration in this market is becoming more tenusus for several e
reasons:

1. Other wvelding supply manufacturers have broadened their .
product line so that it now includes many of the specialty
items which were linde's forte. Since scme bhave a droader
product line than we (notadly stick elestrodes), cempetitive
inroads into distridutors are increasing as other zmanufacturers
enphasize & complete package.

2. Gas supplies to a éistributor (either cylinder or dulk) are
progressively more available from bdoth local and naticnal
suppliers and price pressures are severe. The importance
of the "Linde package" is becoming less as a distridutor
increases his dominance in his own marketplace. '

3. Increased ownership of fixed assets - notably cylinders, o
liquid storage tanks and £illing facilities - mskes a ’
distridutor less dependent on & gas supplier.

It is most probable that outright ovnership of distributors in

selected market areas will be a desirable strategy, both because

of the potential high returns and the knowledge of the marketplace 5
it would provide to the divisicn....... ) )

Union Carbide and Airco both responded to the changed market conditions

¢ strengthening and formalizing the ties between manufacturer and

istridbutor. Both companies imposed formal contractural requirezents )

PO

1t all gases used by a distributor must be purchased from the
ranchising manufacturer. In addition, informal but implieit ties

stween the sale of gases and the sale of welding equipment vere inpoled-
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thion Carbide also embarked on a program to acquire selected distributors.
Airco executives testified that very little opposition vas

raised to the new _eontracts requiring Airco distributors to purchase

gases exclusively from Airco. Most distributors had been purchasing

sll requirements from Airco in the absence of contractural requirements

and thus savw little change. A few Qdistributors signed the new contracts

but continued to purchase from other companies when better prices vere

availsdle. Ihey were subsequently terminated as distributors. tof

botk gases and welding equipment. The threat of termination of veld:.ng

equipment franchises was more significant than the threat of terminaticn

of gas franchises because of the brand name loyalty in welding

equipment and the significance of repeat business for supplies and service.

Roy Stears, president of Midwest Welding Supply, gave the following

explanaticn for finally signing the Airco requirements contract after

initially odbjecting to it:n
Q Mr. Stears, vhat were the reasons that you did not wish to have
your distributorship tcntract cancelled by Airco when you signed
the total requirements contract in 19737
A I think there were two primary reasons. One is in the purchasing
of our cylinders, if we were cancelled out from being Airco
distridbutors, ve would immediately become due and paysable to
C.C.I.C., three to four hundred thousand dollars worth of payments
that would decome due. The second reason wouid de that we have
duilt over since 1949, a lot of customers that are using Airco
products, and this is capital investment for them, and they vere
concerned about a supply of perts, and so forth, and we would have
been in jeopardy at that point, as far as being this type of

dbusiness, and Airco equipment constitutes maybe T5 percent of our
hard gas business.

Q Were you concerned that some of your customers would have opted
to continue to purchase Airco velding equipment and supplies in*
the event that you had been forced to discontinue your purchese
of Airco equipment from Airco?

A Yes. They would have gone to other sources to purchase Alirco
equipment.
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Q VWhy is that?

A This capital investment of parts snd all that, they readily
don't discontinue and put in the junk heap. They will want to
keep and utilize its total life.

Q Will they also purchase Airco consumable items?

A Yes. There are certain consumable items that would go right

aleng with Airco equipment, and they would have to purchase
this without destroying their capital investment.

Q VWere you concerned that it might be possible that if a customer
determined to go to ancther distributor to buy his welding
equipment that you might lose also that custcmer's gas volume?
A Yes. In the majority of ecases, I think it usually works this
vay. They normally go to one distributor to duy their total
requirement unless it is a particular application on hard gas. They
normally buy them together.
The vertical restraints reduced the freedom of the distridbutors
i
;0 seek competitive bids from various suppliers for gases or to construct
;heir ovn acetylene plants. Many of the conflicts between distridutors
nd the manufacturer eentered_ on the distridutor's dessire to duild
in acetylene plant and the manufacturer's insistence that all gases |
e purchased. With vertical restraints in pla.ée, the manufacturers
[
rere able to discriminate in price between distributors and direct
ustomers. Richard Giordano, president of Airco, testified that
irices to distributors were set by analyzing the local merket conditions
0 determine the price a distridbutor could charge and then setting a
dstridbutor price which would give the distributor "an adequate mergin

o which to run his business, meke a profit on his investiment, and grow.”

dordeno also testified that sales to distributors bad been more profitable

han sales to direct accounts because=19

esethe competitive atmosphers in the large bulk industrial ges
market has been such that the prices have not risen as fast as

the costs, and the profits have not provided an adequate return

cn investment. The market in which distributors do business is one
that has trsditionally been less competitive because it is
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populated by hundreds of thousands of small customers, and as
a8 consequence, both we and distridutors have been able to mjoy
a higher return in that businpess.
- In 1975 the FIC began an investigation into the vertieal i‘estrunts
and distridbutor compleints that the manufacturers used predatory pricing

to drive distributors who switched suppliers out of business. The

Commission decided to ta_ke no action on the predatory priecing complaints »

but to challenge the vertical restraints. The FIC prepared & draft
complaint against Union Cﬁrbide and entered into settlement negotiations
with the company. The compleint charged that the tying arrangeneﬁ;.s,
exclusive. dealing arrangements .l and ‘requirements co_ntra.cts violated
Section 3 of the Clayton Act and Section 5 of the Federal Trade
Commission Act because the arrangements reduced competiton for the
sale of industrial gases to distridbutors, reduced ccn;npe;ition for
-the sale of industrial gases to consumers, and increased entry bnrrii:z.'s
into the sale of industrial gases. The complaint also charged that Union
Carbide's acquisition of majority contz.-ol of tventy-ivo distributors
betveen 1969 and 1977 wvas a viol'ation of Section 7‘ of the Clayton Act_‘. and
Section 5 of the Federal Trade Commission Act. |
A settlement agreement was reached in February, 1977. After
public comment, & formal complaint and order embodying the agreement
was issued on September 28, 1977. In the nettlen;ent. Union Carbide '

agreed not to:

(1) 4mpose requirements contracts with more than one year duratien -

upon its distributors
(2) tie the purchese of one gas to the purchase of another gsas

(3)_ tie the purchase of gas to the purchase of welding products
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(1) purchase additicnal distridbutors except t'o coopensate for

3 distributors sold and for certain other specified reasons.
s paxt of the gettlement, the Commissicn agreed to challenge thé
ex_'tical restraints imposed by Airco and to release Union C‘a.rbide from

ny restricticns more severe than those imposed upon Airco at the

ettlement of that case.
The FIC issued a complaint against Airco in May, 1977 with
;1m1=:- allegations to those contained in the Union Cubidé complaint.

irco denied the charges and refused a settlement agreement on the

aion Carbide terms. Preparations vere begun for a trial before an |
iministrative lav Judge including wide ranging dccument demands from
f_a.nutaeturers and distributors of industrial gases. In January, 1979,
:lst before the trial vas ¢o begin, a settlement on essentially the F

alon Carbide temg wes reached and the matter vas withdrawvn from
[tigation. After pudblic comment, a final order imcorporating the

treement was issued cn July 31, 1979.
|

jelysis of Vertical Restraints

The qQuesticns raised by the above historical account of the
mposition and removal of vertical restraints include:

i.) Why were v.ertica.l restraints imposed only after competition iﬁtensiﬁed?

N
£

3) that effect did the vertical restraints have on the distribution of-
‘ofits betveen the dealer and manufacturer and on the rinni consumer .
ice? -

}) What changes can be expected from the FIC action?

1 order to @wu the qQuestions, a stylized model of the events is
esented below in vhich the increasing competition is represented as

‘switch from pure monopoly to pure competition. A more precise statement
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of:the assumptions and their implicaticns is contained in the appendix.
" Assume initially that there is -a monopolist manufacturer of industria;
gas with a constant average and marginal cost of produetion, e ;';er

unit. There is a fixed cost of serving each customer directly by

the mn!'actur'e.r given by F per month independent of the volume of
purchases by that customer. Under those cost conditions, the profit
maximizing pricing scheme vill de 2 schedule of volume discounts

cozputed from marking up the fixed cost F and the marginal cost ¢

by & factor computed from the demand function. i":lgure 1 illustrates

the cost and pricing scheme from the point of viev of a single custcomer.

‘. F‘-’ ure ,
\ — aquversse Cost o
J J.L JJ Serving one tns'fv-.gp
J |

c}

Three individual customer demand curves are shown on the diagranm,
representative of the various conditions vhich can occuf. Customers
with demand curves such as 4, (vhich do not touch the average

cos‘t: curve) vill not be served under either competition or monopoly
because there is no price and quantity conbinaf.ion vhich they are
willing to accept vhich covers the cost of serving them. Customers
' with demand curves such as L (vhich pass through the averasge cost
curve but not the price curve) would be served under competition at

the manufacturer level but not under monopoly. Customers with
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demand curves such as 43 (above some portion of the price curve)
. will be served under either competition or momopoly.
The situation dﬁpicted in Fig;:re 1 i not an ordinary economies of
scale situation because the fixed cost applies to each customer
rather than to each producticn plant. Thus the na.ngfacturer cannot
agg-rega.te several customers with demand curves such as dl to get o
viable market demand curve. However, because the fixed costs are a
function of the distribution mode, they may be eliminated with an
alternative method of distribution such as a store.
i Assume that a store can provide service to its customers for the

cost of gas to it plus a constant unit charge cg to cover the costs

of operating the store. Assume further that the costs to -the manufacturer

b

of serving a storg are the same as the costs of serving any other direct
customer, F per x:;;:ﬁth-plus ¢ per unit of gas provided. The store

vill then have economies of scale but will be able to effectively

serve small scale customers if there are enocugh of fhem wvithin a

Egiven geographic market. Thus an isolated potential customer with

I_n. demand curve such as dl vill continue to be unserved but an area

Hi;’.h many such customers will serve them through one or more stores.

' The market demand curve seen by any one store depends upon the
:pri.cins policy of the manufacturer, the demand curves of 1ndividua1 )
lpotential cﬁstomers in the geographical area, and the availa‘bility- and
pricing poliéy of other stores in the geographical erea. Assuming

no barriers to entry to the establishment of siores (other than the
economies of scale generated by the manufacturer's pricing scheme) and
ho manufacturer restrictions on resale, stores will de establishéd

anytime the market allows the owner to cover the costs. 'Figure 2
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__41lustrates the situation from the point of view of an individu~’

store.

averaae sfore
st (P )

n'(e C"‘ 0"¢J
i by Mmuantfactuvew

The store's average cost curve is declining because of the volume
discounts offered by the manufacturer. Three possible mrkéi denand

curves are shown. A store with market demand curve D, is n'aking

2
zero profits and is in normal competitive equilidrium. A store with
~ demand curve D3 is making éxcess profits. This will induce additional
entry if the market is large encugh to allow the newv entrant to
make at least normal proﬁﬁ in spite of the economies of scale.
Hovever, if the potential entrant computed his demand curve as D:L
(ﬁelov average cost at all points) he will not enter and the excess
profits of a D3 demand curve will be an equilidbrium. Thus we voqld
expect the equilibrium situation for stores to be zero profits for
loxn'e and excess profits for othefs.
In the situation described above, there is no incentive for the '
monopoly ma.m_.zfacturer to impose vertical restraints because it is the

only source of supply. If the monopolist can distinguish stores

making zero profits from those making excess profits, it has an
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incentiv; to price discriminate against those making excess profits uid
. attempt to capture the profits. EHowever, in general the stores will
be making near zero profits and tl';e monpolist will increase its profits
through selling to the stores. In the actual case of limited competiticon
at the mui‘a.cturer level, there was little incentive to impose formal
vertical restraints so long as prices wvere equal across manufacturers
;nd profits at the retail level vere limited. The two potential
benefits to the manufacturer of vertical restraints were to maintein
stores as customers (increasipg profits from sales to stores) and
to capture retail profits. in an era of limited competiticn, the
advantages to a retailer fram remaining a loyal customer and obtaining
rights to purchase gas in times of shortage outweighed any small
advantage of tem_i:ora.rily 'bet:her prices from another manufacturer.
Consequently, little dealer switching emong suppliers occurred even
without formal restraints20. |

With free entry into the retail sector (other than economies of
scale barriers to entry), retailing net profitg will be near zero
and the final retail price will de clc;se to the price which would
occur uﬁdér vertically integrated lhc.nopoly pricing. In that case,
~ the producer has no incentive to vertically integrate becau'se it can
achieve alll the potentisl profits at the vholesale level without mgkihg
the effort to let‘up a retail network. Even if there are sonme _positive
net profits in the retail sector, the monopolist has many ressons foi'- _ :
avoiding it. The retail sector will have a lover return on assets
than the manufacturing sector and thus may be judged a poor investment
even if the expected return is greater than the opportunity cost of
" funds. The retajl sector poses considerable risk of miscalculation because

of the need to find enocugh low volume potential customers to meet the
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fixed costs of a store. If the manufacturer is more risk averse or
less knowledgeable of local conditions than potential entrepreneurs,

it may find it voi'thvhile to leave the retail sector to independents.
And ﬁnﬁly. there are various msnagerial reasons such as better
comunity relations with an independently owned retailer, problems

in notiv_ating and supervising a local store manager, etc. which mey
lead the manufacturer to allow the retail sector to exist independently
even if there are some excess profits left for retailers. Thus vem
would not expect to find a vertically integrated retail sector under the
monopoly conditions assumed. It is *t;.o the manufacturer's advantage

to have as many retailers as possible selling at as lov a price as
possible because the product is a commodity requiring no image
differentiation or extensive sales efforts.

