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It may be a coincidence, but it is also a fact, that most of the Division's recent 

contested, civil non-merger cases have involved what are in substance exclusionary 

vertical agreements. Among the recent or pending cases involving such agreements are 

Delta Dental1 -- which concerned most favored nation agreements pursuant to which 

dental care providers agreed with healthcare payers that they would not charge anyone 

else a lower price; Stillwell2 -- a tie-in of utility services; General Electric3 -- a 

straightforward horizontal case about competition in equipment servicing that includes, 

among others, an allegation that the software licensing agreement at issue prevents 

otherwise willing firms from servicing machines manufactured by third parties and thereby 

impairs the ability of those parties to compete with GE; and Nielsen4 -- which concerned 

tie-in and exclusive distribution arrangements. Several of the Division's pending 

investigations also concern exclusionary vertical agreements. 

These cases, and the different types of exclusionary agreements they involve, raise 

a variety of different doctrinal questions. But they raise similar conceptual issues. 

What I propose to do today is to outline some of my thoughts about how to analyze 

these issues. This is not a statement of DOJ policy, which is still evolving. I think of this, 

instead, as part of the kind of "dialogue with the bar and the academic community about 

antitrust doctrine" that Joel Klein has spoken of.5 
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Antitrust Context 

At the outset, let me put this in context: Antitrust is concerned with private 

arrangements that reduce competition. They can do so in one of two ways: (i) by 

effecting collaboration among those that would otherwise be rivals (arrangements, 

including mergers, joint ventures and cartels -- which we generally call "horizontal" -- that 

raise the prices or reduce the output of the parties to the arrangement); and (ii) by 

excluding rivals or potential rivals from the market (or weakening them, reducing their 

output, and thus diminishing their capacity to discipline the exercise of market power). 

My focus today is on practices that have the latter effect. Exclusionary practices 

can include both (i) unilateral single-firm practices, which are subject to Section 2 of the 

Sherman Act, and (ii) vertical agreements, i.e., agreements between firms that do not 

compete with one another or, more precisely, agreements that do not concern the way in 

which the parties to the agreement will compete against one another. Like all 

agreements, these agreements are subject to Section 1 of the Sherman Act. 

Exclusionary vertical agreements are agreements that tend to exclude competitors 

of one of the parties to the agreement. Examples include exclusive dealing, tie-in 

arrangements, and most favored nation agreements. 

What these agreements have in common is that they are agreements between a 

firm -- call it "Firm A" -- and one or more other firms that restrict the ability of those other 

firms to supply inputs to Firm A's rivals. The restrictions can be explicit and direct, such 

as those in exclusive dealing arrangements or most favored nations clauses, or implicit 

- 2 -



and indirect, such as those resulting from tie-in agreements, market share incentives or 

penalty provisions in license agreements. 

For simplicity, I will hereafter refer to simple exclusive dealing agreements between 

a manufacturer and its distributors, who provide an input in the form of distribution 

services, that prohibit the distributors from handling products of rivals of the manufacturer. 

Although I will focus on simple exclusive dealing agreements, I believe that this analysis 

could apply to all exclusionary vertical agreements. 

Vertical Agreements in General 

Vertical agreements are generally procompetitive because they usually involve a 

combining of complements -- for example, the manufactured product and distribution 

services -- for greater good.6 

Although vertical agreements are generally procompetitive, they can injure 

competition, under some circumstances, when they deny (or raise the cost of) a needed or 

valuable input -- such as distribution services -- to a rival.7 

A manufacturer seeking to harm a rival by exclusionary vertical agreements must 

induce the distributors to make an exclusionary commitment or promise, such as the 

promise not to distribute products produced by the manufacturer's rivals. The essence of 

an exclusionary agreement is this promise by the distributor (or other input supplier). 

This is a key point -- one which I think has generally been ignored in the cases and 

the commentary and which I think can help us make sense of exclusionary vertical 

agreements: The distributor's promise imposes a cost on it -- typically, the inability to deal 
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with the manufacturer's rivals -- and the distributor has to be induced to bear that cost; it 

has to be compensated for it. The critical question is, where does the compensation come 

from? 

