FACULTY OF LAW
University of Lund

Helena Johansson

The Development in EC Competition
Law Concerning Vertical Distribution
Agreements

Master thesis
20 points

Henrik Norinder
European Comptition Law

Spring 2001






Contents

SUMMARY

ABBREVIATIONS

1
11
12

13

2

INTRODUCTION
Purpose
Method and material

Disposition

EC COMPETITION POLICY

3 ANTI-COMPETITIVE AGREEMENTS, DECISIONS AND
CONCERTED PRACTICES

31

3.2

3.3

3.4

35

3.6

3.7

3.8

3.9

Undertakings

Agreements, decisionsand concerted practices

Theobject or effect of prevention, restriction or distortion of competition
The effect on trade between Member States

International jurisdiction

Agreements capable of preventing, restricting or distorting competition
Theruleof reason

Article 81(2)

Exemption under article 81(3)

391 Individual exemptions
392 Block exemptions
393  Comfort letters

4

ENFORCEMENT OF EC COMPETITION LAW

5 VERTICAL DISTRIBUTION AGREEMENTS

5.1

EC competition policy concerning vertical distribution agreements

511  Vertical versushorizontal agreements

5.2

Negative effects of vertical agreements

10
11
12
14
15
17
18
18

21
21

25

30

31
32

33



521  Singlebranding group 3
522 Limited distribution group 4
523  Resale price maintenance group 35
524  Market partitioning group 35

5.3 Positive effects of vertica restraints 36
531  Tosolvethefree-rider problem 36
532 To open up or enter new markets 37
533  The certification free-rider issue’ 37
534  Tosolvetheso-called ‘hold-up’ problem 37

535  Tosolvethe specific ‘hold-up’ problem that may arise in the case of transfer

of substantial know-how 33
536  Economiesof scalein distribution 33
537  Capital market imperfections 39
538  Uniformity and quality standardisation 39
539  Tosolvethe hypothetical ‘double marginalization’ problem 39

6 VERTICAL AGREEMENTS AND BLOCK EXEMPTIONS
UNDER THE FORMER SYSTEM 41
6.1 Exclusivedistribution 42
6.2 Exclusivepurchasing 44
6.3 Franchising 47
6.4 Selectivedistribution 50

7 THE NEW APPROACH TOWARDS VERTICAL RESTRAINTS54

8 COUNCIL REGULATIONS 1215/99 AND 1216/99 58

9 THENEW BLOCK EXEMPTION REGULATION
CONCERNING VERTICAL AGREEMENTS AND CONCERTED

PRACTICES 60
9.1 Articlel: definitions 60
9.2 Article2: scope of the block exemption regulation 61

921  Article2(1): Vertical agreements 61
922  Article2(2): Associations of retailers 62

923  Article2(3): Vertical agreements containing provisions on intellectual

property rights (IPRS) 62
924  Article2(4): Vertical agreements between competitors 63
925  Article 2(5): Agreements within the scope of another block exemption 64

9.3 Article3: Themarket sharecap 65
931  Thereasonswhy thereisamarket share test 65
932  What and whose market share 65
933  No presumption of illegality 67
934  Noneed for precautionary notification due to Council Regulation 1216/99 67
935  Portfolio of products distributed through the same distribution system 63



9.4 Article4: Hard-corerestrictions

68

94.1  Article4(a): Resae price maintenance (RPM) 69
942  Article4(b): Territorial and customer restrictions 69
943  Article4(c): Therestriction of active or passive salesto end users by
members of a selective distribution system operating at theretail level of trade 71
94.4  Article4(d): Restrictions on cross-supplies within a selective distribution
system 71
945  Article4(e): Restrictions on the supplier’ s ability to supply componentsto
third parties 72
9.5 Article5: Obligationsin vertical agreementsthat are not exempted 72
951  Article5(a): Non-compete obligations 72
952  Article5(b): Post-term non-compete obligations 73
953  Article5(c): Competing productsin aselective distribution system 74
9.6 Article6: Withdrawal of the block exemption by the Commission 74
9.7 Article7: Withdrawal of theblock exemption by a Member State 75
9.8 Article8: Disapplication of the block exemption by the Commission 76
9.9 Article9: Calculation of market share 77
9.10  Articles10and 11: Turnover and connected undertakings 78
9.11  Articles12and 13: Transitional provisionsand entry into force 79
9.12 Agency agreements 79
10 FINAL COMMENTS 83
BIBLIOGRAPHY 86
TABLE OF CASE 91



