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I. INTRODUCTION 


The Magnuson-Moss Warranty/ Federal Trade Com mi ssion 

Improvement Act of 1975 (Public Law 93-637 , 15 u.s.c. 2301-23 10) 

establis hed minimum disclos ure standards for consumer product 

warranties. One of the key provisions of the law prohibits tie-in 

re strictions in warranties. Sec tion 102( c) states: 

No warrantor of a consume r product may 
condition his written or implied warranty of 
such product on the consumer' s using, in 
connection with such product, any article or 
service (other than article or service 
provided without charge under the terms of the 
warranty) which is identified by brand, trade 
or corporate name. 

The Federal Trade Commission (FTC) was empowered to grant waivers 

of the restriction only if 

(1) the warrantor satisfies the Commi ssion 
that the warranted product will function 
properly only if the article or service so 
identified is used in conjunction with the 
warranted product and 

(2) the Co mmi ssion finds that such a waiv er is 
in the public interest. 

Economic theory sug ge sts that absent market power reciprocal 

duties agreed to in contract are efficient. The va riety of 

contracts observed in the market is evi dence of firms' comparative 

advantages at supplying different mixes of contract tP.rms and of 

co nsumers' variegated tastes and endowments. Competition among 

suppliers for custome rs seeking the most suitable combination of 

price and contract terms assures that the implicit prices of con

tract provisions reflect the marginal costs of those provisions. 

It is in this vein that contract terms traditionally considered 



uneconomic, and therefore unconscionable, have 

ex 

recently been 

explained as instrum ents for controlling post opport unistic 

behavior.l An imme diate corollary of the economic theory of 

co ntracts is that government restrictions on warranty terms will 

in hibit beneficial contracts between buyers and sellers, reducing 

the efficiency of warranties and resulting in increased costs and 

reduced coverage. 

In this paper we develop an economic rationale for 

conditioning warranty perf ormance on tie-in sales. In many cases 

such tie-i n restrictions are an efficient response to problems of 

adverse selection and moral hazard. Further, we apply the theory 

to examine the FTC's policies in granting waivers under§ 102{c) . 

Only three waiv er applications have been receiv ed by the 

Commi ssion. All three were denied. In these cases and in its 

general statements on§ 102{ c) , the FTC has adopted a very 

restrictive reading of the "f unction properly" standard. 

Section II of this paper presents our theory of efficient 

warranty tie-ins. Section III look s at.the waiver applications of 

Sohmer & Co ., Inc. , 2 Harms co, Inc. , 3 and Colema n Company , Inc., 4 

concluding that the FTC ignored possible efficiency aspects of the 

proposed tie-ins in all three cases. Concluding remarks and 

recommendations appear in Section IV. 
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A .  

II. A THEORY OF E F FICI ENT TIE-INS IN WARRANTIES 


A warranty is an insurance contract under which the seller of 

a product agrees to bear some or all of the risk of product 

failure. In return, the seller adds a premi um to the price of 

the product. In a competitive equilibrium, and in the absence of 

the "market failures" discussed below , the prem ium reflects the 

expected costs of meeting the warranty terms. That is, the 

premi um will equal the expected frequency of failure times the 

average cost of fulf illing the warrant y, divided by the num ber of 

units sold. 

Adverse Selection 

The problem of adverse selection in insurance markets has 

received a good deal of attention in the economics literature. 

Ad verse selection refers to the fact that given asymmetric 

information (w here bu yers know their tŘue expected loss but 

sellers do not) , low-risk bu yers cannot make insurers aware of 

their lower expected losses.5 If insurance is initially offered 

to all bu yers at a premium based on the average probability of 

loss, low -risk bu yers may find the premium too high. As a result, 

only high -risk buyers are able to purchase full insurance at 

"fair-o dds" premiums. Rothschild and Stiglitz have provided an 

elegant proof of the non'op timali ty of insurance markets under 

these conditions.6 

To avoid the adverse-selection problem , insurance companies 

co llect information about buyers that allow s them to segregate 

their customers into risk categories and to charge appropriate 
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premium s.? Providers of warranties, by contrast, are generally 

unable to utilize this device� warranties are offered on equal 

terms to all bu yers. Instead, warrantors may utilize separating 

devices, which work by inducing buyers to reveal their true 

probabilities of loss. For instance, Priest notes that optional 

warranties or servi ce contracts are frequently made available for 

an extra charge, so that high-risk bu yers who are likely to incur 

larger losses can be made to pay appropriate rates for the 

8optional coverage. Rot hschild and Stiglitz show , however, that 

such separating devices cannot lead to a Pareto optimal 

equilibrium : Low-risk customers are still unable to purchase full 

warranties at fair-odds premi um . 