After the equiln;ritm is estadblished with the monopoly producer
and independent retail stores, assxmé that barriers to entry at the
producer level are eliminated causing thet sector fd become purely
competitive. The pricevvill drop to the level of producer costs.
Volume discounts will remain because of the real costs of serving
customers but the monopoly mark-up on both the fixed cost and the
unit cost will de competed away. After the change to competition‘ at
the producer level, store owners will see thgir marginal costs drop to
c+ cs. The store owner will maintain the same percentage mark-up
applied to a reduced marginal cost. Figure 3 illustrates the change
from the point of view of the store owvner. Under producer monopoiy
conditions, the store owner sees a dewand curve (D), marginal revenue

curve (MR), average cost curve (AC), and marginal cost curve (MC).
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His maximum profit point is determined by the intersection of MR and
MC yielding & price p and a quantity q which just allows him to cover
his fixed costs and earn 2ero net profits. The change to competition
at the produce; level drops .his marginal cost curve to MC' and his
average cost curve to AC' while leaving his demand and marginal revemue
curves unchanged. The new maximum profit position is given by a price
of p' and a quantity of q' yielding a net profit eqm to the shaded
region.

There will be sdditional changes from the switch to compet_:ition ‘
such as scme marginal customers switching between distridbutors and f“"
direct purchases aﬁd some pev entry into the distridbution sector.
Hovever, it is likely that in many cases, the excess profits pade by

the distributors as & result of the reduced marginal cost will not

o

‘be enough to induce new entry because of the fixed costs of setting
‘up 8 new store. Thus the final result of the switch from monopoly to

competition is a reduction in profits at the manufacturer level,
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an increase in profits at the distributor level, and.a reduction in

the final consumer price. The manufacturer will now perceive that

his nosf profitable customers are the indirect customers served by

the retallers rather than the direct customers and will have an incentive
to seek methods of vertical integration or vertical restraints to
capture the retail level profits.

One possible response by the manufacturer is a policy of purchasing
existing distributors or establishing nevv ones. If the manufacturer
perceives the changing market conditions.more rapidly than the distriduters,
it may be able to purchase distri‘butors for a price based on past
profits rather than on potential future profits. Eowvever, if the
distributors understand the significance of increased msnufacturer
competition, they will only sell for a price vwhich includes the
capitalized value of future sbove normal profits and thus the ma.nui.‘a.cturer
cannot benefit by the purchase. The establishment of new na.nuf;cturer
owned dealers will not in general be an attractive method of capturing
the potential excess profits &came the new dealers will incur fixed
costs and competition from established independent dealers. Only
if the manufacturer has some control over the distributors other than
as a competitive supplier of gas can ;t recapture the profits lost
to competition at the manufacturer level. :

In the velding gas case, the tie vhich allows the manufacturez;

.to recapture part of the profits is branded welding eguipment and

full line provision of gases. Because of parts and service considerations
on branded welding machinery, the distributor cannot easily switeb to

a nev brand and retain its old customers. The threat to establish a

compet ing branded dealer in velding equipment is a significant threat
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- 40 the individual dealer's market confrol. Because thé gases are
sold along with fhe equipment, a diatributor vho loses access to
velding equipment 1s likely to lose encugh gas custamers to reduce
his profits to the normal level or belovw.

The purpose of the vert:lcai restraint (requiring full line dealing
in gases and velding equipment from one manufacturer) is to .u.llov
the manufacturer to fully exploit its na.fket pover in velding equipment.
It is a tyipg arrangement betveen a dbundle of goods. The manufacturer
has an incentive to maintain low prices on welding equipment in orde;'
to continue providing a ma.fket for supplies and gases rather than
putting all profits on the welding equipment. With vertical restraints,
the manufacturer can assess the profitability of the distributorship
as a vhole rather than providing competitive prices for each itex
purchased by the distributor. If the distributorship is charged
higher than c'ompetiti;re prices for some gases but chooses' to remain
a distz;ibutorship. the manufacturer can capture some of the potential
retailer monopoly profits. '

Under monopoly conditions at the manufacturer level, the distributor
earns & noz;ma.l profit level cn both welding equipt_nent and gases.
Immediately after the switch to competition; the distributor continues
to make & normal profit on welding equipment .a.nd mskes an excess
profit on gases because of the reductioﬁ in the cost of the gas to him. '

- If the manufacturer simply raised the price of gases without any

. vertical restraints, the distributor would purchase his gases elsevhere.

If the manufacturer raises the price of gases and makes the continued

provision of welding equipment nﬁbject to the purchase of gas, the
distributor will have to make a choice between being a more competitive
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gas supplier vithout welding equipment and a combinaticn seller of gas
and velding equipment. If he believes that stocks of velding
equipment are an important incentive for gas customers te come i.nto
his store, he will find it vofthuhile to continue the relationship
and ace.ept thg vertical restraints.zl

.The requirement to purchase all gases as a condition for pﬁrchasing
any belps develop a close relationship between the distributor and the
manufacturer. It prevents the use of a nev supplier for easily
available or more competitive gases while continuing to rely on t.ite
original supplier for less available grses. Because distridbutors
need access to the rarer gases as vell as to acetylene, oxygen, and
aitrogen and b;csuse capacity constraints sometimes require allocation
of gases to customers, the full line purchese requirement switches
competition from a parrow one time price basis to a droed view of
manufacturer capability to provide all needs over an exteaded period
of tﬁe. It thus benefits established manufacturers at the expense
of nev. entrants wvho are perceived es less relisble for long run

'éﬁpplies and vho may n;:t produce a full set of gases. The vertical
restraints thus contridbute to darriers to entry at the manufacturer
level. _ ) .

The FIC action to remove the verticél restra.ints':ahould increase
consumer velfare by reducing the reteil price of gas §1oser te the-
competitive level, increasing distributor choice of gas suppiiers. and
reducing barriers to entry into the manufacture of gas. In sdditicn,
the action should reduce the profitability of manufacturers and increasse
the profitability of dealers. None of the effects should be expected

to be of large magnitude and could be masked by other changes in
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the industry in an empirical analysis. XNo detrimental welfare effects

are foreseen from the removal of verﬁical restraints in this case.

There are no information or free rider problems of the kind that can
potentially Justify verticel restraints in other industries. Insofar eas

it is etri;ient for distributors to deal exclusively with one manufacturér.
they may continue to do so in the absence of veftical restraints. It

is likely that many distributbrs will continue to purchase all of their _
requirements from a single manufacturer because of real efficiencies,
force of habit, or & belief that they will obtain detter service

from remaining a loyal distridutor. Eowever, the action allows dis-

tributors who wish the freedom to purchase from multiple manufacturers

and provides greater opportunities for new manufacturers to sell to
estadblished dealers. Tt is thus likely that the action contributed
to consumer velfare in spite of the fact that only minor changes in
the industry can be expected to result.

Little information is available in the existing record regarding
changes in distributor-manufacturer relationships subseguent ?o the
FTC actions. It is likely that little change heas occurred to date..
Because the 1977 Union Carbide order was sudbject to modification if
Airco settled on different terms, neither case can be considered
settled until the July, 1979 final Airco agreement. The small number
of distributors who protested the imposition of vertical restraints and'
the number of manufacturer-dealer ties other than the formel require- )
:ments contract for gases suggests that the expected changes to the

distribution relationship will come slowly.
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Hypotheses on the Effect of the FTC Action

The basic effect of the vertical restraints is an .incone
redistribution betveen mnur;ctunr and distributor. The distributor
is reduced to normal profits as in the mcnopoly period. The manufacturer
regains part of the protité lost to increased competition. The
vertical restraints do not affect in any significant way the amount of
service provided with the product. The general effect of .reducing
the vertical restraints via the FIC action should be greater dealer
profitability and lower manufacturer profitability. Specific

| hypotheses can be identified as follows:

1) There will be reduced price discrimination between dealers and
direct customers. The price schedules for dealers will converge
tovard those offered to direct customers.

2) Distridbutor profits vill increase.

3) Manufacturer profits on dealer sales will decresse.

L) Final consumer'prices will be reduced as & result of
removing the vertical restraints.

5) Distributors'vill change gas suppliers more frequently than in the
past.

No radical change in prices or competitive relationships should
be expected from the FIC action. Although'the action increases t_he
bargaining pover of the dealers relative to the manufacturers, the
manufacturers still have a great deal of power over the distridbutors. '
The large number of quality varisbles in the manufacturer - di stributor -
relationship (speed of deliveries, sales assistance and promotional
allovances, allocations in times of shortage, etc.) make the maintenance

of goodwill on the part of the manufacturer an important distributor
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.consideration. The knowledge that manufacturers prefer loyal distridbutors
vho sell cnly that manufacturer's gases will prevent many distributors

for selling competitive gases if the price advantages are not too

large. Consequently, the effects of the removal of the restraints are
likely to show up only over & significant period of time and de '
limited to marginal changes in the profitability and competitive

relationships in the industry.
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APPERDIX

Assumptions Used in the Mogdel
(1) The marginal and average cost of productiocn is €, a constant.

(2) The fixed cost of serving each customer via direct manufacturer
service is F per month. '

(3) The cost to a manufacturer of serving a store is the same as
the cost of serving any other direct account, F per month plus
¢ per unit.

(4) The cost to a store of serving an individual customer is proportionel
to the volume purchased, and is given by c_ (the store cost of
service) plus p (the price paid by the store for the product).

(5) Demand is given by a log-linear function of price and income
(or sales volume of the customer's products) with constant
elaesticities of demand. The income (sales) of potential customers
is distributed log~-linear. The price elasticity of demand is
given by €_ and the average income elasticity of demand of the
marginal cuPtomer is given by € . Individual customer elasticities
are not known. y

(6) Initially the manufacturer is a pure monopolist.

Result 1: The Direct Sale Monopoly Price

With a fixed cost of F per customer and & wnit cost of ¢ per
unit, the cost structure is similar to that of a telephone company
or electric utility in which a fixed cost is incurred for attachment
to the system -in addition to the cost of providing the ;ctual unit
of service (telephone ealls-or kilowatt hours). We can therefore
drav on the telephcne pricing literature for derivation of the optimal
tvo part pricing scheme. The profit maximizing price schedule is in
general quite complex but the demand assumptions made above (Assumption 5)
allov us to use the simplified result of Littlechild that the optimal

pricing scheme is given byzz

(1) £~F - 2,‘; e ‘y/Bf—p

o
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ere f ig the fixed charge imposed on each customer, Py i3 the
ice per wnit of gas imposed on each customer, and 8°1is the elasticity
system size (total number of direct customers) with respect to the incame
vel vhich jJust induces a customer to Join the system and pay the
xed charge.

Equation (1) sars that the p?ofit maximizing pricing scheme
| a fixed charge plus product charge with an equal percentage profit
Tgin on the fixed cost of serviné customers and the mia.'ble
st of providing products. 1f ty = 1 (the marginal customer
'creases gas purchases proportionately to his income or sales
!.czeases) and § = 1, then the result reduces to charging a profit
;.rgin equal to the inverse of the price‘ elasticity of demand es
; the ordinary case without fixed costé of serving the customers.
! we dent.';te /(1 - %/Bep) by a, then ve‘ can revrite the price
i:r mit to customer i as a function of customer i's purchases
' as follows:
2) plgy) = alFf/q +¢)
juation (2) gives the profit maximizing price as a schedule of volume
i‘.scounts based on marking up the actual cost of serving the customer

r the factor a computed from the appropriate elasticities.