Summary

EC compstition policy has different objectives, for instance to create the single
market and keep it open and compstitive. Article 81 EC provides an effective
instrument in order to ensure that competition is not distorted. Article 81 EC
catches and prohibits anti-competitive agreements, decisons and concerted
practices but where the pogtive effects of an agreement outweigh the negative
effects there is a possibility to obtain an exemption under article 81(3). Such an
exemption can ether be obtained individudly or by a block exemption regulation.
The Commisson has the sole power to grant individua exemptions under
Regulation 17/62. This regulation dso empowers the Commission to ensure that
EC competition law is followed by means of investigations, inquiries and heavy
fines. Block exemptions can be recaved if the agreement is in compliance with
any of the block exemption regulaions that the Commisson has adopted. The
Commission has adopted these block exemption regulations in order to decrease
itsworkload and to enforce EC competition law in the most efficient way.

Verticd digtribution agreements are entered into by parties operating a different
levels of the production process, for example a distribution agreement between a
manufacturer of a product and a retailer. The reasons why these agreements are
entered into are many. For example, the agreement may reduce transaction costs
between the parties or the co-ordinaion can help undertakings to increase their
profits.

Vertica digribution agreements may have both advantages and disadvantages.
The anti-competitive effects that may be seen are market foreclosure by raising
barriers to entry, reduction of inter-brand competition, reduction of intra-brand
competition and the crestion of obgtacles to market integration. Vertica
digribution agreements may have pro-competitive effects such as to promote
non-price competition and improve the quaity of services. They are likely to hep
redise efficiencies and the development of new markets. Verticd resraints may
be used for alimited duration, which helps to introduce new complex products or
protect relationship-specific investments.

Under the former system there was three block exemption regulations that were
goplicable to certain vertica didribution agreements. Exclusive didribution
agreements, excludve purchasing agreements and franchise agreements could be
covered by the block exemption regulations but selective ditribution agreements
were not covered by any regulation. These block exemption regulations covered
only verticd agreements concerned with the resdle of find goods and not
intermediate goods. Therefore the mgority of verticd agreements were not
covered by any block exemption regulation. This resulted in lega uncertainty for a
large number of verticd redraints.



The change in gructure of distribution and other developments led to that the
Commission got a growing feding of unease with the effectiveness of its own
competition policy concerning vertical redraints. As a consequence the
Commisson darted a thorough review of its policy. The commencement of this
review was the adoption of the Green Peper on Verticd Redraints in EC

Competition policy.

The Green Paper recognised a number of shortcomings in the competition policy.
The block exemption regulations then in force comprised rather strict form-based
requirements and as a result they were considered too legdistic and worked as a
drat-jacket. This was seen in the light of the mgor changes in distribution that
had taken place. Undertakings with no market power suffered unnecessary
regulation and this may have prevented the parties from usng vertica restraintsto
improve their competitive position.

There was a risk that agreements falling within the scope of the block exemption
regulations were digtorting competition. The block exemption regulations were
form-based instead of effect-based and did not contain any market share limit.
This gave rise to the risk that companies with sgnificant market power could
benefit from the different block exemption regulations.

The Commisson therefore adopted Regulation 2790/1999 on Verticd
Agreements and Concerted Practices. This regulation is a very wide block
exemption regulation that covers dl vertica agreements concerning intermediate
and find goods and services, except for a limited number of hardcore restraints.
The regulation is based mainly on a black-clause approach, i.e. defining what is
not exempted instead of defining what is exempted. A market share cap of 30%
is used to link the exemption to market power. The market share threshold
creates a safe harbour to distinguish the agreements that are presumed to be legal
from those which are not legd. If the market share threshold is exceeded negative
clearance, individua exemption or prohibition can be received.

The new block exemption regulation has only been in force for one year and there
has not been any decisions from the Commission or judgments from the Court
which give guidance on the interpretation and gpplicability of the regulation.
Therefore it is difficult to predict the impact of the regulation on vertica restraints
and if it redises the Commisson's new approach towards verticad redraints
efficiently. Certainly the new regulation will have severd advantages compared to
the old regulations but there is il the question whether the regulation will achieve
the Commisson's objectives concerning competition policy in the mogt
satisfactory way.
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1 Introduction

1.1 Purpose

Vertica agreements having anti-compstitive effects have aways been caught by
aticle 81, but in specid crcumstances where the anti-competitive effects have
been out-weighted by positive effects those agreements have been considered to
be lawful. As a consequence, block exemption regulations have been adopted in
order to make aticle 81 ingpplicable to certain vertica agreements having
positive effects. The block exemption regulations have dso made the enforcement
of EC compstition law more efficient and reduced the workload of the
Commission. Recently the block exemption regulations have been replaced by a
wider block exemption regulation.