Tie-ins as Risk Meters: A Model 

The following model illustrates how 

are 

tie-in provi sions can in 

some cases ameliorate, if not eliminate altogether, the adverse

selection problem . In the model there two types of customers, 

high- and low -intensity users, who use a compleme ntary input at 

different rates, RH and Rt. It is assume d that the relative usage 

rate, RH/Rt, is equal to the relative failu re rate, qH IqL, where 

qH and qL are the probabilities of product failu re during the 

warranty period for the two types of users. Al thoug h the seller 

cannot distingu ish an H-type customer from an L-t ype customer, the 

seller knows qH ,qL , RH , and Rt• The seller offers a full warran

ty, which replaces the product if it fails, and, by assum ption, 

the product fails no more than once during the warranty period. 
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With complete information, the seller would supply the 

pr oduct/ warranty bundle to the two groups at prices Pj �jc= 

(j H, L) ,  where C is the constant marginal cost of production. = 

The warranty premi llllls reflect the no "loading" andasslllllptions of 

no moral hazard. 


In contrast, when sellers are unable to distingu ish high

and low -intensity users, all buyers are charged the same pooling 

premi urn given by 

(1) w { [ H/ ( H+L) ] � H + [ L/ ( H+L) ] � L} C ,= 

where H and L are the num bers of high- and low -intensity 

custome rs respectively . The problem with the pooling premi um in 

( 1) is that some risk-averse low -intensity users may be unw illing 

to pay the premium necessary to shift the risk of product failure. 

As these customers drop out of the risk pool by turning to other 

products or by simply foregoing the warranty (in cases where it is.

purchased separately) , the weighted average in (1) rises, drivi ng 

still more low -intensity users out of the pool. If no other 

warranties are offered, a pooling equilibrium will obtain where 

the marginal low -intensity user is just sufficiently risk averse 

to pay the pooling premi um . The latter premilllll yields zero 

profits for the seller, but high -intensity users are subs idized by 

low -intensity users. Moreover, some low -intensity users are 

unable to purchase warranties at fair-odds premillllls.9 Potential 

gains from trade rema in, and a tie-in restriction may provide an 

effective method for sellers to differentiate between low- and 

high -intensity bu yers. 
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(2) 

We suppose the product is sold with a warranty as before, but 

that all customers are charged only the cost of production C (t hat 

is, PH = PL = C) . However, for the warranty to be valid, use of 

the product requires the consumption of an input that must be 

p urchased from the warrantor. To just cover the cost of the 

warranty, the warrantor adds a per unit premi um , X, to the price 

o f  the tied good: 

X = total expected loss/units of input sold 

= ( 11' HH + 11'LL) C / ( RHH + RLL) • 

The total premi um paid by a low -intensity user is simply RLX· 

But since by assump tion RL = 11'LRHI11'H , subs titution int o (2) and 

simple manipulation yiel d 

(3) RLX = 11'LC .  

Low-intensity users pay total input-price premi ums equal to the 


actuarially fair warranty premi um for their group. By the same 


logic, the hig h-intensity users als o pay the fair-o dds premi um by 

v i  rtue of the tie-in arrangement. 

To the extent that warranty tie-ins serve to ga uge the cost 

of warranty perfor mance, the price of the tied product must exceed 

its marginal cost. Su perficially , this pricing relation is 

identical to that resulting from tying to restrict output. Tying 

arrangements as a form of price discrimination, an idea that 

originated with Aaron Director, lO succeeds when the bu yer' s demand 

for the tied good is a measure of his demand elasticity for the 

tying good. In our model, "price discrimi nation" is cost 
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justified, and market power in the tying qood is not necessary for 


tie-ins to be imposed. 

We have shown that in a stylized context tie-in. provisions 

may be an efficient market response to adverse selection. As a 

practical matter, we recognize that it will often be costly to 

monitor buyers' comp liance with the tie-in; in some cases it may 

be impossible. In general, tie-ins will only be used to avoid 

ad verse selection where ex post detection of bu yers' noncompliance 

is inexpensive. Of course, . might in some cases be profitableit 

for sellers to institute the tie, knowing that some buyers will 

c heat but viewing the resulting losses as an investment in 

"goodwill." Sellers might institute other scheme s, such as main

tenance schedules tied to hours of use {or mileage) , to facilitate 

enforcement of the tie. 

B .  Moral Harzard 

Moral hazard is the second problem frequently ·encountered in 

insurance markets. It has been addressed in the economics litera

ture by Pauly, ll Spence and Zeck hauser, l2 Ehrlich and Becker, l3 

Marshall, l4 and others. They have shown that insurance lessens 

the incentive for what Ehrlich and Becker call "self -protective 

be havior, " have recommended the use of coinsurance {where theand 

insured pays a percentage of any loss) or deductibles (w here the 

insured pays the first $X of any loss) to encourage bu yers to 

av oid insured losses. 
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Another alternative means of preventing moral hazard is 


contractual specification of self -protective activities to be 

un dertaken by the buyer that condition performance by the 

seller.l5 Klein, Craw ford, and Allen have emp hasized the role of 

contractual specification (including, in their case, ownership 

throug h vertical integration) in discouraging opportunistic 

behavior, which is said to occur when incomplete contracts allow 

one party to a contract to profit at another party's expense.l6 

And Klein has specifically addressed the importance of so-called 

unfair contract ual provisions in avoiding opportunistic behavior, 

arguing that (for example) exclusive -dealing and termination-at

will clauses in contracts are a means of allowing the party that 

could otherwise suffer from opportunistic behavior to deter such 

behavior.l7 

Moral hazard can easily be interpřeted as what Klein refers 

to as a "holdup" problem--a potential for opportunistic behavior 

by one of the parties to a contract. In the context of 

warranties, moral hazard is reflected in the use of sub optimal 

compleme ntary inputs. Priest sug gests, for example, that consumer · 

care in the use of a product is a compleme ntary input, in the 

sense that an owner of a refrigerator, for example, can extend the 

life of the product by taking care in its use--for instance by 

re straining his children from swinging on the door. Indeed, 

Priest finds that warranties often exclude coverage for parts 
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whose probability of failure can be influenced by consumer usage 

