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There is a long standing debate about vertical restraints imposed by man-
ufacturers on their retailer’s purchases.

Exclusive dealing: a manufacturer prohibits its retailer to buy and sell
the products of rival manufacturers.

→ US vs Dentsply (2005) : In order to effectively promote Dentsply
products, dealers that are recognized as authorized distributors may
not add further tooth lines to their product offering.

Bundling or full line forcing : a manufacturer sells its products in a
package.

→ The Coca-Cola Company (2005) EC Case: Making the supply of
the strongest TCCC brands conditional upon the purchase of less-
selling Carbonated Soft Drinks (CSDs) and non-CSDs has the effect
of making sales space in outlets harder to obtain for rival suppliers
[...]

Are these exclusionary practices anticompetitive or not?
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The Chicago School view
Textbook example in Fumagalli et al (2018)

U1
(H)

D

U2
(M)

Consumers

U1 offers H which generates a value
ΠH .

U2 offers M which generates a lower
value ΠM < ΠH .

The assortment HM generates the
highest surplus ΠHM > ΠH .

Products are imperfect substitutes:
ΠH + ΠM > ΠHM .

The game
1 U1 and U2 may opt for an

ED requirement.
2 U1 and U2 offer a TIOLI

tariff. D accepts or refuses
each offer.

3 D sells to consumers.
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The Chicago School view

Absent ED (by U1 or U2):
U1 offers T1 = ΠHM −ΠM ; U2 offers T2 = ΠHM −ΠH ; D accepts and
gets ΠH + ΠM − ΠHM > 0; Each Ui gets Ti .

With ED by U1 or U2:
Both manufacturers compete for exclusivity; U2 gives D a surplus ΠM .
U1 wins offering a tariff T1 = ΠH − ΠM .

ED is not profitable for U1: ΠH − ΠM < ΠHM − ΠM .

The Chicago School view (since 50’s)

Inefficient exclusion is unlikely to arise because a retailer cannot accept
an exclusive dealing restriction –or bundling– without asking the
manufacturer a too high compensation.
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Our contributions

1 This paper contributes to the policy debate by showing that the re-
tailer may not require to be (fully) compensated when it has buyer
power.
→ Inefficient ED or bundling are likely to arise when the retailer is
powerful.

2 Unified theory for ED and bundling: with a single parameter α (the
buyer power parameter), we go from the Chicago school to its critics,
in using the Nash-in-Nash with Threat of Replacement bargaining
solution developed by Ho and Lee (2019).

3 We offer an alternative model of Nash-in-Nash with prior competition
for slots (NNPCS) that replicates the NNTR solution and therefore
provide alternative microfoundations to the NNTR.
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Literature
Large literature in response to Chicago i.e. showing that indeed ED and
bundling can be profitable:

Prominent role of scale economies
Aghion & Bolton (1987), Rasmusen & al. (1991), Whinston (1990)
or Nalebuff (2004).

Imperfect rent extraction or contract externalities
Linear contracts–Mathewson & Winter(1987),De Corniere &Taylor
forth. Economic Journal),
Moral hazard –Bernheim & Whinston (1998))
Adverse selection–Calzolari & al (2013).

→ We contribute to this literature by bringing a new argument: the buyer
power is a source of profitability for ED and bundling.

There are no scale economies nor inefficient contracting in our model.

→ Growing literature on the formation of buyer-seller networks in VR –
Montez (2007), Marx & Shaffer (2010), Nocke & Rey (2018), Ho &
Lee (2019), Rey & Verge (2020)).
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Roadmap

1 Exclusive dealing

2 Bundling (similar)

3 Microfoundation of NNTR
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Exclusive Dealing (ED)

U1
(H)

D

U2
(M)

Consumers

U1 offers H which generates an (in-
tegrated) industry profit ΠH .

U2 offers M which generates an in-
dustry profit ΠM < ΠH .

The assortment HM generates an
industry profit ΠHM > ΠH

Products H and M are imperfect
substitutes: ΠH + ΠM > ΠHM
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The Game

Stage 1: Each manufacturer decides whether or not to impose an ED
requirement to D.

Under ED, D selects either H or M.
Otherwise, D selects HM.

D’s product assortment decision is publicly announced.

Stage 2: Given D’s product assortment decision, trade takes place.
Terms of trade are determined through bilateral negotiations and take
the form of two-part tariffs. α denotes the bargaining power of the
retailer.

Stage 3: D sets its price(s) and sells to consumers. Efficiency
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NNTR bargaining by Ho &Lee (2019)

NNTR = Nash-in-Nash bargaining à la Horn& Wolinsky (1988) +
Bargaining with outside option principle (Binmore, Shaked & Sutton,
1989)

⇒ the outside option 6= a status-quo.

- Without ED, D selects HM and the NNTR is a Nash-in-Nash
bargaining by pair over a secret fee. In the bargaining between U1
(resp. U2) and D over H (resp (M).
⇒ M (resp. H) is a status-quo because it can be sold together with
H (resp. M).

- With ED, if D selects H, there is a simple Nash bargaining between
U1 and D to split ΠH but D can still exert a threat to replace H by
M in the course of their negotiation.
⇒ M is an outside option because it cannot be sold together with H
due to the ED restriction.
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Absent ED

Absent ED, HM is selected and Nash-in-Nash bargaining by pair U1−
D over H and U2 − D over M.

max
F HM
1

(
ΠHM − FHM

1 − FHM
2 − (ΠM − FHM

2 )
)α (

FHM
1

)1−α (1)

Each manufacturer obtains a share (1−α) of its marginal contribution
to the industry profit:

πHM
1 = (1− α)(ΠHM − ΠM)

πHM
2 = (1− α)(ΠHM − ΠH)

πHM
D = (2α− 1)ΠHM + (1− α)(ΠH + ΠM)
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Illustration with ΠHM = 5, ΠH = 4 and ΠM = 3.