The purpose with this magter thess is to examine the development in EC
competition law concerning vertica distribution agreements. Persons who are not
familiar with the subject, should be enabled to gain a wide knowledge by reading
thisthess

1.2 Method and material

| have been reading alot of books dealing with the subject, in order to write this
madter thesis. It has dso been of great importance to read dl the documents
adopted by the Council and the Commission. EC competition law is to a great
extent developed and enforced by these inditutions. Those who are familiar with
EC competition law aso know that this area as well as dl the other aress is
developed by judgments from the ECJ and the CFI. The casellaw is very
important and there is a great amount of cases dedling with EC competition law. |
have been reading many of these and | often refer to the important and interesting
cases which have played an important role. | have aso been reading a lot of
articles where EC competition law is discussed by the authors. The articles are
very interesting to read since they express the authors different subjective
opinions.

1.3 Disposition

As a background | very briefly describe EC competition policy and the different
purposes thet lie behind this policy. Then article 81 EC is examined. Article 81
prohibits anti-competitive agreements, decisons and concerted practices. This
articleis one of the most important in EC competition law and in order for it to be
gpplicable certain criteria have to be fulfilled. These criteria are dedt with one by
one.



Thereafter the enforcement of EC competition law is scrutinised. The Commisson
has been given extensve powers in Regulation 17/62 in order to make the
enforcement effective.

Then attention is paid to vertical didribution agreements and which negative and
postive effects those may have. The former sysem of block exemption
regulations is presented. This is followed by an explanation why it was necessary
to reform the block exemption regulatiions. The new approach towards vertica
agreements is put forward and then the emphasis is lad on the new block
exemption regulation concerning vertical agreements and concerted practices.

Findly, there are a number of comments.



2 EC competition policy

Compstition law has since the creation of the Community played an important
part in Community law. The competition policy is based on Articles 3(g) and 81-
99 EC. Article 3(g) requires ‘a system ensuring that competition in the interna
market is not digtorted’. Competition policy is an essentid complement to the
other fundamenta provisons of the EC Treaty designed to establish the interna
market. The Community’s competition policy is one of the most developed
policies and has agreat impact on undertakings.

There are many purposes that lie behind EC competition policy. To encourage
economic activity and maximise efficiency are two of the most important. By
maximigang efficiency, consumer welfare can be enhanced and the optimd
alocation of resources can be achieved. Goods and resources are enabled to
flow freely between Member States according to the operation of norma market
forces.

Another purpose of EC competition policy may be to protect consumers and
smdler firms from undertakings having large economic power, ether separately or
jointly. Smal and medium-sized undertakings are given greater opportunity to
enter the market without being wiped out by other stronger competitors.

The compsetition policy aso has the purpose to contribute to create the single
market. Community law prohibits governmental measures such as tariffs, quotas
and quantitative redtrictions that can be detrimentd to the creetion of a sngle
market. The effectiveness of those Community rules would be weskened if
private undertakings could by themsdves divide the Community market aong
national borders.

The comptition policy is also meant to increase the competitiveness of European
indugtry in the world market.

The competition rules can be divided into those which focus upon activities of
different governments and those which ded with the actions of private
undertakings. This thess exclusvely deds with private actions and particularly
anti-competitive agreements or concerted practices between undertakings.

After the changes brought in by the Maastricht Treaty, EC competition law has to
be baanced with other competing Community interests such as environment and
the need to protect cultural diversity. The Commisson acknowledged this in its
23" Report on Competition Policy.*

! European Commission, XX I1Ird Report on Competition Policy 1993.



3 Anti-competitive agreements,
decisions and concerted
practices

Article 81 EC is the most efficient instrument in EC law to control anti-
comptitive behaviour between undertakings.

Article 81 gates the following:

1. Thefadlowing shal be prohibited asincompatible with the common market: dl
agreements between undertakings, decisons by associations of undertakings
and concerted practices which may affect trade between Member States and
which have as their object or effect the prevention, redtriction or distortion of
competition within the common market, and in particular those which:

(8 directly or indirectly fix purchase or sdling prices or any other trading
conditions,

(b) limit or control production, markets, technica development, or
investment;

(c) share markets or sources of supply;

(d) apply dissmilar conditions to equivaent transactions with other trading
parties, thereby placing them at a competitive disadvantage;

(e) make the concluson of contracts subject to acceptance by the other
parties of supplementary obligations which, by their nature or according
to commercid usage have no connection with the subject of such
contracts.