Iasult 2: Indirect customers with no resale restrictions
The price given in equetion (2) will leave potentiml customers .
{th low volume demend wmserved. If it is possible to resell the
as through a store to walk-in customers at a handling cost of
(store cosi) per unit and the manufacturer imposes no resale

s
estrictions, the total costs of a store selling 9y units will be:
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(3) 7rc(qy) = P(qi)ql +cq = u(:l-‘/q1 +clg +c,q =aF+ qi(°° + cs)

The store owner sees declining average cost‘s with fixed costs of
oF and constant marginal costs of ac + Cge The store owner is a
local monopolist because of the fixed costs of setting up & store.

He is constrained by the presence of other stores and by the ability
of customers to buy direct from the manufacturer. He must achieve
enough mark-up over his marginal costs to cover the fixed eosts in
order to be viable., If F is very low or c, is very high, the store
owvner will not be viable because he cannot compete with direct
distridbutioen.

The store owner will maximize profits by estimating the elasticity
of demand for his products (presumably higher than the price elasticity
of demand seen by the manufacturer be.cause of the competition of the
manufacturer and other store owners some distance away) and using that
elasticity to compute the optimal mark-up over marginal cost. If
the store elasticity of demand is n, then thé optimal store price
is given by
(L) P * MCc(n/n-1) = &(ac + ¢,) vhere § = n/n-1
The store. profit will de given by
(5) mglg;) = ~oF + (8-1)q, (ac ¢ c )

At a sales level below q = aF/(8-1)(ac + cs) the store will lose
money and sbove that level it will make a profit.

Any customer consuming less thean q = aF/((8-1)ac + Gc‘)
will £ind it cheaper to purchase from the store than direct from the
manufacturer. Assuming there are no barriers to entry other than
econcmies of scale into retailing gases, stores will enter anyvhere

there is a sufficient concentration of potential low volume customers
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)-allow the store to recoup its fixed costs. In equilidrium,
iores will be distributed so that it is impossidle to add another
.ore and obtain a.t\least pormal profits. Some of the stores will be

Xking zero (pormal) profits and some will be making excess profits.
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VERTICAL RESTRAINTS IN INDUSTRIAL GASES

Gerald Brock
May 12, 1980

Specification of data to verify or reject hypotheses in

fulfillment of Task 4 of Federal Trade Commission Bureau

of Competition Contract LO601.

Five hypotheses were stated in the Task 2 report. The data .
necessary to verify or reject each hypothesis is specific to thet
hypothesis. In general, the testing of the hypotheses would be .
quite difi‘icult.because of the short period of time which has elagsed:
since the final Airco settlement and the expected marginal efflects
of the FTC ection. Testing for small effects is much more difficult
than testins for large effects bacezuse the srmall effects are rore
likely to be masked by other changes in the industry froaz wnreleted
causes. It 1s unlikely that useful tests could be carried out without
access to internel date froa the zmenufacturers end dj.s:ﬁ‘:utors.

The actuel costs of writing end sending out a questionairs to ccliect
the necessary data would be relatively trivial. The significant costs
of date collection would come from the compenies' efforis to -comply
and eny legal costs (to either the FIC or the companies) related to
the necessity of collecting thé data. Bef:ause I am not in a position
to estimate the companies' costs of providing the data or the legal
costs vhich might be involved, no cost estimates are given in this

report.
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wothesis 1l: There will be reduced price discrimination between
: distributors and direct customers. ' s

|

a needed: (1) Price schedules fo'x_- direct customers and departures
m the price schedule, (2) price advice sheets for dealers, )
I volumes sold to dealers.
irce of Data: Union Carbide and Airco internal records

The data is needed from 3:973 through 1980 or beyond. The =
‘ormation for earlier years is already contained in the records
;.lected for the various industrial gas cases. Data on the volume
:gas sold to individual distributors is necessary to reconcile the
;tx;i'butor price (generally stated as a flat price or a price with
Es:!.ng:\.e volume break) with the direct customer price schedule
j;ated as & series of prices for differing volumes). This data
expected to show & convergence of prices charged to dealers
ii direct custozers after the cases. It is unlikely that the
11 price effect will have occurred by the end of 1980, but the

scess of convergence should be observable in 1980 data. : 2}
1 . ) B

pothesis 2: Distribtrto.r profits will increase.

ta ﬁeeded: Distributor survey of financial records including

) prices paid for gases, (2) prices received for gases, (3)

nancial statements.
]

This data could be quite difficult to assemble and process
cause of the number of distributors and the expected wide variation .'
accounting methods and data available from individual distridutors. g
cause many distributors are small businesses managed by their owmers,
counting is likely to be quite informel in many cases. Variation

, reported manager's compensa.tion. and other tax related items is
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likely to be significant. It would consequently be necessary to
have a series of prices paid and received for gases s0 that the
changing profit margin could be compared against average cost chenges

as a check on the financiel statements.
Hypothesls 3: Manufacturer prqfits on deeler sales will decrease.

Data needed: Manufacturer studies of the profitebility of distridutor
seles vs. direct sales from 1973 forvard.

The manufacturers' seem to have definite opinions on which
kind of business is the most profiitsble from the testimony and documents
in the existing-record. quever I have found very little quantitative
evidence in the record showing how much variation there is in
profitability. Information on the relative profitability of distributor
vs. direct sales would have to come from special studies because that
level of detail would generally not be maintained in standard accounf.ing'
records. While it isrquite likely that such studies exist based on
evidence in the current record, it would be aifficult ib specify
the appropriate documents with Precision if the manufacturers asserted
that such studies did not exist or could not be located.

Eypothesis 4: There will be no change in final consumer prices as
a result of remvoing the wvertical restraints. )
Data needed: Seme as the data used in Hypotheses 2 and 3.

The combination of information on distributor profitability and '
panufacturer profitability would provide insight int.o the effect on
final consumer prices. A rigorous test of this hypothesis would
require the constructicn 91‘ e very complete cost index for the entire

production and distribution function. The amount of data needed and
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t

he large number of factors potentially affecting final prices make
his @ aifficult hypothesis to test rigorously. Only if the
:rpothesis is wildly wrong and very lerge changes in consumer prices
ssulted from the removal of vertical restraints is a test likely

> yield deﬁnit;.:lve results. It would be difficult to econstruct a
st to discriminate between small changes in consumer prices as
iresult of the removal of vertical restraints and no change in

)msumer prices as a result of the removal of vertical restraints.
|

rpothesis 5: Distributors will change gas suppliers more frequently
than they did while vertical restraints were in place.

ita needed: Distributor survey requesting informetion on the identity
' their ges supplier now and in past years along with reasons for

ritching suppliers.

This is & relatively straightforward hypothesis to test but
! mey be too early for the effects to show up in the data. Because
e final decree allowed one year requirements contracts for individual
ses, & minimum of cne year and prefersbly three or four years is

cessary for the distridbutors to have adeguate opportunity to switch

ppliers.
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III. The Vertical Restraints Protocols
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VERTICAL RESTRAINTS AS INTEGRATION BY CONTRACT: EVIDENCE AND POLICY IMPLICATIONS*

"Richard E. Caves
Harvard University

We have come to realize that contractual relations between manufacturers
and distributors should be viewed as forms of quasi-integration, lying along
a coantinuum qf.market relationships that runs from full vertical integration
at one end to the ;nonymouﬁ spot transaction at the other. Economists have
followed two independent lines of inquiry in their efforts to explain where
and why these contractual terms appear. These arrangements'between manu—.
facturer and distributor may embédy the market's response to certain informa:
tional and contractual failures that would occur in their absence. And
they may comprise the bargain struck betweén manufacturer and retailer,
when_ the two-parties' interests are intertwined énd each wields some
leverage on.the bargain. .These "market failure" and "market power"
approaches (as I shall call them) supply partially conflicting although.-
potentially additive explanaiions of where and why vertical réstraints'
occur. But the relation between the two models has not been explored,

nor has their explanatory poéer been tested.

The standard concern of economics with the normative significance of
vertical restraints has been heightened by revisions and extensions of com—
petition policy in several industrial countries. Exclusive dealing, full-
time forcing, resale price maintenance, and territorial and customer
restrictions on distributors are all subject to some restraint unde? the

* I am indebted to the General Electric Foundation for support:of this . _
research and to Daniel C. Esty for assistance. The paper has benefitted from.
cormunications with Donald F. Turner, Benjamin Kleim, Victor P. Goldberg,

- and members of the Federal Trade Commission staff, and from extensive comments
by Richard Schmalensee.
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ititrust laws of the Uni;ed States, and in most other industrial countries
i least some of these practices are restricted. The U.S. Supreme Court's
.:z;::l-.lion in Continental T.V. v. GTE Szli#nia (1976) by changed the ttatu's-
; territorial restrictions from being illegal per se to make them :I.llegai
1ly where they unreasonably restrain trade. Applying a rule of reason re-
iires that t:he. enforcement agencies and courts understand the full consequences
* these restraints. Those consequen_-i:e; will be hard to pin down, because
:m I shall argue) deleting one restraint from an ongoing contractual .relation
;tﬁeen manufacturer and distributor can shift the bargaining power be:veqx
1e two parties and cause them to.revise the other terms of their relatiosn.

This essay approaches the normative problem of deducing the consequence
l velrtical restraints indirecuy by atﬁempting to explain vhy the_v occur
:xeu they do. bn? strategy for inferring their effects is fo explore what
mditions cause parties to adopt them, because the logic of e:;piriédly
u:ablished causes may allow us to deduce effects. The first section attexmpts
ie large task of integrating the market-failure and market-power wllﬂr
ons of vertical restraints for the purpose of predicting the market eaviron-
mts in \fhich vertical restraints will occur. In the second section I

;esent what may risibly be called a literary multivariate analysis to test
|

jese predictions. Policy conclusions are set forth in the final sectiom.

Predicting the Incidence of Vertical Restraints 45
Why does a manufacturer not simply set the profit maximizing price for .

8 px.-oduct at the factory gate and sell to all comgrn? The lumber deaier .

ires not what articles are made _fron his boards or what price they are

11d for. If the retailing sector were perfectly competitive and homogeneous, &

/433 p.5. 36 (1976).
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the manufacturer would not need to concern himself with the policies
followed by individual retailers who resell his product. The market-
failure and market-power approaches to vertical restrain;s both help to
explain the manufacturer's invélvement, and both models are needed to
explain the overall bargain struck between mangfacturer and distributor and

thus the incidence of vertical restraints.

The market-failure approach

The market-failure approach supplies a critical component of the answer
by showing that the mangfacturer's expected profit may depend on policies
followed by the retailer who distributes it, and that the set of poiicies
that ;he retailer selects to maximize his own profits does not simultaneously
maximize them for the manufacturer. This siippage occurs when the retailer's
policies create rents that are not captured by that retailer but by the

2/

manufacturer or other retailers of the product. The retaller rationally
underprovides policies that comtribute to this shared intanéible asset,
and the manufacturer has an incentive to bargain for a corrective shift
in the retailer's activities.

The prototype source of this free-rider problem is the provision of
pre-sales information to the prospective customer (Telser 133i2. The re-
tailer wvho provides information must set a mark-up that covers its cost;
how?ver. the customef has an incentive to absorb the information and then
to decamp for the nearest discount store and purchase the same article at.a
price mot incorporating its cost of provision. The example of pre-sales .

information, however, tendsvto understate the generality of this problem.

As Porter [28] points out, if the customer selects among competing brands

2/

£’ The discrepancy may also stem from factors not involving externality,

such as differences in time horizoms.
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on the basis of signals and incomplete information, many parameters in-
f;uencing a brand's perceived qualities will be within the retailer's
;ontrol. Thege include not only the'tailoring of information to the
Fustomer's needs but also providing an ambience that has a significant
value as a signal, extending guarantees and providing facilities for
brompt after-sales service that cannot always be priced at its full cost,

etc. When the retailer provides services to his own customers or to who

have bought the same brand from other retailers, revenue that he takes in

nay reflect less than the services' full coatribution to the shared good- -

vill asset. Porter shows that this problem of intangible assets and free-
tider incentives particularly afflicts so-called "non-convenience goods”—
Ehose commodities for which the final buyer shops comparatively and seeks
éuxilliary information and services from the retailer. The retailer's
)remises, once cloaked in the identity of the manufacturer, themselves be-
:ome an advertisement for the good and convey an advertising message even
Eq those who do not patronize them. The neat gasoline station, the ubi-

|
juitous soft-drink vending machine is thus a billboard as well as a
|

retail outlet.