habits. Exclud ed parts, he finds , 

typically appear to be either easily 
breakable--g lass and plastic parts, porcelain, 
phonograph needles--or exterior parts 
sensitive to scratching, abrasion or roug h 
use--paint, cabinets, the finish or trim . 
Differences between consumers in volum e of use 
may affect some of the parts, such as 
batteries and fuses.l8 

For the present purpose we are more concerned with more 

traditional complementary inputs, such as maintenance services, 

replacement parts, and complements such as filters for coffee 

machines and oil filt ers for automo biles. Where use of a sub-

optima l oil filter, for example, can lead to (warranted) engine 

failure, the potential for moral hazard is likely to be limited by 

contractual terms conditioning warranty perf orma nce on use of an 

appropriate oil filter. The question is when, if ever, these 

contractual terms should take the form explicit ties (forbidden 

by the FTC) as opposed to quality specifications (which 

of 

are, at 

least theoretically , allowed) .l9 

To understand why explicit ties will sometimes be preferred, 

it is useful to consider the analogy of tie-ins in contracts where 

warranties are not present. The courts have some time s recognized 

"q uality control" argum ents in favor of tie-ins, allowing ties of 

ca ble-televi sion maintenance services to equipment and of grain 

silos to unloading equipment, on the grounds that the tied product 

was im portant for the proper functioning of the tying product and 

that failure of the tying product to function properly could 
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reflect negatively on the seller.20 Bowman argued convincingly 

that such ties are not efficient, since the bu yer has an incentive 

to use optimal-quality parts and incur an optimal breakdown rate: 

Sellers need only inform buyers of the appropriate complementary 

inputs and their characteristics and let them choose for them

selves.2 1  

Craswell, how ever, has argued that in some instances bu yers 

would prefer brand-name tie-ins to specifications: 

Information [about the quality of comple
mentary inputs] is costly to commu nicate and 
may be of little use without addi tional 
information as to why the seller recommended 
the products or services he did • In• . • 

the production and sale of any good or 
service, there will always be some point at 
which the customers prefer to have certain 
decisions made by the sellers.22 

Consumers may prefer to have the seller provide specific brand 

names of suitable replacement parts raŔher than specifications, 

es pecially if the necessary specifications are very technical and 

difficult for consume rs to understand. Ties can thus be an 

efficient means of reducing consumer search costs. 

The significance of this debate for the present issue is 

apparent. The FTC' s willingness to allow sellers to condition 

warranties on the use of parts meeting certain spec.ifications, as 

long as no brand or corporate names are used, does not address the 

issue of information costs: In some instances, bu yers would prefer 

to be told what brand of parts to buy in order not to invalidate 

their warranties to incurring search costs to discover what brands 

meet complicated specifications. 
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A second advantage of explicit ties over sp ecifications is 

that it may be costly to discover and specify the characteristics 

that lead to a given level of perf orma nce. An auto manufacturer 

m ay know , for example, that his cars run well with his own brand 

of oil filter� but to test each available model in conjunction 

with each type of filter may be costly relative to the gains to 

consumers, who would prefer to pay less for the car and be told to 

use only the manufacturer' s oil filter. A further result of these 

specification and testing costs is likely to be vague or 

incomplete specification of relevant parts characteristics , 

leading to ex post disputes between bu yer and seller as to whether 

parts actually used meet the specifications provided. Brand-name 

identification, by contrast, is unam biguous and avoids such 

disputes in enforcing warranty provi sions. 

To summarize, it is clear that tie-ins may be efficient 

re sponses to adverse selection, moral hazard, or both. The 

conditions to which the theory applies are not universal. First, 

it may be nearly as difficult to enforce outright ties as to 

enforce parts specifications, therefore limit ing the utility of 

the risk-metering scheme . Second, parts specifications may be 

relatively cheap to provide and easy to understand, limiting the 

information-c ost argum ents. However, it is apparent that ties can 

be efficient in cases where (a) use of a compleme ntary input may 

serve as an accurate measure of the probability of discove ring a 

warranty defect, and/or (b) the costs of commu nicating relevant 

characteristics of compleme ntary inputs to consumers in a useful 
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form are high. As it happens, both of these characteristics 

appear to be present in at least two of the three waiver-

application cases we next consider. 

III. CASE STUDIES 

It is worth emp hasizing at the outset that the prohibition of 

tying contained in the Magnuson-Moss Act is far more restrictive 

than the standards applied to other tying arrangements under the 

S herman and Clayton Acts.23 Magnuson-Moss prohibits all ties 

ex cept those necessary for the warranted product to "f unction 

properly." In its consideration of the three waiver applications 

it has received, the FTC has developed an extremely restrictive 

interpretation of this standard.24 

A .  Sohmer & Co . 