The exclusionary promise might of course be more efficient than the alternatives 

available to the distributor. For example, an exclusive dealing requirement can ensure the 

distributor's loyalty and prevent free-riding and might thus expand output. If the 

exclusionary promise is more efficient than the alternatives, the transaction makes sense 

and is easy to explain. The distributor in effect conducts an auction. If the exclusive 

dealing arrangement is the most efficient of the alternatives available to the distributor, he 

can be induced to enter into the agreement by being permitted to share in the value 

created by the efficient transaction. 

But what if the promise is not efficiency-enhancing? What if, for example, the 

efficiency-enhancing benefits from the prevention of free-riding are less than the benefits 

that the distributor could realize from distributing products manufactured by others? If the 

value created by transactions with other manufacturers would exceed the value generated 

by the efficiency-enhancing benefits of the exclusive dealing agreement, one would 

expect the market (and thus the distributor) to reject the exclusionary promise and to 

choose the other, more efficient transactions instead. 

Unfortunately, this does not mean that the market will always choose the most 

efficient vertical arrangement, nor does it mean that anticompetitive exclusionary 

agreements can never happen. But it does mean that exclusionary agreements that are 
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less efficient than the alternatives can happen only in one of two circumstances. The first 

is mistake, which the market presumably will correct. 

The second, and more important, circumstance is this: If the manufacturer expects 

to gain or preserve market power by the exclusion of its rivals, it can endeavor to induce 

the distributors to go along with the exclusionary scheme by sharing with them a portion of 

the anticipated supracompetitive profits. The sharing of supracompetitive profits could 

take the form simply of a high price paid for distribution services, or it could be part of the 

consideration paid to the distributors in more subtle or complex commercial arrangements. 

If the supracompetitive profits available to the distributor are large enough, the 

distributor can be induced to agree to the restraint, even if it is inefficient.8  In other words, 

even if the manufacturer cannot induce the distributor to make the exclusionary promise 

by sharing efficient fruits of the transaction, it can do so by sharing a portion of the 

supracompetitive profits created or preserved by the restraint.9 

Antitrust Implications 

The foregoing suggests that a necessary condition for an exclusionary vertical 

agreement to be anticompetitive is that the agreement is likely to enable the manufacturer 

that would benefit from the exclusion of a rival to gain or preserve market power that it 

otherwise would not have. The additional market power enables the manufacturer to 

recoup its investment in the otherwise inefficient restraint, including the consideration it 

must pay to the distributors. 
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Articulating this theoretical proposition, however, does not end our work. It is the 

job of the enforcement agencies to make the theory operational. While the theory would 

suggest that proof of market power should always be required to condemn an 

exclusionary vertical agreement, such a requirement might not be optimal. 

Proof of market power, and particularly of market power effects, is always difficult. 

At best, requiring such proof imposes costs and introduces additional uncertainty into the 

antitrust enforcement process. What is needed are decision-making rules that can enable 

us to avoid those costs and uncertainties where possible. 

To be more precise, the objective should be to articulate decision-making principles 

that minimize the sum of (i) enforcement costs plus (ii) the costs of enforcement errors. 

For this purpose, the costs of enforcement errors are the costs incurred when efficient, 

procompetitive transactions are prevented or when anticompetitive transactions are 

permitted.10 

To achieve this objective, I believe that the enforcement agencies might ask the 

following analytically distinct questions when assessing allegedly exclusionary vertical 

agreements:11 

First, are the agreements exclusionary -- that is, do they exclude rivals from 

the market or materially diminish their competitive efficacy by raising their costs or 

denying them needed inputs?  If not, they are harmless and should be lawful. 

This should be a meaningful hurdle for any complainant.12  The requirement would 

seem in general to have two components: first, that competitively meaningful rivals 

cannot readily avoid the cost increases by turning to other input suppliers or alternatives 
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to the foreclosed input; and, second, that the input foreclosure or cost increase has a 

material impact on the ability of those rivals to do business in the market in which they 

compete with the manufacturer.13 

The exclusionary effect might depend, not just on the characteristics of the 

individual agreements, but on the aggregate impact of all such agreements used by the 

manufacturer. A set of exclusive agreements with numerous distributors, for example, 

might be exclusionary even though no one of the agreements by itself would have a 

material impact on the manufacturer’s rivals. 

Second, if the agreements are exclusionary, are there plausible efficiencies?  

If not, it might be appropriate, at least in some cases, simply to find them to be unlawful 

without more. 