The manufacturer encountering this free-rider problem can employ
rarious strategiles to resolve it. Potentially the most efficient approach
ls to pay the retailer directly for implementing the preferred policies,
;nd such payments appear as subsidies to retail advertising, below-cost
irovision of signs and displays, and the like. However, many of the
lervices that the.retailet provides are difficult for the manufacturer
;0 meter and verify to final buyetg. Information supplied to prospective

lustomers, tepairs carried out so as to raise the chances of a repeat

wrchase are heterogeneous and intangible services. Therefore, as Telser'[33]
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points out, the manufacturer's second-best strategy may be to elevate the
fetailer's profit on sales of his product above a level that would yield

the retailler a normal rate of return when he follows policies that maximize
his own profits. His inflated profit margin induces the retailer to in-
crease the.level of activities that raise the expected sales of the manu-
facturer's product, although perhaps not to the level that the manufacturer
Qould choose 1if he were vertically integrated into retailing. felser was
concerned with resale price maintenance (RPM) as an instrument available to
inflate the retailer's margin. Bork [3] and Posner [29] subsequently argued
that other vertical restraints, such as the assignment of an exclusi;é
territory to each retailer, serve the same purpose; this equivalence will be
considered below. Caves and Murphy [5] noted that franchising systems

adopt various policies in order to avert free-rider behavior. Restrictioms
that manufacturers impose on their distributors may serve to limit market
failures due to various forms of free-riding. -Some authors conclude that
these restraints, even when théy 1imit competition among retailers, are
presumptively in society's interest because that interest is congruent with
maximum profit for the manufacturer when his market remains "almost" per-

fectly competitive.

Be that as‘it may, the market-failure approach both explaine the
occurrence of cé¥tain vertical restraints and indicates why the relation
between manufacturer and distributor takes the form of an ongoing contract.
The téo parties share an intangible asset: buyers' goodwill for the manu-
facturer's brand, representing their willingness to pay more per unit for the:
branded good than for a physically equivalent product that is unbranded or
carries an unfamiliar brand. The asset derives its value from investment-

type outlays by both parties and yields quasi-rents over time to both. But
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the market-power approach also contributed importantly to explaining why
_the manufacturer finds himself in a specifié bargaining relation with indi-
vidual retailers, and how the agreeﬁents explainable by the market-failure
approach also hold significance for bargained relations among heterogeneous

and impurely competitive parties.

The market—-power approach
A manufacturer might regard-ﬁis retaill distributors as imperfect com-
petitors for two ressons. Retailers may in fact possess and exercise some
long-run bargaining power. And they may be able to appropriate quasi-rents
in the short run, as a form of-.contractual failure, even if they are purely
competitive in the long run (i.e. when one retailer can be substituted cost-
iessly for another).
An assumption that retailers possess any long-run market power flies _

in the face of one's casual sense ©Of the large number of rerzil enterprises and
app;rently easy entry. Nonetheless, certain considerations make the assumption
plausible for.some sectors. Chain stores may have advanced far enough in
"some lines of retailing to 1lift national-market buyer concentration into a
fange that affords some recognitiqn Qf mutual interdependence. More signi-~
ficantly, because retail sales markets are localized, what matters for the -
manufacturer is the number of outlets through which he can place his product
before final buyers in a given shopping area. Specialized types of retail
outlets can be few in number, even in relatively large metropolitan areas.
Porter [28, pp. 30-35] points out that this problem is particularly likely
to arise for manufacturers of nonconvenience goods because of the skilled and .
specialized services often profEEred by the retail establishment. Entry

| barriers may arise from scarcities of these sﬁills, or from scale economies

: that are substantial in the relevant local markeg. Even with no entry
barriers retail establishments that are particularly fortunate in management,
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" location, or some other unique feature may command rents that can be
taken partly in policy commitments securad in the bargairn with the manu-
facturer. Retailers can also acquire market power—and use it to secure
valued vertical restraints--by means of cartels in the relevant local
market. A retail cartel able to discourage non-cartel retail entrants

can force the manufacturer to hand over concessions. A natural concession

N s
2C.

is to implegént some vertical restr;i;t tha£:v111 assist the retailers in
maintaining theii own cartel (such as resale price maintenance).

Even if no long-term rents accrue in the retail sector, the duration
and complexity of his contractual bargain with the manufacturer may ﬁiace
quasi-rents within the retailer's reach. Costs of contracting and monitor-
ing make it infeasible for the manufacturer to draw a contract that denies
the retailer all chances to appropriate some surplus thrqugh opportunistic
behavior. The fruits of this behavior can be consumed in various forms,
one of which is policy qommitments akin to vertical restraints.-gl The
manufacturer may be willing to pay off with vertical restraints that benefit
the retailer to avoid the costs of haggling over contractual terms that
prove incomplete ex post or costs of terminating a given retailér and
switching to another.

In assessing the natural harmony between manufacturer and retailer,
‘and thus the scope for bargaining between them, one should also recall that
most retailers do not handle the products of only a single manufactﬁrer. The
retaiiet's profit depends on pricing and promotional strategies applied to
a range of products. Optimal allocations for the retailer therefore depend

on elements of specific jointness in shoppers' demands for the collection of -
3/

For a careful discussion of these quasi-rents, See Klein, Alchian

and Crawford {19}; also Williamson [39, chap. 5-7] and Goldberg [13].
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goods he offers as well as on jointness in the capacities (display, serv: ..

etc.) that he provides. Therefore, it is not sensible to equate an ass' - -

) iurely competitive distribution sector with a unique supply curve of re-
tailers' services faced by the manufacturer. A retailer's effort to in-
crease sales of the pgoduct of manufacturer A, and thus A's profits, could
have a negatiQe effect on the retailer's own overall profits because of
these interdependencies with other pervnts, and.scqpe=fbr‘5nisaiging
therefore exists.

The effe£:=:f jointness is underlined by the distinction found in the

literature on retailing between "types" and "classes" of retail outlets.

Different types of outlets are distinguished by the gemeral sort of goods

sold, but, within a given type, classes can often be distinguished by the °

particular mix of goods sold and the ancillary services supplied with them
(Porter [28, pp. 38-42). Retailers in differing classes experience differ
interdependences affecting the goods of a given manufacturer. The manu~
facturer is likely to deal Hith several classes that are diverse in their
willingness to meet various terms and conditions associated with handling

his product.

Vertical restraints in the manufacturer-retailer contract

ent

We are naw ready to consider vertical restraints as part of a contract

between manufacturer and retailer, which should contain contractual terms

that aim to harmonize their interests in the face of the free-rider probl

and that reflect the relative bargaining power of the two sides. The terms

that potentially restrain competition can be divided into those that can be

conferred by the manufacturer and increase rents or restrict competition

—

the retailer, and those that can be conferred by the retailer and increas

fof

. rents or restrict competition for the manufacturer. Whatever set of terms
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appears in a particular market bargain is assumed to reflect a mutual accord

. determined by the parties' preferences and relative bargaining power, and it
presumably could not be changed so as to make both better off. Furthermore,
which vertical restraints are included in the contract will depend on'the

going state of legal restrictions upon them. If the law is changed to delete
some restraint from the bargain, the remaining contractual terms presumably

no longer exactly reflect the parties’ relative bargaining strength. 1Im the
long run, therefore, one expects other terms (including vertical restraints)

to be added, dropped, or modified to push the bargain back into equilibrium.

In addition, making some one vertical restraint illegal may permanehtly change
the effective relative bargaining powér of the two parties, so that the bargain
(as recast) becomes relatively more favorable to one party than it was before

the legal change. ’ o

We can now list these vertical restraints and show their inter-
dependence in the manufacturer-retailer bargain.*él The following vertical
restraints, on their face, constrain the retailer and give some advantage

to the manufacturer:

1. Exclusive dealing refers to a variety of.fractices by which the
_ manufacturer may preciude a retailer from carrying other manufacturers' .
brands, commit him to obtain all his requirements from the manufacturer, or
require him to garry the manufacturer's full product line. The particular
terms normally can be resolved into some combination of a tying arrahgement
and an all-or-nothing offer. The manufacturer's motives therefore may be |

various, and we need not run through all the possibilities here. One typical

ﬁ-,'I"re«:edem:s' for this approach include Lewis [21, pp. 280-287] and

Porter [28, pp. 53-68].
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motive for the manufacturer may be to cloak the retail outlet in the manu-
facturer's brand identity, discouraging on-the-spot comparison of his produ-t
to others and facilitating its differentiation. Another motive may be to
' ;axry out price discrimination by using exclusive dealing in its tying-
arrangement capacity.‘é[O:her motives may involve reducing transaction or
contracting costs, facilitating scheduling and the like— motives identified
in the literature on vertical integration.

2. Customer restrictions usually preclude the retailer from seeking

the business of certain large customers who are then pursued by the direct
selling efforts of the manufacturgr. The ususl objective of the manufacturer
is to maintain price discrimination among various markets and to preciude
intrabrand rivalry for certain strategic classes of customers. Customer
restrictions on wholesalers are used to implement whatever preferences the
manufacturer has about the retailers who handle his product.

3. Territorial restrictions preclude a distributor from soliciting
business outside of an assigned territory. The point of these is both to
restrain dealers from seeking customers served more ef{iciently (from the

manufacturer's viewpoint) by other of his dealers and to protect dealers

from incursions into their territory. Given the cost function of the dis-
tributive outlet, denial of the option of competing in another retailer's
territory can lead the retailer to expand his efforts to contact customers
at the intensive margin within his own territory——customers who are less
cost-effective to contact because they are smaller or involve higher costs
for servicing the account (Travers and Wright {36, p. 811]; Prestom [30]).
This consideration can be modeled formally in several ways, but generally it
implies that the retailer is induced to undertake price discrimination,
charging different customers different prices net of the direct costs of

serving them (Comaner [6, pp. 1430-32]).

3/ See Telser (34, p. 492]; Adams and Yellen [11.
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4. Volume requirements are functionally similar to territorial re-

1c¢tions, but act more directly to igduce the dealer to cbver his territory _
.primary responsibilify more intensively (Travers and Wright [36, |
, 796-7, 808]). White [38, chap. 9] points out that they amount to an
=or-nothing quantity offer by the manufacturer that makes sense on the
nmption that the retailer faces a downward-sloping demand curve in his
?al market. The retailer then sets a margin (and distributes a quantiﬁy)
}t leaves him.operating at a scale smaller than what would minimize his
irage unit operating cost. This is the equilibrium structure of the retail
:tor if entry is free (Gould and Preston [14]), The effect of the manu-
ﬁturerﬂs volume requirement is (or may - be) to impel the retailer to operate
a scale large enough to minimize these costs.

A corresponding list indicates the restraints that can be given by

f manufacturer for the putative benefit of the retailer:’

1. Resale price maintenance directly protects the retailer's price-

;ét margin from competition. It has puzzled economists because the manufacturer
;o restricts retail competition among his distributors does not thereby

Inimize the retail price (given his factory price), and therefore seemihgly

1ts his own sales. Telser [33] pointed out correctly that this concession
‘ould be for the manufacturer a rational if second-best way to get around

}e free-rider problem and induce the optimal amount of pre-sale services.
;rlier, however, Bouman [4] had urged that resale price maintenance could
nter into the bargain between manufacturer and retailer as a reflection of

he retailer's bargaining power—his ability ro withhold sales-promotion efforts
m behalf of a manufacturer's product when the manufacturer's own sales-

yromotion efforts aimed directly at the final buyer are not sufficient to make

this tactic unprofitable for the retailer.
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2.

Exclusive territories guarantee that tiie manufacturer will franchise
‘no other dealers to supply a given territory or set of customers. This local
monopoly obviously does not by itself serve the interest of the manufacturer,
but it can be used to purchase commitments desired by the manufacturer or as
a pay-off to bargaining pover possessed by the dealer. In fact exclusive
tegritories and territorial restrictions are close to being equivalent, and
territorial restrictions simply serve to implement exclusive territories.
Exclusive territories (plus territorial rest;ictions) are functionally
similar to resale price maintenance (equivalent, however, only under cert;in
narrow circumstances). They share with resale price maintenance the capacity
to restrict free-riding in presai; services and other activities carried on

by the retailer. They may also reward retailers who enjoy some bargaining

power but cannot act directly to stifle competition among themselves.