On July 28, 1975, Mr. Harry J. Sohŕer Jr., the president of 

Sohmer & Co ., wr ote to the FTC asking for a waiver of � 102(c) for 

the following warranty clause: 

It is understood that this guarantee is valid 
only upon condition that Sohmer & Co ., Inc., 
or their accredited representative s are 
employed for all tuning or servicing of said 
piano.25 

In support of his company' s request, Mr. Sohmer made the following 

arguments: 

There are hundreds of unqualified piano tuners 
in this.country whose work on our product can 
cause severe damage to the actions and strings 
of the instrum ents. We have dealers in all 
fifty states of the Union. Many of these 
firms have their own service departme nts; the 
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ones who do not have one know which local 
tuners are qualified to do good work. In the 
rare case, in a rural area for example, that 
our dealer cannot servi ce the piano, we give 
the consumer the names of several members of 
the Piano Technicians' Guild in the area. The 
Guild is an association of independent tuners 
all of whose members are required to take a 
technical examination before being admi tted to 
membership. We feel sure, with our present 
set-up, that our customers' interests, as well 
as our own, are being well-served. 26 

This is virtually the entire text of Sohmer' s request for a 

waiver. In support of the request, the company sub mitted five 

documents: (1) a copy of its warranty containing the tying 

re striction; (2) its catalog, consisting of pictures and descrip

tions of its pianos; (3) its price list; (4) a diagram show ing the 

action of its grand piano; and (5) a diagram showing the action of 

its upright piano. 

As required by§ 102( c) , the Co mmi ssion asked for public 

comment on the proposal in October 1975·. 27 No comments were 

received. 

In April 1976, the Commi ssion issued its decision, denying 

the Sohmer request. The decision sets a precedent followed in the 

rema ining waiver applications, namely a very restrictive reading 

of the "f unction properly" standard. 

W hile the Commi ssion correctly argu ed that the Sohmer 

application failed to prove that the product would operate 

properly only if Sohmer-ac credited representatives were used for 

servicing, its decision stated that even if So hmer' s assertion 
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that unq ualified tuners could damage the piano were true, this 

would not ju stify a waiver: 

Even assuming, argu endo , the assertion •. . 

that piano serv1cers not authorized by Sohmer 
may cause damage to the pianos while perform
ing tuning and other service not covered by 
the warranty, this alone does not demonstrate 
that tuning and service by Sohmer 	 is 
"necessaiT for the proper operation of" So hmer 
pianos. 28 

Thus, the FTC in its first application of § 102 (c) showed its 

unwillingness to heed argum ents based on moral hazard. Indeed, 

the Commi ssion 
, 

refused to entertain any e£ficiency explanations 

for the tie-in. Instead, reduction in the bu yers' options in the 

tied good was param ount; even the competitive ness of the market in 

the tying good was ignored. 

B .  Harms co, Inc. 

In 	 December 1975, Harmsco, Inc. , applied for a waiver of 

' § 102(<::) on the grounds that 	 swim mi ng-pool filt er mach ines i.ts 

could only operate properly when used in conjunction with Harmsco, 

Inc. , replaceme nt filter cartridges. 29 Unlike Sohmer, Harmsco 

made its application throug h a law firm, and it provided 

consultant studies showing that Harmsco cartridges were indeed 

superior in perf ormance to competitors' cartridges. 

In its August decision denying the application, the 

Commission noted that it was unconvinced of the Harms co car

tridge' s superiority. But, it said, eve n a showing of more effi

ci ent performance by the Harmsco filter would not be adequate to 

meet the "function properly" standard. Af ter quoting from the 
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upon consumers by means of a penalt y of loss of warranty 

coverage, " the Commi ssion' s decision stated: 

With this backg round in mind, the 
Com mi ssion believes that a mere demonstration 
of the superior performance characteristics 
does not satisfy the "function properly " 
standard. The proper functioning of the 
warranted the best 
functioning of 

The Co mmission als o would be free to 

specify perf ormance characteristics of filters to be used in its 

product is not necessarily 
that product.30 

noted that Harms co 

Northern-Pacific decision and noting that § 102 (c) indi cates 

Congress' "intention to prohibit those tying arrangements im posed 

machines. "In contrast to brand name identification, " the 

Commission argued, 

such a requirement does not reduce competition 
because consumers may choose among those 
brands meeting the specifications, allowing 
any manufacturer to compete for the consumer' s 
business.3 1  

Concern that tie-in restrictions coul d foreclose markets and limit 

competition was thus the Commission' s primary motiva tion. 

C .  Coleman Comp any , Inc. 