I suspect that this suggestion will be greeted with skepticism in some quarters by 

those who fear that, if it is adopted by the courts, it would subject all types of business 

conduct to antitrust second-guessing and that it would invite meritless lawsuits by strike-

suiters and by ineffective competitors seeking to insulate themselves from competition by 

more efficient or innovative rivals.14 

These concerns are by no means insubstantial. I find them convincing in many 

circumstances. But they are less convincing in this context. 

In the first place, the inquiry I am suggesting would apply only to agreements that 

actually exclude rivals. Such agreements impose real costs on rivals and their customers. 

If that is all that they do, they are harmful to the economy. 
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Moreover, the efficiency screen that I am suggesting is rather modest. While it 

would require more than just lawyers' arguments -- presumably, some factual 

demonstration that efficiencies are reasonably to be expected under the circumstances --

it would not require proof of those efficiencies or of their magnitude. In most cases, it 

should be enough to articulate and begin to document a coherent story of nontrivial 

efficiencies that appears consistent with the readily available facts. 

Those who would prefer a market power screen observe that exclusionary vertical 

agreements will often have efficiencies and, indeed, that exclusion and efficiency are 

often two sides of the same coin. To the extent that exclusionary agreements in one form 

or another give the manufacturer exclusive or preferential access to input suppliers, they 

are, for example, likely to generate efficiencies from supplier loyalty, elimination of free-

riding or economies of scale. But it is precisely because efficiencies are so common and 

easy to identify that it might be appropriate to condemn naked exclusionary agreements 

for which no plausible efficiency can be demonstrated. 

The alternative would be to jump immediately to an examination of market power. 

While a market power requirement would make theoretical sense, it might not make 

practical sense. A market power screen would not only impose costs and uncertainty, but 

also would create a powerful default rule. Difficulties of proof mean that many instances 

of market power would go unproven and, thus, that anticompetitive agreements would 

escape antitrust condemnation. There is no need to bear the cost of such false negatives 

with respect to exclusionary agreements for which there is no plausible efficiency 

justification. 
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As a practical matter, the inquiry into efficiencies by the enforcement agencies 

does not proceed in isolation. The agencies will and ought to review information that will 

enable them to make at least educated guesses as to whether the beneficiary of the 

exclusionary agreement is likely to gain market power. If that is very unlikely, the 

agencies are unlikely to challenge the agreement, at least without further investigation, 

both because they will not expect the agreement to have any enduring adverse impact 

and because the unlikelihood of market power effects might cast doubt on the conclusion 

that there are no efficiencies. 

But if market power consequences appear likely, although unproven, it might make 

good sense for the agencies to challenge the exclusionary agreements. It should be 

enough to prove that the agreements are exclusionary and are justified by no plausible 

efficiencies, without the costly and uncertain task of actually proving market power effects. 

While the law is unsettled, I think there is room in the cases for such an approach.15 

Third, if there are plausible efficiencies, are the exclusionary agreements 

likely to create or preserve market power for the manufacturer?  If not, the 

agreements should be lawful because, absent such market power, the compensation 

needed to induce the distributors to agree obviously would not consist of a share of 

supracompetitive profits created by the agreements. The distributor's participation, and 

the existence of the agreement, could thus be presumed to be the result of the efficiencies 

created by the agreement. In that event, we are willing to tolerate the exclusionary effects 

because it has long been clear that antitrust "protects competition, not competitors."16 
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The focus here is not on whether the manufacturer has market power, but rather on 

whether the exclusionary agreement is likely to create or preserve market power for the 

manufacturer. It is only such additional or incremental market power that could explain 

the willingness of the manufacturer and the distributors to enter into an inefficient 

agreement. This distinction is likely to matter, however, only with respect to 

manufacturers that do not already have market power; exclusionary agreements that 

benefit a manufacturer that already has market power will almost always increase its 

market power.17 

Fourth, if market power is implicated, are some or all of the exclusionary 

aspects of the agreements not reasonably necessary to achieve the efficiencies?  

For example, has the monopoly manufacturer obtained broader exclusivity agreements, or 

entered into exclusive agreements with more distributors, than necessary to realize the 

efficiencies? If so, the unnecessary agreements (or the unnecessary part of the 

agreements) should be illegal.18 

The Hardest Cases 

If you’ve been listening carefully, you will note that these four questions do not 

resolve all cases. What’s left is the hardest case -- vertical agreements that 

simultaneously (i) exclude or significantly harm rivals, (ii) are likely to create or preserve 

market power for the manufacturer, and (iii) create genuine efficiencies. 