3. Limitation on the density of retailers is a practice similar in its

effects to exclusive territories, and probably £111s the same function in the
case of products whose buyers are anonymous, mobile, or otherwise cannot be

clearly demarcated and assigned to retailer sellers.

This list does not necessarily cover all terms of manufacturer-retailer
agreements that are relevant to effective competition, and it certainly does
not cover all the types of terms included. The manufacturer may require the
retailer to carry out a certain amount of advertising, provide a certain
qu;ntity and quality of display space, maintain service facilitiesf etc.

The retailer nay seek advertising allowances, privileges of returning mer;
chandise, training of salespersons, etc. The bargain may be balanced with
%a variety of features, some serving the manufacturer, some the retailer——
features of potential significance for antitrust policy and features that

hold purely private private significance.
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The classification of vertical restraints by the party whose interests
" ‘are served seems generally stfaightforward, but a rest?aint's relation to
the parties' bargaining power may vary from case to case. Territorial re-
strictions, for example, ﬁay on balance benefit the-distributor, the manu-
facturer, or ﬁoth. The market-failure approach adds a furthe; caution:

a party might agree to a restraint apparently not in his self-interest in
order to avert an outcome that is still more inferior. If the ianufacturer
has no way to predict which applicant will be a 'good distributor,” he may
pick the one who offers to accept a minimm-volume restriction, unfavor;ble
cancellation terms, or other provisions that give hostage to the candidate's
belief in his own ability. Such self-restraints then serve as a.way around
market-failure (that is, the good distributor not selected) due to impacted
information.

We can now see the form taken by predictions from ;;;4Ewo—;6dels about
the incidence of vertical Qestraints. Any particui}r_restraint may appear
where it helps the manufacturer and distributor to share the jointly produced
stream of goodwill accruing to a product, or vhere it proves the most profit-
ablt exércise of bargaining power poésesséd ﬁy:one party.—-The interrelated
character of vertical restraints implies that £he set observed in any paf-
ticular bilateral market between manufacturers and distributors jointly
reflects their relative bargaining power and the specificrusefQIness of

individual restraints to one party or the other.

II. Incidence of Vertical Restraints: Empirical Evidence

It would be highly desirable to undertake a statistical investigationm
of how the incidence of vertical restraints var@gg from sector to sector,

in order to weigh the relative explanatory power of the market—failure and
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Sarket-power models where they offer competing explanations, and to test
éor the interactions among restraints predicted by the market-power approach.
hhe zesearch desi{gn requires data on.the pé;portions of manufacturers' sales
to distributors (in each of a number of manufacturing industries) that are
subject to each tyve of vertical restraint. These frequencies would become
the system of dependent variables to be explained by structural traits of the
panufacturing industry, structural traits of the distributive markets (with
retail outlet classes taken iInto account and geographic submarkets appropri-
ately identified and aggregated), and the 1nf§rmational structure of the
final buyer's process of searching and choosing among brands. Alas, the
dependent variables for this design are not availlable; they could be secured
only through survey methods capable of coaxing information from potentially
teluétagt respondents.
“1f 1£'s worth doing, it's worth doing badly." The hypotheses de-

veloped above hold great importance for competition policy, and policy

decisions that implicitly accept or reject them will be made with or without

good scientific evidence. Therefore it seems worthwhile pulling together what

empirical evidence can be casually assembled to approximate the correct but
infeasible research desiga just deséribed. In fact a good deal of casual
‘evidence does exist on the incidence of vertical restraints in the United
States economy.'él Some of it coﬁes from previous atudies of selected con=

sumer goods markets or descriptive investigations of the various vertical

restraints. A good deal can be found in court decisions, which often (though _

8/ Evidence will be drawm from countries other than the United States

vhere it appears that a sector's distributional arrangements are closely
similar to those of its United States counterpart. That similarity itself
offers support for certain of the hypotheses. '
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(] 4 alwaya) report enough information to indicate the structure of the manu-

‘acturer-distributor bargain that contained the challenged vertical restraint.
‘n the following paragraphs I pose a series of questions based on the #nalysis
1£7the preceding section and describe the evidence that has turmed up in these

jources.
i

| 1. Are some vertical restraints clearly responsive to free-rider
problems? There is no doubt that some vertical restraints have éought to
Lombat free~-riding in cases where it would otherwise lead to a market

failure. In certain of the older antitrust cases refusals to deal were em-
ployed apparently for the exclusive purpose of punishing parties who sought

to free-ride on a shared intangible asset. In one instance dééss designers
and textile préducers Jointly refused to deal with retailers who sold dresses
that were copies of the designers' originals; in another case a cooperative
news-gathering organization prevented its members from reselling news material
to nonmembers who had not contributed to the organization's operating costs. i
The Coors brewery, whose beer required special hand;ing because it was un-
pasteurized, employed an extensive set of restrictions on distributors and a
network of regional company representatives in order to prevent opportunistic
short-cuts by distributors from the costly distribution processes mandated

by the company. Territoria; protection and some degree of resale price
maintenance were used to reward distributors for adherence to these po}icies,
and the length of the queue of applicants for distributorships suggested that
tﬁe reward was generous.-él Similar patterns appear in soft-drink and other

franchise systems of distribution, where territorial protection reduces the’

1/ Pashion Originators' Guild v. Federal Trade Commission, 312 U.S. 457
(1941); Associated Press et al. v. U.S., 326 U.S. 1 (1945); Groenke [15].

8/ Adolph Coors Company v. Federal Trade Commission, 497 F.2d 1178 (1974).
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temptation of franchisees to debase the quality of the good they produce using
ﬁgputs supplied by the franchisor. 3y At least some resale price maintenance

éas been for complex consumer durables (cameras, stereo equipment) for which
pre-sales information would be an important consideration, 10/ and scme out-
bursts of efforts to enforce resale price maintenance have occurred in response
to the rise of discount outlets offering low prices and little effort to advance
a brand's goodwill value (Corey [7]-). It is clear that manufacturers of
;roducts needing repair services assume that retailers will free-ridé, and

that this motivates exclusive territories'and territorial restrictions. il

Customer restrictions are sometimgs placed on wholesalers in order to effect
some limitation on retailers that itself is caused by free-rider problqngzj
There are also examples of restraints that blunt an incentive for the manu-
facturer to underprovide Qome service; less training would be offered to

mechanics employed by franchised auto dealers i1f the resulting skilis could

be freely used on other manufacturers' vehicles (Federal Trade Commission

137, pp. 34-351),

glKa:z [17]; Caves and Murphy [5].

;QISee, for example, Interphoto Corp. v. Minolta,. 295 F.Supp. 711 (1969);

Dictograph Products v. Federal Trade Commission, 217 F.2d 821 (1954).

ll/Travers and Wright [36, p. 812]. There seem to be several economic

reasons for this, despite one's general expectation that no externalities

would be involved. Repairs under warranty cannot always be conpensate@ fully
by the manufacturer. The dealer may trade on the final buyer's inability to
tell whether poor performance of the product is due to faulty repairs or to
faults of the product that are blamed on the manufacturer. Finally, the price

of repairs may not ration demand to supply in the short runm, in which case the-u

. dealer has an incentive not shared by the manufacturer to look after his

regular customers first. These factors seem consistent with United States V.

General Motors, 384 U.S. 12? (1966).
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2. Do vertical restraints aim to protect goodwill assets that may have
greater private than social value? This paper is not the place to settle
.what forms of sales promotion may be normatively objectionable because they
exploit impacted information br inéfeése information costs for the final
'h;yer. Nor can aqne exclude the possihiligy that some goodwill assets have
greater social than private value. I shall simply assert that goodwill
assets may be overprotected in some market settings, and thgt vertical re-
str;infs do appear in markets with these inoformational structures. Exclusive
dealing arrangements, whatever other factors may explain them, sometimes
serve to differentiate a hard-to-differentiate product (such as gasoline).by
associating the manufacturer;s dbrand with a distinctive object (the individual
retail outlet) and raising the cost of direct comparison with other btands.lé/
Some mgnufacturers have used resale price maintenance as a conscious device
for increasing the number of retail outlets willing to handle and display
their product, in the belief that the sight of the product is itséli an
advertisement, or that total consumption would be increased if potential
buyers can locate the product more readily when the whim strikes them, even
if on average they must pay a higher price. 14/ For an important class of
products RPM or restricted distributorships have been used in orxrder to
maintain snob appeal for items frequently sold as gifts (fine dinnerware,
silvervare, fountain pens) or for which the final buyer is ill-equipped to

avaluate the product's quality (pharmaceuticals). s/ The vertical

13/
/

Pass and Hawkins [25, pp. 574~591]; Dixomn [9].

lH
[

Corey [7] suggests this pattern for small appliances, as an ex~
planation why resale price maintenance should have prevailed for them and
not for large appliances (where pre-sale information would seem more im-
portant). Hollander [16, pp. 92-93] associates the use of RPM with efforts
of makers of nonprescription drugs to get their goods displayed in super-

markets and discount stores.
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The case of Lenox china is discussed by Goldberg [12].

-17a-

Also

see Lee [20] on pens and silverware; Corey [7]'on small appliances;

Dnited States v. Bausch & Lomb Optical Co. et. al., 321 U.S. 707 (1943)

on lenses; Dr. Miles Medical Co. v. Park & Sons, 220 U.S. 373 (1911)

on pharmaceuticals.
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~ Testraints are then designed to implement a sigralling equi;ibrium.

3. Do vertical restraints assist the manufacturer to impose price
discrimination? Price discrimination requires that the manufacturer's
product possess some distinctiveness. Although discrimination may be con-
sistent with Cournot-Nash equilibrium among differentiated oligopolists, the
prevalence of discrimination as a basis for vertical testraints sheds important
light on the role of imperfec; compe:itionbat the manufacturer's level..
Territorial protection is associated with at least two forms of discrimination.
Coupled with some protection of retail prices it induces distributors to
price-discfiminate by incurring higher transaction costs to seek out and
serve small or remotely located customers. This pattera, which accords with
Preston's [30] model, is documented in soft drinks, tools sold to auto
mechanics and other mechanical trades, and trucks. 8/ Price discrimination
is raiateg.to territorial protection or resale price.maintenance in another
vay vhen exclusive territories reward distributors for a customer restriction
that keeps them from competing with the manufacturer for selected accounts
that will be subject to price disctiminatién. These elements have been.present

in the mechénicﬁ'-ﬁodis ind truck markets, in passenger automobiles; drugs and

16/ See Katz [17] and Posner [29] on soft drinks; Snap—-On Tools

Corporation v. Federal Trade Commission, 321 F.2d 825 (1963), p. 829, en
mechanics' tools; and White Motor Co. v. United States, 372 U.S. 253 (1963),
PP. 256-257, on trucks. This mechanism may explain the full-line forcing
of tires, batteries, and accessories with service stations (Baker [2]).

-449-




-19-
17/

ightbulbs. — 1In a slightly different context vertical restraints allow the

ranchisor to extract the maximum rents from individual franchisees through a €3

s

&ing arrangement that allows the manufacturer to meter the surplus accruing

? each franchisee (Caves and Mbrphyj[S]). Finally, some vertical restraints
acilitate discrimination through the bundling of services together with the

ood sold (Adams and Yellen [1]). Williamson [40, pp. 974-985], analyz- #
ng the Schwinn case, argues that this bicycle manufacturer used a control}ed
istribution system to offer a package of a bicycle, guaranteed quality con~

rol, quality assembly at the time of sale, and guaranteed availability of

)

jervice; this would segment buyer groups with high values of time or low ~
18/

iptitudes for making their own repairs.™

4. Are vertical restraints a response to bargaining power in the hands
Lf retailers? The market-failure and market-power app;oaches to vertical
‘estraints predict different structural traits for the sectors in which-a o é
dven vertical res:rgint éppears. The former model predicts that restraints
111 prevail in sectors where the retailer provides an importﬁnt service and
oes not c#pture all the rents for it; the vertical restraints serve the
rofit-seeking interests of the manufacturer. The'market-power model nqteé
fhc possibility that the restraintg are #Ssdciated with the bargaining power

f retailers (as individuals or as collusive groups) and might have nothing

o do with problems of intangible assets. Whén resale price maintenance was

17/ See the cﬁses cited in n. 16; White [38, p. 169] on automobiies;

jowman [4] on lightbulbs; and United States v. Parke, Davis & Co., 362 U.S. 29
'1960) on drugs.

s/ An important part of this mechanism is the existence of fixed costs

£

:of maintaining the distribution network. Schwinn may have rejected dis-
count stores as dealers in order to preclude the erosion of rents that might

‘threaten the coverage of the repair facilities' fixed costs.
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widely legal in the United States, surveys found ig especially prevalent
among pharmacists' items (drugs and medicines, sundries, cosmetics and
perfumes). Itlvns algso common among tobacco products and accessories,
caﬁeran and ph;tographic supplies, and inexpensive clocks and wﬁtches--also
sold in part by drug stores. These pharmacy items seemingly require little.
or no positive contributidn by the retailer to the product's goodﬁill.
Therefore they broadly confirm Bowman's [4] hypothesis that collusive be-
havior in this retail sector was directed against manufacturers who could
not differentiate their products strongly through advertising. 19 Ig is
also well established that groups of retailers such as the pharmacists
wvere highly influential in lobbying for legislation that legalized RPM
(Palamountain [24, chap. 8]). Restraints are comzon in some sectors for
which retailers are ﬁigﬁly concentrated in.the relevant local market; eye-
glass lenses supply an example (Bowman [43]). Among durable-goods manu-
facturers the incidence of RPM seems to be explained poorly by the market-
failure model. They have apéarently been less prevalent among major
appliances than among small, simple appliances, vhi;h would seem %O require
less participation of the retailer in establishing and maiﬁtaining the
manufacturer's goodwill (Corey [7]). Within lines of durable goods theA
manufacturers employing vertical restraints (all types) are those with small
market shares or weak positions, and who may find restraints more effective
than outright price discounts for bidding the services of the available

20/

retailers avay from the makers of more successful brands of goods. —
19/ Bowman [4] places retail liquor dealers in the same situation.
Also see Hollander [16, pp. 79-81].