The third and last application made for a waiver was sub

mitted by Coleman Company, Inc., in July 1976. Among other prod

ucts, Coleman manufactures a mo bile-home furnace/a ir-conditioning 

unit. The company' s general counsel asserted in the July 15 let

ter requesting the exemption that Co lema n furnaces would operate 

properly only if used in conjunct ion with replacement parts certi

fied by a nationally recognized testing laboratory. In addition, 
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unapproved 
warranty. 33 

the letter noted, testing by a nationally recognized laboratory is 


required under standards for mo bile-home furnaces promulgated by 

the Department of Housing and Urban Developm ent (HUD) . Failure to 

use certified parts, Colema n sug gested, coul d actually result in a 

violation of Federal regulations. 32 With this in mind, Coleman 

requested that it be permitted to add the following clause to its 

warranty: 

This warranty is expressly conditioned upon 
the use of air conditioning conversion 
blowers, gas valves, limit switches, and air 
conditioning coils that have been certified or 
approved for use in this furnace by nationally 
recognized testing laboratories such as 
Underwriter's Laboratories, Inc. , or the 
American Gas Association, Inc. and use of 
noncertified or components will 
v oid the 

As before, the Com mission published a sum mary of Coleman' s 

request and asked for comme nts. 34 Unlike the previous cases, 

however, the Co lema n application elicited considerable attention 

from competitors and others. A total of 12 comments were sub 

mitted, of which 5 flatly argued against the waiver on the grounds 

that it would in effect grant Coleman a monopoly in the market for 

replaceme nt parts. Of the remainder, two supported the waiver as 

ne cessary to insure proper functioning of the furnace and five 

expressed opinions only as to details of the application. (Two 

testing laboratories comme nted that Un derwriters Laboratories and 

the American Gas Association shoul d not be the only testing labs 

named. ) 35 
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In its Decem ber 22, 1977 , decision denying the Coleman 

application, the Co mmission continued to show extreme reluctance 

to grant any exceptions to the § 102 prohibition. First, it 

argued that use of certification was simply an indirect means of 

identif ying brand names: 

For purposes of determin ing whether a waiver 
must be.sought, the Co mmi ssion sees little 
basis for distingu is hing between direct and 
indirect (e. g.  , certification) references to 
brand, trade or corporate names. 36 

Regarding Coleman' s evidence and argum ents, the FTC noted that 

evi dence provided by Co lema n that noncertified parts could be 

dama ging was unconvi ncing. Furthermore, the HUD standards 

requiring use of certified parts applied only to assembly and 

manufacture, not to repairs and alterations by consume rs. On the 

whole the Commi ssion found that Co lema n had failed to show that 

certified parts were necessary for the .Proper functioning of its 

mobile-home furnaces. 

D .  Efficiency of the Proposed Ties 

As the above sum mary shows, the Commi ssion has concentrated 

almost entirely on market-foreclosure considerations in its 

de liberations on waiver applications. It should be obvious, 

however, that both the Sohmer and Harms co ties may have had 

positive efficiency implications, in accordance with the theory in 

Section II . 

So hmer' s application came close to asserting that the tie was 

intended to alleviate moral hazard. It indicated the company' s 

fear that low -quality repair services could result in increased 
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warranty claim s, and implied that it would be difficult or 


imp ossible to avoid such claims without a brand-name specifica

tion. (It is difficult to imagine how Sohmer could specify the 

qualitative aspects of various repair servi ces. ) While the 

application did not address adverse selection, the conditions 

necessary for the metering scheme to apply are present: Warranty 

repairs will be correlated with intensity of use, and intensit y 

of use will in turn determine the need for tuning and ot her 

adju stme nt/r epair services. Enforceme nt of the tie would not be 

costless, but Sohmer could simply ask customers to identify who 

did the questionable repair work and verify the answer with its 

re presentatives. 

All of the above applies equally well to the Harrnsco appli

cation. Harrnsco filters do have unique characteristics (most 

notably , Harmsco filters have 6 square feet of filter material� . 

in contrast, some externally simi lar filt ers contain only 3 to 

4 square feet. ) While this characteristic could (theoretically ) 

be specified without mentioning brand names, the cost to consumers 

of becoming familiar with the intricacies of pool-filter-cartridge 

design is probably large in relation to the benefits. And again, 

the metering scheme would appear to apply . Pool-filter usage will 

be correlated both with demand for replacement cartridges and with 

warranty claims. Enf orcement might pose a problem with dis honest 

consumers (who might purchase low -priced cartridges until a defect 

arose and then buy a single Harms co cartridge before making the 

warranty claim , claiming to have used Ha rmsco cartridges all 
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along) , but it is not obvious that many consumers would go to the 


trouble of cheating. 

The Coleman application is some w hat more ambiguous. On the 

one hand, comments received by the Co mmission sug gested that 

Co leman was simply trying to limit entry to the market for Colema n 

air-conditioning coils . (Its furnaces are constructed with a 

cavity, to allow for later installation of an air conditioner.) A 

consumer who failed to read and understand the tying clause in the 

warranty and later decided to install an air conditioner could be 

faced with the unexpected choice between giving up the warranty 

and purchasing a (possibly more exp ensive) Co leman air condi

tioner. Moreover, it seems unlikely that the replacement parts 

named by Colema n woul d be an accurate metering device to avoid 

adverse selection. 

On the other hand, Colema n submitŖed evidence to show that 

other manufacturers' parts were certified for use in its furnaces. 

It is at least argu able that use of the "nationally recognized 

lab" requirement may have lowered search. costs for consumers or 

enforcement costs for Coleman without restricting any manu

fact urer' s access to the market for replacement parts. 