Figure: Exclusive dealing and buyer power
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With ED

If U1 or U2 imposes an ED requirement, D selects H , i.e. the unique
stable network. The NNTR is the solution of the following constrained
bargaining program:

max
F H
1

(ΠH − FH
1 )α(FH

1 )1−α such that ΠH − FH
1 ≥ ΠM − f2 (2)

f2: surplus U2 would be willing to accept to deal with D taking as given
its other agreements (if any). As U2 has no alternative downstream
partner to deal with, f2 = 0.
In equilibrium firms obtain:

πH
D = max{αΠH ,ΠM}; πH

1 = min{(1−α)ΠH ,ΠH−ΠM}; πH
2 = 0.

The threat of replacement is an outside option which differs from a
status-quo. The outside option only plays a role when credible i.e.
when α < αC = ΠM

ΠH .

13/23



Introduction Exclusive dealing Exclusionary Bundling Alternative microfoundation to NNTR

Illustration with ΠHM = 5, ΠH = 4 and ΠM = 3.

Figure: Exclusive dealing and buyer power
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Profitability of Exclusive Dealing

Figure: Exclusive dealing and buyer power
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Profitability of Exclusive Dealing

ED and buyer power
Exclusive dealing arises in equilibrium when the buyer power of the retailer
vis-a-vis manufacturers is high: α > αED ≡ ΠHM −ΠH

ΠHM −ΠM .
ED harms the rival manufacturer, the retailer, and the industry profit.

Formally the amount of the compensation paid by U1 to D is max{ΠM−
αΠH , 0} which is decreasing in α.

When αED > α, the Chicago School correctly asserts that exclusive
dealing is not profitable because the compensation U1 has to pay is
too high.
When α > αED the compensation is so low that the manufacturer
finds profitable to impose ED.
When α > αC , there is no compensation to pay because αΠH > ΠM :
the threat of replacement is not credible.

When the substitution among products increases, exclusion is more
likely but also less damaging.
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Exclusionary Bundling

U1
(H, L)

D

U2
(M)

Consumers

U1 offers H and L which resp.
generates an (integrated) industry
profit ΠH and ΠL.

U2 offers M which generates an in-
dustry profit ΠL < ΠM < ΠH .

The assortment XY generates an
industry profit ΠXY with ΠHM >
ΠHL > ΠH

Products are either imperfect sub-
stitutes or independent: ΠX +ΠY ≥
ΠXY

D has a constrained stocking capac-
ity of 2 products.
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Competition Policy

Let CSX denote the consumer surplus when the product assortment X is
offered on the market and assume that:

CSHML > CSHM > CSH > CSM > CSL.

This assumption is satisfied when preferences exhibit a taste for variety.

Exclusive dealing and bundling harm consumers surplus and total welfare.

Contrasts with the EU guidelines on vertical restraints according to
which:
“Buying power is relevant, as important buyers will not easily be forced
to accept tying without obtaining at least part of the possible efficiencies.
Tying not based on efficiency is therefore mainly a risk where buyers do
not have significant buying power."
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Nash-in-Nash with prior competition for slots

Slotting fees: “may serve as devices for retailers to auction their shelf
space and efficiently determine its highest-valued use."(FTC, 2001)

We consider the simple set-up with two products. In an ex-ante stage a
restriction may be imposed on the network either an ED requirement or a
stocking capacity restriction by D.

Stage 1: If a restriction on D’s stocking capacity is required U1 and
U2 simultaneously offer slotting fees to secure this slot and D selects
either H or M. Absent any restriction, there is no competition for
slots and D selects HM.

Stage 2: Nash-in-Nash bargaining by pair over the fixed fee.

NNTR ⇔ NNPCS
The outcome of this two stage game is equivalent to one stage NNTR.
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Conclusion

New rationality for the profitability of exclusive dealing and
bundling: the retailer’s buyer power.

From a competition policy perspective: a large buyer which in theory
countervails the market power of upstream firm, here favors the
emergence of anti-competitive practices.

NNPCS coincides with NNTR: interpretation with slotting fees is
better suited for some products (CPGs).
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Thank you!
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General discussion

If D has a different bargaining weight vis-à-vis each manufacturer,
α1 towards U1 and α2 towards U2:

Results only depend on α1. Whether U2 is vertically integrated or a
competitive fringe is irrelevant to the result.
The loss incurred by D in case of bundling increases in α2.

If D can also strategically restrict its stocking capacity to one good
or expand it to the three goods in case of bundling in stage 1.

Strategically restriction of capacity is a way for D to gain bargaining
leverage vis-à-vis manufacturers. He does so only when its bargaining
power is low, i.e. for α < αD < αED .
Strategic expansion may efficiently counteract the bundling strategy
but not always.
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Contractual efficiency

Regardless of the distribution of bargaining power, the common agency
literature (Bernheim & Whinston (1985), as shown that D maximizes the
industry profit: contracts are cost based (efficient).

⇒ Stage 2 and 3 are equivalent to a single stage where manufacturer(s)
and D bargain to split ΠH , ΠM or ΠHM with a fee.
Back
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