22! See Lewis [21, p. 299] on TV manufacturers; Sandura Co. v. F.T.C.,

339 F. 2d 847 (1964) on floor coverings; Hollandar [16, p. 85] on small
‘appliances.
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! geems cleaf that "good deslers" capable of earning rents cften cocllect
iem in the form of exclusive territories or other policies that confer

;me monopely powor on them (Travere>and Wright [36, pp. 803, 805]). Among
jmaplex durables for which the free~rider problem might be important there
i also some suggestion that exclusive desling arrangementa build entry
irriers. 2/ The fact that RPM has frequently been dropped at the same
me by a number of rival manufacturers 1s st least consistent with the
;ssibility that it served-tA abet tacit collusion in pricing at-the manu~

22/

icturer's level. ==’ Investigations of the small-appliance industry

sorey [7]) and of gascline distribution confirm the use of controls cn
meetition among retailers in order to prevent the destabilization of
;nufacturers' prices by the spread of competitive price adjustments from
Pe retail level. For RPM, at least, it is difficult to find evidepce that
he market-failure model explains much of the practice's historic distribu-
ion.

! 5. Do vertical restraints display the interdependence predicted by

he market-power approach? Before addressing this question we should note
hat it is cne thing to confirm interdependence, ancther to show that it
prings from bargaining on the basis of market power. A verticallrestraint
mposed on purely competitive retallers in order to avert a market failure
ust leave them capable of earning noxmal profits, that could be (but need

ot be) accomplished by.another vertical restraint. Im any case the evi-

ence of interdependence is quits compelling. Exclusive dealing imposes

‘ 2/ Outboard motors are discussed by Freishtat et al. [11]; on farm

quipment see United States v. J. I. Case Co., 101 F.Supp. 856 (1951).
22/

==’ Lee [20] 1ists photographic apparatus and small appliances
.8 examples.
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a particularly severe restraint and risk on the distvibutor, and it appears
to be compensated by requirements coantracts {guaranteeing supplies) as well
as pecuniary concessioans such &8s loans and preferential discountss— 3! Re-

strictions on customers to wvhom distributors can sell are commonly com-

Conversely, RPM and exclusive territories give the manufacturer an oppor-
tunity to make all-or-oothing quantity offers and force the protected
tetailer to discriminate within his territory.~ 25/ The Schwinn decision,
making territorial protection illegal per se, provided a laboratory test
of the hypothesis that restraints can substitute for cne another, snd
indeed industries that had used territorial res;rictiohs came up with a
variety of substitutes in the fsllowing years (Timberg [35]; Mclaren [22}).
 Similarly, a 1948 pronouncement by the Department of Justice ;hat it be-
lieved territorial and customer restrictions to be illegal led to the
substitution of "areas qf primary responsibility" within which the dealer
had to fulfill a sales quota (Travers and Wright [35, pp. 796-97]1). A
manufacturer may place territorial restrictions on hiw wholesalers while
limiting competition among his retailers by clauses that confine their
establishments to specified locatiens, the restraints are functionally

equivalent and merely take account of the fact that the wholesales goes
23/ Much of the evidence pertains to gasoline distributicn. See
Curran [8); Pass and Hawkins [25].

24/ Bowman [4] on light bulbs; White Motor Co. v. United States, p. 257,

on trucks; Snap-On Tools Corporation v. Federal Trade Commission, pp. 833,
835-836.

25/ White [38, pp. 137-151} on automobiles; Hollander [16, p..84] on
small appliances; Katz [17] on soft-drinks;ltravers and Wright [36]. In
one case involving newspapers a maximum resale price was imposad on terri-
torially protected distributors; see Albrecht v. Herald Co., 350 U.S. 145
(1968).
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. looking for customers while the retailer awaits the arrival of cus- 2
jéis at his premises (Lewis [21]). Similarly, whether exclusive terri-
}ies need to be buttressed with territorial restrictions depends on the
;ility of customers; if they are immobile between distributors of the
ie brand, an exclusive territory may itself give the distributor an
‘quate local monopoly (Travers and Wright [36, pp. 809-11]).
| 6. Are vertical restraints a substitute for vertical 1nteggation? The
éblems with spot or casual market relations identified in the market-failure _
sroach imply that vertical restraiﬁts and vertical integration are alterﬁ;tive B
sedies for the difficulty, and vertical integration in turn has been ex-
2ined as a method of evading the costs and ﬁncettainties of long-term
?tracta of the sort that implement vertical restraints.jgy The force
'the market-failure approach is generally supported if we find that vertical %E?
straints and vertical integration trade off closely against one another.
th evidence 1s indeed appareﬁt. Franchising systems typically include a
mber of franchisor-owned outlets alongside those operating under contractual
.anhisea,.and one c;n get some diﬁtance explaining why the franchisor-controlled
pportions vary as the& db from sector to sector (Caves and Murphy [5}),
hwinn, precluded by the Supreme Court from imposing territorial restrictions

ts franchised wholesale distributors, moved toward company-owned sales
bsidiaries inatead (Keck.Ilgjj{ And in gasoline marketing the use of
aspany-owned stations has clearly supplied an alternative to franchised

tail cutlets, one used more heavily (in the U.K., at least) by petroleum

finers with small shares of the market (Pass and Hawkins, [25 , esp. pp. 589-91).

-

iy Williamson [38, chaps. 5-7]; Klein, Crawford, and Alchian [19].

~454-




24~
7. Does the empirical incidence of vertical restraints suggest any
_systematic explanations not covered by the market-failure and market-pdwef
models? Some evidence indicates the importance of transaction costs (William-
son, [4q] in situations where no free-rider problems are involved. Restric~
tions on total numbers of distributors are rational if the manufacturer in;urs
a fixed cost of dealing with the individual distributor that is not compensated
directly by the distributor. The same effect occurs if there are scale economies
in deliveries of supplies to the individual retailer. A fixed and controlled
list of retail customers may §e an advantage to a pharmaceutical producer if.

timely efforts must occasionally be made to retrieve a defective batch of

a drug. A requirerments contract DAy economize én transactions costs by re-
ducing the need for continual spot transactions as well as allowing for trade
in risk-bearing between the parties.zzj_ It can be argued fha: these trans-
actions-cost considerations are simply part of the market;failuré approach to

vertical restraints; they have not, however, been traditionally discussed in

that context.

. 1I1. Selected Policy Implications

Although a full normative evaluation of vertical restraints is far
beyond the scope of this papéf;.i fév"pointa serve to bring out the welfare

significance of the preceding behavioral snalysis.

first.-the market-failure and market—power . approaches to vertical re-
straints tend to differ in their normative implications as well as in their

behavioral mechanisms. Our empirical survey suggested that neither approach

21/ Travers and Wright [36, passim]; Pass and B&vkins [25]1 on gasoline,

for vhich exclusive dealing reduces the total cost of storage tanks at retail
facilities; Luria Brothers and Co., Inc. v. Federal Trade Commission, 389 F.2d
847 (1968) on requirerents contracts.
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1s a monopoly on truth, and so there is little hope of providing a strong

istification for simple legal rules (that particular restraints are either
ﬁéal per se or illegal per se). Either restraints must se left subject to a
kle of reason, with all its uncertainties and enforcement costs, or judgment
18t be made that a preponderance of evidence‘calls for a per se status that
.11 not be optimal in every setting. The policy conclusions to be developed pi
ire are indeed pessimigtic, in that they stress the prevalence of complex
yrmative and‘behavioral issues surrounding the net welfare significance of
1y given vertical restraintf Nonetheless, if the world is complicated, it is
st that we not make policy on the assumption that it is simple.

That face of our conclusions appears immediately when we draw together
;e empirical findings on the free-rider justification of vertical restraints:
;ey are more numerous than proponents of the market-failure épproach may have
spreciated, but vertical restraints are not obviously the best remedies far the _ @
roblems that the restraints address. Some vertical restraints evidently do
2ek to affect the amount of ﬁre—sale information provided by the distributor--
1e classic (Telser[333) justification for restraints. Pre-sale services
;deed encompass not just the costly provision of specific data needed by the
stential buyer but the more general use of the dealer's preﬁises as an #dver-
Lsing message or aignél about the quality of the product. Such signals may be
stter than nothing. Those impressed with the social value of advertising
lelson [23] have recently revived the classic theory of the trademark e
Plant [27, chap. 10]) to argue that the public understands that no producer

>uld incur costs to advertise or place his mark on a product unless he thought

hat the good's quality would satisfy the buyer's expectations, so that his

urchase would be repeated. Schmalensee [31], however, has shown the im- !
erfect character of this signalling equilibrium: if a low-quality product
an be produced cheaply enough, it pays a seller to produce low quality but

dvertise high quality even though buyers will be disappointed and not repeat.
-456-

et LRI, DT s 18 T T P T e IR, B TeL TS W 3 NTeemey e e



-26=

Another potential imperfection lies in the ability of some vertical
'rfstraints td raise buyers' costs of making interbrand comparisons or reduce
their expected payouts from making such comparisons. The extreme example
of this may be the use of vertical restraints to foster an upward-sloping
"snob" demand curve for a product. The welfare economics of this case ar;
not simple, but one can entertain doubts about the superiority of a situa-
tion in which the imposition of vertical restraints has (by assumption)_
turned a normal demand curve into one that is upward sloping over an
appreciable range of price and increased the profit-maximizing price of the

product (or the relevant group of similar products).

Another form of free-rider problem emerges with certain post-sale services
provided by the retailer, associated with conditioning or repairing the article
purchased by the customer; The retailer has scope for opportunism vheqever the
buyer cannot detﬁrmine with full accuracy whether substandard performance of
the good is the fault of the distributor or the manufacturer. Vertical re-
straints can combat this opportunism by increasing the retailer's expected
profitability of a satisfied customer, but one can imagine vertically
integrated systems or guarantee arrangements that would coﬁe cloger to first-
best. St;il another ffee-rider problem emerges with the retailer or whole-
saler whose plant can be costlessly switched to handle the output of manufacturers
other than the one currently served. Consider the wholesaler whose establigh-

ment can serve to distribute a wide range of products and whose operation is not

ideniified to the public with the brand name of the manufacturer whose goods
he distributes. Assume that manufacturers have imperfect knowledge about the
past opportunistic behavior of going wholesalers who are taken into their
distriburion networks. The wholesaler has an incentive to behave oppor-

tunistically and then switch manufacturers when he is found out—a temptation
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at can be curbed (in second-best fashion) by some vertical restraints.

A

lated problem does not involve free-riding at all but does supply a motive

r the use of vertical restraints. The typical retailer sells the products of

1y manufacturers, and so his profits depend on policies (pricing, service,

:.) that affect his whole line of goods. Policies optimal for the retailer

respect of a particular branded good need not coincide with those seen as

:imal by its manufacturer, because the manufacturer does not take account

‘the jointness observed by the retailer in the facilities he provides and

,customerq' demands for his line of goods. There is room for mutually

yfitable bargaining between the parties in such situations, but vertical

itraints that are used to divert the retailer's policies may have real

Lial costs of their own.