E .  Evidence on the Adverse Effects of FTC Policy 

Evidence that efficiency considerations mo tiva te warranty 

tie-ins would be indicated by a reduction in warranty coverage or 

an increase in warranty costs, either for all warranties that had 

tie-ins before passage of the Act or for the three instances in 

which waivers were requested. There have been two emp irical 
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studies of warranty content before and after the Magnuson-Moss 

Act, both of which conclud ed that there was no appreciable change 

in warranty coverage.37 However, neither stud y covered products 

for which there are important complementary inp uts, so that tie-in 

re strictions would not have been frequent even before the Act.38 

Indeed, we were able to examine the work -sheets for the FTC'  s 

study of the effects of the Act and found that only 1 of the 40 

pre-Act warranties examined had a tie-in restriction. (Three 

tie-ins were present among the 1978.warranties, raising questions 

about the FTC' s enforceme nt efforts that we will not address 

here. ) 

The evidence regarding the three warranties for which there 

were waiver applications is supportive of our hypothesis. Sohmer 

did indeed reduce its warranty cove rage by excluding consequential 

damages, and Harmsco eliminated its caŗtridge warranty to avoid 

sp urious claims. Coleman' s actions strikin·g

its 

were rather more . As 

of November 1973, Coleman conditioned mo bile-home furnace 

warranty on the use of Coleman air-conditionin g comp onents. The 

warranty provided for exchange of any defective parts during the 

first year and replacement of the heat exchanger on a pro rata 

basis in years two through ten. Follow ing denial of the waiver 

application, Colema n limited its warranty to 1 year, excluding 

(as it had not previou sly done) "damages caused by failu re to 

perform norma l and routine maintenance • " However, while. . . 

conversations with representatives of all three companies produced 

http:coverage.37


V. 

claims of increased warranty costs, no reliable statistical 

evi dence could be produced to support these claims.39 

CONCLUSIONS 


We argue in this paper that tying restrictions in warranties 

may be an efficient response to the problems of adverse selection 

and moral hazard that are common in insurance markets. Tying 

warranty performance to the purchase of some compleme ntary inputs 

may allow sellers to meter customers' riskiness and hence avoid 

adverse selection. Tying restrictions may als o be ju stified if 

information and enforcement costs prohibit complete specification 

of buyer duties under the warranty--especially where specification 

of replacement-part characteristics would be costly or imp ossible. 

Our review of the FTC's policy towa rds tying restrictions 

indicates that it has taken a very narrow stance. Ignoring the 

fact that tie-ins can only have adverse efficiency consequences 

where market power exists, the Commi ssion has expressed a concern 

about foreclosure of ma rkets that appears unjustified by the 

evi dence. In at least two of œhe three waiver applications we 

review , there is reason to believe that the tie may have had 

positive efficiency implications. The failu re of the Co mmi ssion 

to recognize any benefits from warranty tie-ins except in the 

instances where the tying product literally will not function 

without use of the tied product has probably discouraged other 

warrantors from seeking waivers. 
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We have not provided conclusive evidence that the FTC' s 

policy toward warranty tie-ins has reduced consumer welf are, but 

the theoretical ju stification for warranty tie-ins we cite 

together with the reduction in warranty coverage offered by all 

three warrantors who were denied waivers creates a case for 

reexami nation by the FTC of its policies towards � 102(c) waiver 

applications. Its denial of the three applications received to 

date was couched in unforgiving terms that may have deterred other 

potential applicants. While efficient tie-ins may not be 

universal, the potential for welf are gains in some cases should 

not be ignored; sellers who believe their warranties could benefit 

from tie-ins shoul d be encouraged to submit their claims. 
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*The opinions expressed in this paper are those of the authors 

and do not necessarily represent the view s of the Federal Trade 

Commission or its staff. We are grateful to James C .  Miller III 

and Robert Tollison for com ments on an earlier draft. 

1 See Benjamin Klein, "Transaction Cost Determinants of ' Unfair' 

Contractual Arrangements, " American Economic Review: Papers and 

Pr oceedings 70 (May 1980) , p. 362. 

2 See Federal Trade Commi ssion, "Sohmer & Company , Inc. : Denial 

of Application for a Waive r of Section 102(c) of the Magnu son-Moss 

Warranty Act," 41 

required bu yers to employ only 

and other servi ces was denied 

as "Sohmer decision. ") 

Federal Register 1782 1 (1976) , in which a piano 

manufacturer that its accredited 

agents for tuning a waiver. 

(Hereafter cited 

3 See idem , "Harmsco, Inc .: Denial of Application for a Waiver 

of Section 102(c) of the Magnuson-Moss Warranty Act, " 41 

Register 34368 (1976) , in which a swimming-pool-filter 

Federal 

manu

facturer that required buyers to use only its own replacement 

filters in its filter machines was denied a waiver. (Hereafter 

cited as "Harms co decision. ")  
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See idem , "Coleman and Company ,  Inc.: Denial of Application for 

a Waiver of Section of Section 102{ c) of the Magnuson-Moss 

Warranty Act," 43 Federal Regi ster 1991 (1978) , in which a 

ma nufacturer of mobile-home furnaces was denied permission to 

require that replacement parts be certified by a nationally 

recognized testing laboratory. (Hereafter cited as "Colema n 

decision.") 