Market power, while a necessary condition of illegality, should not be sufficient to 

condemn such exclusionary agreements because they might be the most efficient form of 

- 10 -



distribution, even if used by a monopolist. In that event, the market power gained by the 

manufacturer can be said to be the result of its "superior skill, foresight and industry"19 

and would not provide a sufficient basis for condemning the agreement. 

By the same token, we should not uphold the arrangements simply because they 

have some efficiency properties. To be sure, if we were dealing with single-firm conduct 

by the manufacturer, we might be more likely to uphold the conduct, in part because, 

absent predation, certain types of allegedly anticompetitive single-firm conduct will 

succeed in the marketplace only if they are more efficient than the alternatives. 

But the analysis is different with an exclusionary agreement. There is another party 

to the allegedly unlawful scheme -- the input supplier or distributor -- and it helps to know 

why it agreed to the arrangement. 

To illustrate this point, let me return again to the metaphor of the distributor 

conducting an auction. The distributor chooses between the exclusionary agreement and 

all the other alternatives available from the manufacturer or its competitors. We cannot 

infer, however, from the facts that the exclusionary arrangement has some efficiency 

benefits and that it won the auction, that the distributor agreed to the arrangement 

because it was more efficient than the alternatives. Other arrangements may on balance 

have been even more efficient and might thus have won the auction but for the 

inducements offered by the prospect of sharing the manufacturer's supracompetitive 

profits. 

Unfortunately, we usually cannot directly observe the payment of supracompetitive 

profits to distributors. Sometimes, the payments are disguised in complicated 
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arrangements; in other instances, the distributors might receive a simple form of 

consideration, such as a high price, that could reflect either efficiency or market power. 

Because we cannot observe the payment of supracompetitive profits, we need to 

evaluate the exclusionary agreements ourselves, without relying on the market to tell us 

whether they are on balance procompetitive or anticompetitive. Thus, where (i) exclusion, 

(ii) market power and (iii) efficiency are inextricably intertwined, the proper resolution is a 

more comprehensive rule of reason analysis -- one that weighs the anticompetitive 

consequences of the agreements against their procompetitive or efficiency-enhancing 

implications. 

It is important to be careful about what the term "rule of reason" means in this 

context. Often -- perhaps usually -- the term "rule of reason" is used to connote the 

evaluation of a collaboration among competitors, such as a joint venture, an information 

exchange, a joint buying arrangement, and the like. In those cases, the issue is whether 

the arrangement reduces or increases output of the parties to the arrangement.20 

In the case of exclusionary vertical agreements, such as exclusive dealing 

arrangements between a manufacturer and its distributors, the question is very different. 

In such a case, the question is whether overall output is increased or decreased in the 

market in which the manufacturer is likely to gain market power, taking into account both 

the exclusion of rival manufacturers -- which reduces their output -- and the efficiencies --

which could increase the output of the manufacturer that is a party to and benefits from 

the agreements. 
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Therefore, in applying the rule of reason to exclusionary vertical agreements, we 

should undertake an analysis much like that which the agencies use in considering 

efficiencies in merger cases. We should first estimate the impact of the exclusionary 

agreements on rivals or, to be more precise, on their output in the market. We should 

then ask, assuming that impact, whether the efficiencies created by the agreements will 

increase the beneficiary's output enough so that, on balance, marketwide output will be 

higher, in the market in which the agreements will create or preserve market power, than if 

the exclusionary agreements were prohibited.21  If not, the agreements are illegal. 

I am not sure that we will have sufficient information to undertake an analysis like 

this in many or most cases. But this, in principle, is the question we should ask, and we 

should do so where we can. 

Conclusion 

So, those are some of my thoughts about an analytical framework that might help 

us evaluate exclusionary vertical agreements. While the approach might seem complex, 

as a practical matter it boils down to something like this: 

  -- If there is going to be lots of competition in the market, in spite of your 

exclusionary agreements, you probably do not have to worry. 

-- If your agreements are likely, on balance, to reduce price or increase 

marketwide output -- even taking into account their effect on rivals -- you 

probably do not have to worry. 
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-- But, if neither of those is the case, you probably ought to take another look 

at your agreements. 
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