2. Any agreement or decisons prohibited pursuant to this Article shdl be
autometically void.

3. The provisons of paragraph 1 may, however, be declared ingpplicable in the
case of:

- any agreement or category of agreements between undertakings;

- any decison or category of decisions by associations of undertakings,

- any concerted practice or category of concerted practices,

which contributes to improving the production or distribution of goods or to

promoting technica or economic progress, while dlowing consumers a fair

share of the resulting benefit, and which does not:

(@ impose on the undertakings concerned redrictions which are not
indigpensable to the attainment of these objectives;

(b) afford such undertakings the possibility of eiminating competition in
respect of asubstantia part of the products in question.

The different necessary conditions that make article 81 EC applicable will now be
examined.



3.1 Undertakings

Article 81 dedls with agreements, decisions and concerted practises between
undertakings. However, the EC Treaty does not provide a definition of the term
and therefore the word undertaking has been interpreted as wide as possible by
the competition authorities.

The Commission gated in a decison that the term undertaking covered any entity
which was engaged in commercid activity and not only those entities which

possessed legal persondity.

The definition undertaking was later by the ECJ, declared to cover any entity
engaged in an economic activity regardless of itslegd status and the way in which
it is financed® A non-profit-making organisation is considered to be an
undertaking within the mesning of article 81.* Even if an organisation is a non-
profit-making body it carries on with an activity consdered to be of economic
character. Individuds, in the form of an opera snger and a footbdlplayer have
aso been found to be undertakings.

The term agpplies to undertakings in the public as well as the private sector. The
important condition is that the undertaking is engaged in commercid activity.
Therefore public entities carrying out their public-law powers are not considered
to be undertakings when they are exercising these powers.

Sometimes legdly digtinct firms may be trested as on sngle economic unit. This
presupposes that there is a close commercia link between the firms, for instance
between a parent company and subsidiary company. If these two companies
enter into agreements and the competition authorities consder them to be one
economic unit, article 81 is not gpplicable since that article deds with agreements
between undertakings. In this case an action based on aticle 82 may be
goppropriate in certain circumstances.

To ecape liahility it may happen that undertakings change their legd forms. This
action is not enough to escape lighility if there dill is a functional and economic
continuity between the origina undertaking and the new created one.

2 Decision Polypropylene [1986] OJL230/1, [1988] 4 CMLR 347.

% Case C-41/90, Hofner and Elser v. Macroton GmbH [1991] ECR 1-1979, [1993] 4 CMLR 306.
* Case C-244/94, Fédération Francaise des Sociétés d” Assurance v. Ministere del”
Agriculture et de la Péche [1995] ECR 1-4013, [1996] 4 CMLR 536.

® Decision Re UNITEL [1978] OJL157/39, [1978] 3 CMLR 306 and Case C-415/93, Union
Royale Belge des Sociétés de Football Association ASBL v. Jean-Marc Bosman [1995] ECR
1-4921, [1996] 1 CMLR 645.



3.2 Agreements, decisions and concerted
practices

Article 81 requires that there is an agreement, decision or concerted practices
between undertakings. An agreement can be caught under article 81 irrespective
of if itisord or written. It is possble to consder that a gentleman’s agreement is
aufficient. ECJ has dated that the exigence of a gentleman’s agreement
guaranteeing protection of each domestic market for the producers in the various
Member States can be caught under article 81.° The ECJ confirmed in the above-
mentioned case that informa agreements can be caught and it does not matter if
the parties clam that the agreement has been terminated. The Court consders
whether the agreement il exids.

Also the Commisson which makes the initid examination of an infringement of
article 81 has taken a broad view of the word ‘agreement’. In a decison dedling
with firms in the petrochemicd indugtry, the Commisson held that there was an
agreement even though it was ord, there were no sanctions for breaches and it
was not legally binding.”

Even if the competition authorities fall to show an agreement they will often be
able to prove that the undertakings are engaged in concerted practices.

The term ‘decisons by associations of undertakings have been interpreted
widely. The ECJ has declared that even a non-binding recommendation from a
trade association which was normaly complied with could conditute a decison
within article 81.2 The provision is therefore not confined to binding decisions.