5 The originator of this idea seems to be Akerlof: see George A. 

Ackerlof, "The Market for ' Lemons' : Quality Uncertainty and the 

M arket Mechanism ," Quarterly Journal of Economics 84 (August 

1970) , p. 499. Akerlof' s sug ge stion has been expanded upon by 

several authors. See, for instance, Michael Spence, "Consumer 

Misperceptions, Product Failure and Producer Liability ," 

Economic Studies 44 (October 1977) , pp. 56 1-72. A theory 

quality signaling without third-party enforcement is found in 

Benjamin Klein and Keith B. Leffler, "The Role of Market Forces in 

Assuring Contractual Performance," Journal of Political Economy 89 

(August 1981) , pp. 615-41. 

Michael Rothschild and Joseph Stiglitz , "E quilibrium in 

Comp etitive Insurance Markets: An Essay on the Economics of 

Imperfect Information," Quarterly Journal of Economics 90 

(November 1976) , pp. 629-49. 
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7 Hoy, however, has recently argued that grou ping of risks based 

on imperfect information has uncertain welfare implications. Those 

placed in the high-risk category will be made worse off under 

grouping than under a pooling equilibrium, so that the move is not 

Pareto optimal. See Mic hael Hoy, "Categorizing Risks in the 

Insurance Indu stry , "  Quarterly Journal of Ec onomics 96 {May 1982) , 

pp. 321-36. 

8 See George L. Priest, "A Theory of the Consume r Product 

Warranty, " Yale Law Journal 90 {May 1981) , pp. 1299-1302. See 

also Richard Craswell, "T ying Requirements as Consumer Protection 

Remedies, " manuscript, Federal Trade Commi ssion, February 1982. 

9 This is an oversimplification. Other producers would of course 

offer warranties and woul d tailor those warranties to consum er 

dema nds. Rothschild and Stiglitz, supra, pp. 634-38 especially , 

have expl ored this situation more fully and shown that no 

equilibrium exis ts. For our purposes it is sufficient to note 

that Pareto optima lity will not obtain and that low-risk customers 

are unable to purchase full insurance at fair-o dds prices. {Like 

Rothschild and Stiglitz, we assume that consumers are risk averse 

while firms are not, so that Pareto optima lity requires full 

insurance for all consumers.) 
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10 See William F .  Shughart, "A Survey of Earlier Work on Tie-In 

Sales and Product Durability, " manu script, Federal Trade 

Commission, October 1981, p. 2. 

1 1  See Mark v. Pauly , "The Economics of Moral Hazard: Comment, " 

American Economic Review 58 (1968) , pp. 531-37; and idem , "Over

insurance and Public Provi sion of Insurance: The Roles of Moral 

Hazard and Adverse Selection, " Quarterly Journal of Economics 88 

( 19 7 4) , pp. 4 4-6 2 • 

12 Michael Spence and Richard zeck hauser, "Insurance, 

Information, and Individual Action, " American Economic Review , 

Papers and Proceedings 61 (May 

13 Isaac Ehrlich and Gary s. Becker, "Market Ins urance, Self-

Ins urance, and Self -Protection, " Journal of Political Economy 80 

( 19 7 2) , pp. 6 2 3-4 8 • 

14 John M .  Marshall, "Moral Hazard, " American Economic Review 66 

(December 1976) , pp. 880-90. 

15 The bu yers' duties may not be expressed but may be implied in 

the contract. Higgins has shown that the judicial rule of 

contributory negligence provides a means for implying efficient 
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contracts when explicit contracts are too costly to write. See 

Richard Higgins, "Products Liability Insurance, Moral Hazard, and 

Contributory Negligence, " Journal of Legal Studies (J anuary 1981), 

pp. 111-28. 

16 Benjamin Klein, Robert G. Crawford, and Armen A. Alchian, 

"Vertical Integration, Appropriable Rents, and the Comp etitive 

Contracting Process, " Journal of Law and Economics 21 (October 

1978), pp. 297-326. 

17 Klein, supra. 

18 Priest, supra, p. 1330. 

19 Harmsco, Inc. , alleges that FTC staff would not sanction the 

presence in its warranty of a specification that swim ming-pool 

filter cartridges used in its machines have at least 6 square 

feet of filtration ma terial. Apparently the specification was 

viewed by the staff as a means of avoiding the brand-name tie 

while accomplishing the same end, since Harmsco may have been the 

only manufacturer of cartridges meeting the specification. This 

information was discovered in a telephone conversation with Mr. 

John Harm Sr ., President of Harmsco, Inc. (J uly 23, 1982). 
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20 In In ternational Business Machines v. u.s., 298 u.s. 13 1 

( 1936) , the court found IBM' s quality-c ontrol ju stification 

inadequate. However, quali ty-control argum ents did prevail in 

u.s. v. Jerrold Electronics Corp. , 187 F .  Supp. 545 (1 960) and in 

Process Co. v. A.  0. Smith Corp. , 292 F . 2d 653 (196 1) . 