Elsevhere in the behavioral evidence on‘vettical restraints we en-

mnter this same mixture: a restraint may respond to some social cost, but

{ solution is or may be second-best. Exclusive dealing and the wide spacing

distributors may reduce transaction costs for the manufacturer, but they

o facilitate differentiation of the manufacturer's product, increase

ers' costs of making intrabrand comparisons, and (in the case of exclusive

ling) may raise barriers to entry into manufacturing. Exclusive territories

- territorial restrictions promote price discrimination at retail by inducing

tributors to serve (at the same nominal pricé) customers with higher contact

transaction costs. Alﬁhough the discrimination has some social cost,

.t policy may allow manufacturers of various competing varieties more nearly

extract equal proportions of the surpluses under their respective demand

ves; this would offset a market failure in that the selection of varieties

be produced (when some fixed costs are present) tends to be biased against

;se with low elasticities of demand (Spence, [32]).
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Another major policy implication comes from the interdependence of verzica:
restraints revealed by the market-.poueyr approach. The empirical ev#dence
extensively supports that model's assumption that the manufacturer an& Te-
tailer often will both possess some bargaining power iﬁ the relation-—each
will lack perfect altermatives to thé contract at hand, in the short run if not
in the long run. Fach contract therefore is expected to contain a balance éf
terms, inclﬁding vertical restraints but aiso others of only private concern,
reflecting the bargaining power of the two parties. As we pointed out-in the
first section of this paper, legal action to restrict any given vertical re-
straint then has two potential effects on these ongoing bargains. Because
each restraint takes the form of a concession conferred on one party by the
other, deleting one restraint upsets the equity of the bargain, and is ex-
pecte& to force its renegotiation. Substitute restraints may then replace
the one that has become 111ggal. Or restraints making concessiﬁns in the
other direction may be dropped to restore balance. The point is that the net
effect of changing the legal status of any one restraint must include an
estimate of the welfare iignificance of any induced changes in the incidence
of other restraints. .

Making one restraint 11legal should not only shift the incidence of other
restraints but also change the net barﬁaining fower of tﬁéftwo sides. As fhe

legalitj of RFM has receded in the United States, the bargaining power of re-
tail druggists against manufacturers of items they sell has probably been redgcgd,

there baing wo other verticel restreint that is an obvlous substitute

28/

for RPM in this context. That change in bargaining power may have various

28/ Evidence consistént with this proposition (although not directly

proving it) comes from the finding that RPM generally raised and narrowed
the price ranges of branded goods and its removal had the opposite effect.
See Frankel [10j; Tizkering [26].
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ieial consequences that will not be considered here.zgl

The market- power approach to vertical restraints also sheds 1mporfant
ight on the degree to which alternative restraints are equivalent to one
1other. We can illustrate this by reference to the question of whether an

roncmic bas;s gxista for giving different legal treatment tc RPM and terri-

)rial restrictions. Bork [3] and Posner [29] have argued that they are

iuivaleqt, 8o that the Supreme Court's newfound tolerance for territorial

;strictions ghould by implication be extended t§ RPM as well. I;deed, if

;tailers were purely competitive, the effects of tefxitorial restrictions and 3
:sale price maintenance would not differ, in the sense that any given resale

vice could alternatively be achieved by some restriction of the total number

! retallers or their territorial spacing. However, if one drops the assumption

;at the retailers are purely competitive, this conclusion changes gbruptly. &
msider the following cases:

1. As we mentionéd above, volume requirements imposed by automobile
inufacturers and others is an adjunct of territorial protection given to
:alers, and a method of keeping monopolistically competitive retailers from
:stricting their output below a level that minimizes average unit costs. A
ximum resale price could achieve this same effect, but the conventional

nimum resale price could not avert this inefficiency.

29/ Struggles batween manufacturer and distributor over the Qis-

ribution of rents and quasi-rents do not by themselves hold great normative
. o

ignificance for overall resource allocation. They may, however, affect

elfare both by distorting the relative prices paid by final buyers and

-.=+2ap or preserving various forms of technical inefficiency-—especially
n the distribution system.

i
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2. The theorem of the equivalence between territorial protectica and
" resale price maintenance implicitly assumes that priee is the only dimension
in which the retailar can vary his offer to the finasl buyer. Howevez, the
retgilaer mai be able to offer trading stemps, free alterations, free de-

livery, credit, elaborate premises, and many other features that affect the

- . h

quantity sold even if nominal price {s mot permitted to vary. Raising

the resale price and impozing :erritoriai restrictions will generally have
different 2ffects on these nonprice dimensicas of the offer. One caanét be
dogmatic about which result is preferred on welfare grounds, but one cam note
that scme nonprice dimensions of ccmpetiticn iavolve significant commitments
of resources. One example is the maintenance of excess capacity in the retail
ocutlet's personnel and facilities, to assure that randemly arriving customers
are not put off by queues.

3. The effeacts of territorial protection and RFM on interbrand com-
petition may differ, apart from the symmetry or asymmetry in regard to intra-
brand competition. Assume that competing manufacturers of the product line
recognize enocugh mutual interdependence to collude fairly effectively oa
price, but that thair more numerous retail distributors do not collude
with d{atributors of competing products (or collude iess effectively than the
manufacturers). Retail price competition, if it occurs, probably prompts
the brand's retallers to apply prassure for the manufacturer to make a
price cut and atay the erosion of their marging. Territcrial preotecticn,
provided as & check om intrabrand ccmpetiticn, does mothing to dampen this form
of intrabrand rivalry at the retail level. RPM, however, blpcks this form of
retail rivalry and chennels reatail competition into dimensions less likely to

transmit pressure back to the manufacturer.
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The point of this comparison has not been to show that RPM is more ob-
ectionable socially than territorial protection-—although the winds clearly
'i;v in that direction—but rather to illustrate the subtle coatext in which
ﬁe effects of alternative bargains between manufacturer and retailer are
etermined. A policj change that induces a shift from one to the other will
ave consequenc?s for both intrabrand and interbrand competition--conse-
uences that vary from product to product depending on the cost structures of
ihe retailers, the dimensions of nonprice rivalry available to them, and all

tructural conditions of the manufacturers' market that determine the extgn:'

nd character of 1nterbrand'competition.

-462~

Lo

)
%ig

i

"
*38

(4



REFERENCES

| Adams, W. J., and J. L. Yellen. 'Commodity Bundling and the Burden of

Monopoly," Quarterly Jourmal of Economics, 90 (August 1976), 475-98.

]v"Baker, D. I. "Another Look at Franchise Tie-ins after Texaco and Fortner,"

Antitrust Bulletin, 14 (Winter 1969), 767-83.

] Bork, R. H. "The Rule of Reason and the Per Se Concept: Price Fixing and

Market Division," Yale law Journal, 75 ( Jan. 1966), 373<47S.

] Bowman, W. S., Jr. '"Resale Price Maintenance~—A Momopoly Problem," Journal
of Business, 25 (July 1952), 141-55.
] Caves, R. E., and W. F. Murphy. “Franchising: Firms, Markets, and Intangible

Assets,” Southern Economic Journal, 42 (April 1976), 572-86.

] Comanor, W. S. "Vertical Territorial and Customer Restrictions: White Motor

and Its Aftermath,” Harvard Lav Review, 81 (May 1968), 1419-38.

] Corey, E. R. "Fair Trade Pricing: A Reappraisal,” E;rvardlnusineas Review,

30 (September-October 1952), 47-62.

'] Curran, K. J. "Exclusive Dealing and Public Policy,”" Journal of Marketing,

| 15 (October 1950), 135-44.

H Dixon, D. F. "Some Competitive Effects of Vertical Relationships in

. Australian Petrol Distribution,"” Antitrust Bulletin, 17 (Fall 1972),
791-809. |

0] Frankel, M. "The Effects of Fair Trade: Fact and Fiction in the

Statistical Findings,” Journal of Business, 28 (July 1955), 182-94.

1] Freishtat, D., et al. "The Arrogance of Monopoly Power: Product Differ-
entiation and Exclusive Dealing in the Outboard-Motor Iadustry,”

Antitrust law and Economics Review, 7 (No. &4, 1974), 55-78.

2] Goldberg, V. P. "Resale Price Maintenance and the Federal Trade Commission:
the Lenox and Magnavox Cases,” unpublished manuscript.

[13] "“The lLaw and Economics of Vertical Restrictions: A Relational

Perspective," Texas lav Review, 58 (February 1980).

~-463-




-2~

4] Gould, J. R., and L. E. Preston. "Resale Price Maintenance and Retail

Outlets," Economica, 32 (August 1965), 302-312. -
5] Groenke, T. A. "What's New in the Antitrust Aspects of Selecting and

Terminating Distributors,” Antitrust Bulletin, 13 (Spring 1968), 131-59.

'5] Hollander, S. C. "United States of America," Resale Price Maintenance, ed.

i
B. S. Yamey (Chicago: Aldine, 1966), chap. 3.
‘7] Katz, B. G. "Territorial Exclusivity in the Soft Drink Industry,” Journmal
of Industrial Economics, 27 ‘(September 1978), 85-96.
3] Keck, R. C. "Alternative Distribution Techniques--Franchising, Consignment, .~
Agency, and Licensing," Antitrust Bulletin, 13‘(Spring 1968); 177-91.
b] Klein, B., R. G. Crawford, and A. A. Alchian. "Vertical Integration,
Appropriable Rents, and the Competitive Contracting Process," Jogxr'nal
of Law and Economics, 21 (October 1978), 297-326. ’ S

)] Lee, S. M. "Problems of Resale Price Maintenance,” Journal of ‘.‘larket_ing.

23 (January 1959), 274-91.
l] Lewis, M. ‘B. "Restraints under Schwinn and Sylvania: An Argument for the

Continued Use of a Partial Per Se Approach,” University of Michigan'

, Law Review, 75 (December 1976), 275-310.
!) Mclaren, R. W. "Marketing Limitations on Independent Distributors and Dealers,"”

Antitrust Bulletin, 13 (Spring 1968), 161-75.

@

31 Nelson, P. "Advertising as Inforn&tion," Journal of Political Economy,

81 (July/August 1974), 729-54.

'] Palamountain, J. C., Jr. The Politics of Distribution (Harvard University Press, .
Cambridge, 1955).
i] Pass, C. L., and K. H. Hawkins. "Exclusive Dealing, Supplier Ownership of G

Outlets and the Public Interest: the Petrol Case,” Antitrust -Bulletin.

17 (Summer 1972), 567-95.

-464-




3=

]J. Pickering, J. F. "The Abolition of Resale Price Maintenance in Great

Britain," Oxford Economic Papers, 26 (March 1975), 120-46.

J-Plant, A. Selected Economic Essays and Addresses (London: Routledge &

Kegan Paul, 1974).

] Porter, M. E. Interbrand Choice, Strategy, and Bilateral Market Power
(Harvard University Press, Cambridge, 1976).
} Posner, R. A. '"The Rule of Reason and the Economic Approach: Reflections

on the Sylvania Decision,” University of Chicago Law Review, 45 (Fall

1977), 1-20.
)’} Preston, L. E. "Restrictive Distribution ArTangements: Economic Analysis

.and Publiec Policy Standards," Law & Contemporary Problems, 30

(Summar 1965), S06-29. _
LI Schmalensee, R. A Model of Advertising and Product Quality,"  Journal of
Political Economy, 86 (June 1978), 485-504.

2} Spence, M. "Product Differentiation and Welfare," American Economic Review,

66 (May 1976), 407-14.
3] Telser, L. G. "Why Should Manufacturers Want Fair Trade?" Journal of Law

and Economics, 3 (October 1960), 86-105.

x 73 B . "Abusive Trade Practices: An Economic Analysis," .Law and
| Lontemporary Problems, 30 (Summer 1965), 488-50S.
35] Timburg, S. "Territorial Restrictions on Franchisees: Post-Schwinn

Tevelopments,”™ Antitrust Bulletin, 19 (Summer 1974), 205-16.

:36] Travers, A. B., Jr., and T. D. Wright. "Restricted Channels of Distribution

under the Sherman Act,” Harvard Law Review, 75 (February 1962), 795-834. ’
i37] U.S. Federal Trade Commission, Bureau. of Competition and Regional Offices. .

Report of the Vertical Restraints Task Force (minep.; Federal Trade

Commission, Washington, 1978).

-465-




-

38] White, L. J. The Automobile Industry since 1945 (Cambridge, Mass.:
' Harvard University Press, 1971).