‘Concerted practices are wider than ‘agreements and * decisions by associations
of undertakings . The reason why the term exigts in the article is thet it should be
possible to catch collusive behaviour even where the paper evidence is destroyed.
Sometimes there may not even exist any paper evidence. The parties may insteed
rely on understandings and verbd exchanges. The congtruction of the term must
therefore be flexible.

The ECJ referred to the term in Dyestuff,’ where it stated that concerted
practices is a form of co-ordinaion between undertakings which, without having
reached the stage where an agreement properly so-called has been concluded,
knowingly substitutes practicd co-operation between them for the risks of
competition.

® Cases 41, 44 and 45/69, ACF Chemiefarma NV v. Commission [1970] ECR 661.

" Decision Polypropylene [1986] OJL230/1, [1988] 4 CMLR 347.

® Case 96/82, NV IAZ International Belgiumv. Commission [1983] ECR 3369, [1984] 3CMLR
276.

° Case 48/69, Imperial Chemical Industry Ltd v. Commission [1972] ECR 619, [1972] CMLR
557.

10



3.3 The object or effect of prevention,
restriction or distortion of competition

EC compstition law is not concerned with the question of increase on trade
between Member States but with whether there is a distortion of the normal
competition which should exigt within the common market. Article 81 catches
both horizontad agreements (i.e. between competing manufacturers, or competing
wholesders) and vertica agreements (i.e. between manufacturer and distributor,
between didtributor and retailers, parties not competing with each other).

For an agreement to be caught by the provison in the article it must have as its
object or effect the prevention, redtriction or distortion of competition. These
requirements are not cumulative but dternative. If the object of an agreement isto
prevent, redrict or distort competition, for example an absolute territoria
protection agreement, there is no need to prove its effect. Unless the agreement is
clearly incapable of affecting trade between Member States, an anti-competitive
effect will be presumed.

Where an agreement does not have as its object to restrict competition, for
example a standard didtribution agreement, a detailed economic analysis of its
effects on the particular market will be necessary before a breach of the article
can be established.

The Court held in Société Technique Miniére v. Maschinenbau Ulm GmbH,*°

that when considering whether an agreement has the object or effect to prevent,

redrict or distort competition a number of factors must be examined. ‘It is
gopropriate to take into account in particular the nature and quantity, limited or

otherwise, of the products covered by the agreement, the position and importance
of the grantor and the concessionaire on the market for the products concerned,

the isolated nature of the disputed agreement or, adterndtively, its pogtion in a
series of agreements, the severity of the clauses intended to protect the exclusive

dedership or, dternatively, the opportunities alowed for other commercia

competitors in the same products by way of pardld re-exportation and

importation.’

In Consten & Grundig,** the Court dedlt with the issue whether the exclusive
dedlership agreement between the parties was prohibited. Consten was appointed

10 Case 56/65, Soci été Technique Miniére v. Maschinenbau Ulm GmbH [1966] ECR 235,
[1966] CMLR 357.

1 Craig P. and De BarcaG. EU Law, text, cases and materials [1998] 2™ edition, Oxford
University Press, Oxford, p. 908.

12 Cases 56 and 58/64, Etablissements Consten SARL and Grundig-Verkaufs-GmbH v.
Commission [1966] ECR 299, [1966] CMLR 418.

11



Grundig's sole didtributor in France and granted exclusive rights to Grundig's
trademark, GINT, in France. In the agreement Consten agreed not to re-export
the products to other EC countries. Grundig agreed to obtain smilar assurances
from its other digtributors in other Member States. The agreement established a
total ban on pardld imports and exports, so-called absolute territorid protection.

The ECJ confirmed tha the agreement might harm the object of the Treaty,

namely the cregtion of the single market since the trade between Member States
was affected. Even if the agreement did not restrict competition between
competing manufacturers (inter-brand competition), it had the object to diminate
competition between wholesders sdling Grundig's products (intra-brand

competition). To use the trademark rights merely in order to partition the market
condtituted an abuse of such rights. However, the Court did not declare the whole
agreement void. Only the offending clauses were nullified.

The Commission and the Court are likely to condemn naked restraints on prices,
market sharing and some kinds of collective boycott with fairly short reasoning if
they are found capable of restricting trade between Member States. In the case of
ancillary restraints, more market analysis is required.