2 1  See W. s. Bowman, "T ying Arrangements and the Leverage 

Problem ,  " 67 (November 1957) , pp. 19-36.Yale Law Journal 

22 Craswell, supra, p. 31. 

23 In antitru st law ,  tie-in sales have been considered per se 

illegal wheneve r four conditions are met: (1) the tie involves two 

distinct products; (2) the sale of one �ood is effectively 

co nditioned on the purchase of the other; (3) the seller has 

sufficient market power in the tying product; and (4) the practice 

forecloses a substantial volume of commerce in the market for the 

v.  

tied good. See Northern Pacific v. u.s., 356 u.s. 1, 

( 1958) (t ie-ins held per se illegal) ; and Fortner Enterprises 

u.s. Steel Corp. , 394 U. S .  495 , 497-8 (four conditions for a 

to be found) • 

tie 

In addition to the three waiver cases discussed below , the FTC 

has made two general statements that are of interest here. On 
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J une 18, 1975, it published a general stateme nt of impleme ntation 

policy. (40 Federal Regi ster 25721.) While the thrust of the 

statement was procedural, it is of interest because it contains 

the first mention of the "f unction properly" stand.ard thethat 

Commission has since applied: "To grant a waiver, " it stated , "t he 

Commission must determi ne that the warranted product will function 

properly only if the identified article or servi ce is used in 

co nnection therew ith . . . 
II The Co mmi ssion' s second general 

stateme nt, which appeared after its decisions in two of the three 

waiver cases, is also of interest. The forma l interpretation of 

the Act' s provisions read, in part: 

No warrantor may condition the continued 
v alidity of a warranty on the use of only 
authorized repair service and/or authorized 
replacement parts for nonwarranty service and 
maintenance. For example, provi sions such as, 
"This warranty is void if servi ce is performed 
by anyone other than an authorized ' A  BC' 
dealer and all replaceme nt parts must be 
genuine ' A  BC' parts" and the like, are 
prohibited • This does not preclude a• 

warr antor from expressly exclud ing liability 
for defects or dama ge caused by such 
"unauthorized" articles or servi ce: nor does 
it preclude the warrantor from denying 
liability where the warrantor can show that 
the defect or damage was so caused. (42 
Federal Regi ster 36121, July 13, 1977.) 

Outright ties are thus forbidden under the Act unless the tying 

pr oduct will "f unction properly only if" used in conjunction with 

the tied product. However, warrantors may disclaim liability for 


defects caused by unauthorized parts. The latter interpretation 
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al low s sellers to communicate brand-name informa tion to bu yers by 

sp ecifically excluding liability for dama ges caused by other-brand 

parts. However, this device is less desirable as a means of 

discouraging opportunistic behavior than an outrigh t tie, since 

sellers are forced to demonstrate that damage was caused by the 

of fending part, rather than simply showing that the unauthorized 

part or service was used. 

25 Application of Sohmer & Co. , in FTC File 209-10-1. 

26 Ibid. 

27 Federal Trade Commission, "Sohmer & Comp any , Inc. : Invitation 

to Comment on Application, " 40 F. R .  49409 (1975) . 

28 See Sohmer decision, supra. 

29 Application of Harms co, Inc. , in FTC File 209-7-1. 

30 See Harmsco decision, supra. 

31 Ibid. Also see note 19 above for evidence that the 

Commission' s willingness to accept specification of replacement 

characteristics is not as strong as sug ge sted in this stateme nt. 
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32 Application of Coleman Company , Inc. , in FTC File 209- 19- 1. 

33 Ibid. 

34 Federal Trade Co mmi ssion, "Invitation to Co mment on 

Application, and Golema n Company , Inc. , "  41 F.  R .  53708 ( 1976) . 

35 Com ments on Co lema n waiver application, FTC File 209- 19-1. 

36 Coleman decision, supra. 

37 See Jacqueline Schmitt, Lawrence Kanter, and Rachel Miller, 

Impact Report on the Magnuson-Moss Warranty Ac t, Federal Tr ade 

Commission Bureau of Consumer Protection, 1980, and Michael J. 

Wisdom , "An Emp irical Study 

Act, "· Stanford Law Review 

of the Magnu son-Moss Warranty 

31 (J uly 1979) , pp. 1117 -46. 

38 The single exception is automo biles, for which comp leme nts 

such as oil filters are purchased fairly frequently and are 

manu fact ured by the automakers, so that efficient ties would be a 

possibility. An earlier FTC study of warranties in the automo bile 

indu stry found that auto warranties typically required periodic 

maintenance and frequent (every 6 months or every year) certifica

tion of same by an authorized dealer as a condition for warrant y 
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performance. Many consumers would clearly opt to economize on 

time by having required service performed by a dealer, thus 

eliminating the extra stop that would be required to have non

d ealer servicing certified. Thus, auto warranties came very close 

to having outright tie-ins. See Federal Trade Commission, Staff 

Report on Automobile Warranties, 1968. 

39 We would like to express appreciation to all three comp anies 

for their cooperation in provi ding us with copies of their 

warranties and for discu ssing their experiences with us. In 

particular, telephone conversations were conducted with Mr. 

Harold J. Sohmer Jr. , president, & Co. , Inc. ; Mr. John Harm 

Sr. , president, and Mr. Henry Harm , Inc. ; and Mr. Harold 


Sohmer 

Harmsco, 

J.  Pfountz , corporate attorney , Coleman Company,  Inc. , during July 

and August 1982. 
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