§9i Williamson, O. BE. Markets and Hierarchies: Analvysis and Antitrust

Implications (New York: Free Press, 1975).

40] ' _. "Assessing Vertical Market Restrictions: Antitrust
Ramifications of the Transaction Cost Approach," University of o3
Pennsylvania Law Review, 127 (April 1979), 953-93. .

o .

-466~-




B. Study Protocol for Design of the
Vertical Restraints Research Project

Benjamin Klein

=467~




19 August 1979

Prepared for Bureau of Competition,

Federal Trade Commission in response
to FIC Task Order Statement of -
April 5, 1979 (contract no. L0534)

STUDY PROTOCOQL FOR DESIGN §§
OF THE VERTICAL RESTRAINTS RESEARCH PROJECT
by Benjamin Klein

[y

-ue proposed FIC study of the economic effects of vertical

™

festraints is both timely and laudable. The recent controversy in the
wake of the GTE Sylvania decision‘has left this area of antitrust in a
;tate of confusion. If a "rule of reason” is to be employed, it is now
more important than ever to attexpt to understand the purpose of parti-
tular restraints under particular conditions rather than to marely assert
that vertical restraints should always or should never be attacked. The
%tated purpese of the pfoject is laudable because it represents an ‘ fﬁf
%tteﬁpt to-obtain some empirical knowledge in this area. While much

theoretical work has been done, very little empirical knowledge ﬁow

exists regarding the actual effects of these practices or of the actual

Effects of successful FIC 1litigation against these practices. A properly e
designed and completed research project should be able to supply us with

useful information regarding the likely purpose and effects of particular

sractices. It should therefore also provide some assistance regarding

5hat information should be collected and'co?sidered when deciding which &

-l

ba:ticular cases should be prosecuted in this area. This protocol is
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written to assist in the design of Such a teseafch project on vertical
restraints and will explicitly aﬂswer three questions (the three tasks
in the Task Order Statement), namely: (a) what are the basic
dimensioﬁs of economic impact? (b) what is the proper scope of the
study? and (c) what is the most appropriate study methodology? It

will be useful to consider the questions in reverse order.

1. Appropriate Study Methodology

I believe the most appropriate methodology that can be used to
evaluate the effects of vertical restraints would consist of a detailed
analysis of FIC cases and decisiéns involving such practices. Since the
same practice can be used to accomplish different goals in different
situations (and differant practices are often employed to achieve the same
goal) the only reasonable way to begin to undeisténd what is going on is
to study the use of particular practices in parﬁicular cases. What we can

"optimistically hope to obtain with this detailed case study approach is a
set of conditions to look for when examining future cases that would
provide a short cut determination of the economic purpuse and effects of

the practice in‘°the particular case.

I do not think that the broad cross-section empirical approach
advocated by Caves (see his June 19, 1979 memo "Research on Vercical
Restraints") would be a very productive way to attack this area. Although
the data that may be obtained regarding the likely presence of particular

marketing arrangements in different industries by the construction of the -
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giant correlation metrix he advocates may be potentially useful fer the

future development of a theory in this area, it is much too expensive
an undertaking for the very broad gauge incidence information that is
likely to be &erived at this state of our knowledge. For example,
there would ;ppear to be only limited economic value from a general
(hypothetical) obse:vation that resale price maintenance is more likely
in concentrated, durable, consumer goods industries. Such knowledge
would be unlikely to provide much insight into the nature and purpose
of a particular practice in a particular case and the likely effects of
-legally attacking that particular instance rather than some other
instance. If concentration is an indication of something "bad" it may
be quite efficient to use, for example, the presence of resale price
majntenance as an excuse or legal lever for attacking the industry
rather than attacking the concentration more directly. But such an

exercise would add little to our econozic knowledge.

Given the limited resources potentially-avﬁilaﬁle fo? this project
it is highly unlikely that a research project such as outlined by Caves
could be funded at a level that would supply.us with mofe than the crudest
economic intelligence in this general form. The possibility of attempting
both approaches of case study and a broad empirical cross section survey
therefbre would be even less likely to produce anything of significant

value.

Assuming that an evaluation of particular cases and decisions will be

Iemployed in the study, one criterion that should be used to select cases
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should be the presence of a large investigation and litigation file.
Since it will be crucial in order to develop a theory of the case to
know what, in fact, was actually going on, cases that consist of a
limited FIC investigafion and a rapidly re;ched consent agreement
should be avoided. The puslic and non-public case record should be

_ considered the primary source of information for this study and cases
with the greatest amount of such information should receive priority.
While it is unlikely that all of the information necessary to build a
reasonable economic theory will be contained in the Commission files,
these files will serve as the essential (and probably sole) basis of
the initial theoretical work. It is, I think, overly optimistic to
believe that compulsory process will be used and additional facts obtained

in sufficient time to influence the course of the study.

It will also be useful to select cases which the Commission won.

Post-decision empirical analysis could therefore provide some possible
"tests of the alternative theoretical explanations for the practice. For
example, the alternative marketing arrangement adopted by the firm may
provide useful evidence regarding the original purpose of the outlawed
practice. This will also throw light upon the likely effect of alterﬁative
remedies in these cases. Unfortunately, however, little evidence is likely
to be found in the files that will be useful for this post-decision analysis
since apparently little compliance monitoring effort 1is madé by the FIC.
This post-decision data will therefore have to come from other sources (such.

as industry publications) which can, at best, be obtained with a time lag.
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Hence in order to evaluate the effects of a decision very recent cases
should probably be avoided. (This consideration can, of course, be
outweighed by competing considerations such as the fact that analysis
of a very recent case is much more likely to have an impact on policy

because of current interest.)

Finally, I think it is crucial to limit the number of cases to be
studied. As a member of the team of economic consultants that recentlyw
examined and analyzed a group of vertical rest;aint cases for the Com-
mission, I now fully appreciate the amount of effort that is necessary
to study and understand a single case sufficiently well to develop a
theoretical model or set of alternative models to represent what is likely
to be going on. In that earlier study the Commission staff originally bit
off much too much in terms 6f the number of cases they planmed to analyze
and the research effort was therefore spread much too thinly. (Since no
empirical testing or post-decision analysis was accomplished in that
previous study and, in fact, because the litigative history of those cases

were reviewed only curserily, the cases could reasensbly be included in

P

this new study.) Potentially much more useful information could be obtained

if the study were focused on a single or a couple of related cases for each

primary investigator.

2. Proper Scope of the Study

In a similar spirit of focusing on a small number of cases, it will

probably be most productive to focus primarily on one particular practice.
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Given our limited resources, this is I think the only way we can hope

to obtain a great deal of useful economic knowledge. Resale price main-
tenance is an obvious candidate for study since that was a practice ex-
plicitly mentioned in the original request by Senator Kennedy to the FIC
for a study of the economic effects of vertical restraints. It will,
however, not be possible strictly to limit the study to only one practice
because they often (almost always) appear in particular cases in combina-
tion.. However, if we conéentrate our efforts on the practice of resale
price maintenance this observed combination (say, with exclusive terri-
fories) will be beneficial. Since resale price maintenance is per se
illegal, cases where such a practice appears ;long would be highly unlikely
tc coatain a detailed investigation and litigation file, but rather contain

merely a copy of the complaint and the consent order.

The way to proceed is, I think, not to choose a particular set of
practiceﬁ to b; studied but to work backwards in a sense and choose a
particular group of cases all of wﬁich have a common element (such as the
presence of retail price maintenance). These cases would ;hen be studied
in detail, which would require an examination of the interaction of resale
price maintenance with the other vertical practices present in the particu-
lar case. This would require a theoretical examination of the particular
interaction and perhaps some theoretical generalization could be made once
all the particular cases are brought together at the end of the study. Some
.zt2221 case issues (such as tying or exclusive dealing) are iikely not to

be covered in great detail in the analysis, but other practices (such as
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exclusive territories) are likely -to be analyzed in those cases where it
is an integral part of the marketing scheme which includes resale price 3

maintenance. Empirical analysis (especially of a post-decision nature)

NI

may indicate the substitutability and complementarity of these other

practices with resale price maintenance. Inferences may possibly be

@

made to the use of these other vertical practices in contexts where re-
sale price maintenance is not present, but our goals at this stage should

be limited-——explaining the arrangements in the particular case chosen for

(9]

analysis.

3. Basic Dimensions of Economic Impact

The central research issue of the study should be a determination of
the economic rationale for the vertical practice in question and thereby
a determination of the likely effect of restricting its use in the partic-
ular case. The basic assumption of economic analysis is that the practice f;Q
has been adopted by the firm to maximize its wealth. The important economic |
poli;y question is whether wealth has been inéreased by the use of the
practice via some collusion (i.e., a decrease im output) or via a decrease

in costs (and therefore an increase in output). By definition, a vertical

o
e

"restraint” reduces competition in some direction. But the question is
whether such a restraint is anti-competitive in a collusive sense or whether
it is an efficient (cost-reducing) way of supplying the particular product

and services. The legal distinction between a "horizontal" and a "vertical"

e
M ;j
K

restraint while aiming at this economic distinction sometime misses the

point, (as in the Sealy case). The distinction between a restraint on inter-
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brand compared to one on intra-brand competition is closer to the eco-
nonic distinction. More generally, some forms of competition are

destructive of the brand, i.e., "contrabrand competition," and legally

should be permitted to be restrained.

The most obvious (i.e., recognized) form of this contra—srénd com~
petition is the Telser "special service" free rider problem, where a
retailer together with the consumer free rides on the provision of a
special service provided by another retailer. This force is analytically
correct but does not, I think, fit the great majority of resale price
maintenance cases brought by the Commission. Examining the cases under
study in detail should indicate whether the special services problem is
present and what the effect of litigation is likely to be (an alternative
arrangement for providing tﬁese services ér a change in the natﬁre of the
product). A much more general form of "free riding" is the free riding
by a retailer on the brand name of the group (and therefore on the manu-
facturer and the other retailers) via the supply of a proauct of'quality
less than anticipated. 1In this case the consumer is "fooled" and does
not capture any of the gains from the free ride. Resale price maintenance
(together with limited entry on the retail level), by supplying the re-
tailer a price (profit) premium and therefore creating a cost to the retailef
if he is terminated, may be an important element in an efficient method of

enforcing an implicit quality contract.

In any event, either of these "quality control" reasons for resale

: price maintenance must be distinguished from the possible “collusive”
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reason for resale price mainteﬁan;e. We may want to look at the effect

of outlawing the practice on consumer prices, but this is misleading.

Even after controlling for other factors in the industry that may have =
changed in the interval and looking at long-run as opposed to very short-
run price changes, such an effect does not consider quality changes that
may have been induced by the legal action. A decrease in quality (for
example, a decrease in the level of special services supplied) will shift
down the demand curve for the physical product and thereby decrease price.
A more meaningful test would be to look at outpu- effects of the policy
change. If prohibiting the practice decreases output, we can say that the
purpose of the p;actice was efficiency related. If, however, output in-
creaseﬁ after the practice is eliminated, the next question that must be
asked is whether quality haﬁ fallen. This entails measurement of various
elements of quality that may be important in the various cases and de-
termining if a change has occﬁrred. Has there been a change 1in ﬁhe method
of distribution, including a decfeasé in the number of retailers? -Has
there been a change in the direct quality policing effort of the firm in
question? If quantity has increased and quality has not been substantially
altered, this suggests that the practice served some collusive purpose and
an examination of some structural conditions of the industry (such as coﬁf

centration and entry barriers would be called for).

Throughout this discussion 1 am assuming that we will be primarily con~

cerned about the impact of the practice on consumers. Although much anti-

trust litigation (especially private litigation) is initiated to protect
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distributors (for example, distributecrs terminated “unfairly" by a
manufacturer) we will be concerned with any of these side effects only
as they throw light upon the fundamental nature of the practice in

question.
To sum up then, the stages of the work should basically consist of:

{1) a modeling step, where a theory of the use of the particular
combination of vertical restraints employed in the case will be developed.
The investigator will have to read and study the Commission files and
development of his model should interact with the particular facts of the
case. (For example, how important are special services and therefore how

relevant are they for inclusion in the model);

(2) an empirical implication step, where hypotheses for the likely
effect on particular variables of ocutlawing the practice are derived from

the model;

(3) a data collection step, where the data necessary to test the

particular hypotheses are precisely defined and collected;

{4) an empirical testing step, where an empirical model is specified
and is estimated using the collected data. These tests should verify the
wodel and reject the likely alternative explanations for the practices in

the particular case.
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