In Consten & Grundig, the Court seems to have developed a per se rule againgt
absolute territorial protection. For other restraints the Court seemsto apply arule
of reason, requiring an andysis of the actud or intended effects in the light of
market conditions™

The Court stated in L. C. Nungesser and Kurt Eisele v. Commission™ that the
grant of an open exclusive licence is not in itsdf incompetible with article 81(2). It
is required that the licence does not affect the postion of third parties such as
parale importers and licensees for other territories. However, those clauses of
the agreement which conferred absolute territorid protection were hold to be
illegd. The Court continued to follow the judgment in Consten & Grundig.

3.4 The effect on trade between Member States

An agreement which is not capable to affect trade between Member States to an
gppreciable extent is not caught under article 81. Such an agreement should be
examined on the bas's, and within the framework of nationd legidation done. This
is ds0 the case for agreements whose actud or potentia effect remains limited to
the territory of only one Member State or one or more third countries.

B Korah V. The Rise and Fall of Provisional Validity — The Need for a Rule of Reasonin
EEC Antitrust, [1981] 3NW JInt. L and Bus. p. 320.

4 Case 258/78, L.C. Nungesser KG and Kurt Eisele v. Commission [1982] ECR 2015, [1983] 1
CMLR 278.

12



It has not been very difficult for the Court to surmount the hurdle to prove that an
agreament has an effect on trade between Member States. ECJ held in STM,*®
that the test was whether it was possble to foresee with a sufficient degree of
probability on the basis of a set of objective factors of law or of fact that the
agreement in question may have an influence, direct or indirect, actua or potentid,
on the pattern of trade between Member States. This effect does not have to be
harmful or negative.

This test means that the Court very rarely will lack jurisdiction, Snce there is an
ability to focus on potentia or indirect effects on trade. The application of article
81 is not precluded even if dl parties to an agreement are from one Member
State. Such an agreement may partition the market along nationd lines and may
hinder undertakings from other Member States to enter that national market.'® If
an agreement relates to trade outside the EC it may have an impact on trade
within the Community and therefore the Court will have jurisdiction.

An agreement, decisions of associations of undertakings or concerted practices
will not be caught under article 81 if it does not affect trade between Member
States to an agppreciable extent. This principle was introduced in Volk v.
Etablissements Vervaecke Sprl.'” These parties were seeking absolute territorial
protection in ther exclusve didribution agreement. Mr VOlk's company
represented 0.08% of the tota production of washing machines of the common
market. Its market share of sales in Belgium and Luxembourg, the territory of its
exclusve digtributor Vervaecke, was approximately 0.6%. The Court ruled that
competition must be affected to an gppreciable extent in order to be caught under
aticle 81 and in this case this requirement was not fulfilled. The share in the
relevant product market and the sze of the parties are essentia factors when
determining if the artidle is applicable.

The Court declared in another case that article 81 was applicable when there was
a territoria redtriction by object and the market share of the German market
varied between 5-6%."

It is suggested that below 1% market share the effect on the market is not enough
to affect trade to an appreciable extent and make article 81 gpplicable. However,
above 5% the effect is likely to be appreciable and the article is likely to gpply.
Thereisagrey areabetween 1% and 5%.

' Case 56/65, Soci été Technique Miniére v. Maschinenbau Ulm GmbH [1966] ECR 235,
[1966] CMLR 357.

1° Case 8/72, Vereeniging van Cementhandelaren v. Commission [1972] ECR 977, [1973)]
CMLR?7.

1" Case 5/69, Vol k v. Etablissements Vervaecke Sprl [1969] ECR 295, [1969] CMLR 273.
18 Case 19/77, Miller International Schallplatten GmbH v. Commission [1978] ECR 131,
[1978] 2 CMLR 334.

13



The Commission has issued a Notice,"® which offers little comfort to undertakings
in this grey area. This notice provides that an agreement will be ‘de minimis
where the totd market share of dl busnessesinvolved is not more than 5% in the
case of a horizonta agreement or 10% in the case of a verticd agreement.
Agreements between smdl and medium-sized undertakings will be trested as de
minimis even if over the market threshold.

The notice states that de minimis agreements do not have to be natified and
generdly the Commission will not open proceedings againgt firms covered by the
notice. Where undertakings have faled to notify an agreement faling within the
scope of article 81 because they assumed in good faith that the agreement was
covered by the Notice, the Commisson will not congder imposing fines.

If the agreement has the object to fix prices, share markets or to confer territoria
protection, the applicability of article 81 can not be ruled out even where the
aggregate market shares held by al the participating undertakings remain below
the thresholds. However, it is very rardy that the Commisson challenges such
agreements. The Commission rather wants the nationd authorities to take action

againg these infringements.

3.5 International jurisdiction

In accordance with international law, EC competition law has established three
ways, any one of which is sufficient as a ground of jurisdiction.

The single entity doctrine means that the presence and activities of a subsdiary
in the European Community bring the entire group to which it belongs under EC
jurisdiction as asingle undertaking.**

The implementation doctrine means tha the European Community has
jurisdiction over a non-Community company when the agreement, decisons of
associaions of undertakings or concerted practices is implemented within the
Community.

19 Commission Notice on agreements of minor importance which do not fall within the
meaning of Article 85(1) of the Treaty establishing the European Community, 9 December
1997, [1997] OJ C 372/13, (*de minimis Notice').

% Commission Recommendation concerning the definition of small and medium sized firms,
[1996] OJL 107/4.

*! Case 48/69, Imperial Chemical Industry Ltd v. Commission [1972] ECR 619, [1972] CMLR
557, Case 15/74, Centrafarmv. Sterling Drug [1974] ECR 1147, [1974] 2 CMLR 480 and Case
C-73/95, Viho Europe BV v. Commission [1996] ECR 1-5457, [1997] 4 CMLR 419.

%2 Joined cases 89, 104, 114, 116, 117 and 125 to 129/85, A. Ahlstrém Osakeyhti® and others
v. Commission [1988] ECR 5193, [1988] 4 CMLR 901.

14



The effects doctrine means that the European Community has jurisdiction over a
non-Community company when the agreement, decisons of associations of
undertakings or concerted practices conceived abroad produces effects felt within
the Community.?

3.6 Agreements capable of preventing,
restricting or distorting competition

In article 81(1)(a) to (e) there are examples of what is to be considered to be in
breach of the aticle. Every agreement fdling within these categories will be
considered to be in breach, provided that it is not caught under de minimis
principle and competition is affected between Member States.

Certain types of agreements are found to be inexcusable by the Commisson and
the Court and are unlikely to obtain exemption under article 81(3). Other types of
agreements are consdered to be excusable and either they are found to not bein
breach of article 81(1) or they are found to be in breach but exemption under
article 81(3) is possible.

Price-fixing agreements are dmost dways inexcusable, because of their obvious
anti-competitive effects. Minimum prices have been regarded as prohibited
according to a decison from the Commission and to obtain an exemption under
article 81(3) was not possible®* The Court has stated that recommended prices
circulating amongst deders which are used to enable the parties to engage in
concerted practices are incompatible with article 81(1).>° However, in Pronuptia
v. Schillgalis,® the Court declared that recommended prices dirculating in a
digtribution franchisng system were not prohibited as long as they did not lead to
concerted practices and each franchisee remained free to fix his own sdling
prices. Recommended maximum prices have been found to be acceptable
according to the Commission’ s decision on the Pronuptia agreement.?’

When it comes to other trading conditions it is worth to mention sdective
digtribution systems. Selective ditribution agreements are compatible with article
81(1), ‘provided that the resdllers are chosen on the basis of objective criteria of
a quditative nature reaing to the technicd qudifications of the resdler and his
daff and the suitability of his trading premises and that such conditions are laid
down uniformly for al potential resdllers and are not gpplied in a discriminatory

% Case T-102/96, Gencor Ltd v. Commission [1999] ECR 11-753, para. 90-92.

# Decision Hennessy/Henkel | [1980] OJL383/11, [1981] 1 CMLR 60L.

* Case 107/82, AEG-Telefunken v. Commission [1983] ECR 3151, [1984] 2 CMLR 325.

% Case 161/84, Pronuptia de Paris GmbH v. Pronuptia de Paris Irmgard Schillgalis [1986]
ECR 353, [1986] 1 CMLR 414.

" Decision Pronuptia [1987] OJL13/39, [1989] 4 CMLR 355.
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fashion’.® In alater case the ECJ stated that the quditative criteria must not go
beyond wheat is necessary.?

Requirements that the distributor should guarantee a minimum turnover and hold
minimum stocks, so-called quantitetive criteria, have been held to exceed the
requirements of a sdective digtribution system and are caught under article 81(1).
It has been suggested that such requirements might be exempted under article
81(3).%

In Pronuptia,® a requirement thet the franchisee should buy 80% of its products
from Pronuptia and 20% from suppliers approved by Pronuptia was found to be
compatible with article 81(1) by the Court. This requirement existed to protect
know-how and the reputation of the franchisor. Certain quantitative restrictions,
such as an obligation to hold minimum stocks, were permissible as essentid to the
franchising agreement, the Commission stated in its decision.* The Commission
adso concluded that retall franchisng agreements were different from other
digribution agreements. It seems that gpat from franchisng agreements,
quantitative regtrictions will ill require individua exemption.

Agreements may consst of import and export redtrictions. Such conditions are
designed to partition the market and protect the distributor from intra-brand
competition within his particular territory. These redtrictions will dways be in
breach of article 81(1), as the Court stated in Consten & Grundig,® unless it
fdlswithin de minimis-principle, and they will rardly qudify for an exemption.

Agreements which control production, markets, technica developments or
investments and agreements to share markets or sources of supply are normaly
horizontal agreements and will be incompetible with article 81(1). Some of these
agreements are likely to qudify for an exemption, ether individuad exemption or
block exemption, for example research and development agreements.

Prohibited by article 81(1) are dso agreements which apply dissmilar conditions
to equivalent transactions with other trading parties, thereby placing them a a
competitive disadvantage. An agreement to charge different prices to different

% Case 26/76, Metro-SB-Grossmarkte GmbH & Co KG v. Commission and SABA [1977] ECR
1875,[1978] 2CMLR 1.

* Case 31/80, L"Oréal v.De Nieuwe AMCK [1980] ECR 3775, [1981] 2 CMLR 235.

% Steiner J. and Woods L. Textbook on EC Law [2000] 7" edition, Blackstone Press Limited,
London, p. 230.

%! Case 161/84, Pronuptia de Paris GmbH v. Pronuptia de Paris Irmgard Schillgalis [1986]
ECR 353, [1986] 1 CMLR 414.

¥ Decision Pronuptia [1987] OJL13/39, [1989] 4 CMLR 355.

% Cases 56 and 58/64, Etablissements Consten SARL and Grundig-Verkaufs-GmbH v.
Commission [1966] ECR 299, [1966] CMLR 418.
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customers is compatible with the article if the different prices charged genuindy
reflect different cods.

Article 81(1) prohibits agreements which make the concluson of contracts
subject to acceptance by other parties of supplementary obligations which, by
their nature or according to commercid usage, have no connection with the
subject of such contracts. Such agreements can be subject to individud
exemption under article 81(3).

The Court decided in Remia,* that a non-competition clause included in the sde
of an undertaking was necessary to give effect to the sde. However, the non-
competition clause must be limited in time and scope. Therefore the restriction of
ten years on competition was reduced to four years. In Reuter/BASF,* a non-
competition clause of eight years duration and extending to non-commercia
research was found to be incompatible with article 81(1) and exemption under
article 81(3) was not possible.

3.7 Therule of reason

When article 81 was adopted it was clearly intended that the weighing of the pro-
and anti-competitive effects of an agreement was to take place not under article
81(1) but under article 81(3). Article 81(3) gives the Commission the sole power
to grant exemption.* The reason why the Commission was given exclusive power
to gpply article 81(3) was that it would guarantee uniformity of interpretation and
maximum supervison and control. The fact that the Commisson has sole power
led to much workload and long delays since every agreement had to be notified to
obtain an exemption. It <o created difficulties for nationa courts since they were
required to apply article 81(1) but they could not apply article 81(3) and grant
exemption. Nor could nationa courts ask for a preliminary ruling from ECJ under
article 234 EC, if the Commission had not adopted a decision.

The Commission adopted block exemptions to reach a solution for the problem
and decrease its workload. Another solution was to apply arule of reason.

Under the rule of reason, ‘only regtrictions which condtitute an essential element of
the agreement, without which the agreement would be emptied of its substance,
and which pose no red threat to competition or to the functioning of the single

% Case 42/84, Remia BV and Verenigde Bedrijven Nutricia NV v. Commission [1985] ECR
2545, [1987) 1CMLR 1.

% Decision Reuter/BASF AG [1976] OJ L 254/40, [1976] 2 CMLR D44.

% Council Regulation No 17 of 6 February 1962. First Regulationimplementing Articles 85
and 86 of the Treaty, OJ 13/204, 21 February 1962, specia edition 1959-62, p. 87, art. 9(1).
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market, are deemed compatible with article 81(1).¥" This means that dauses
which are to a certain extent redtrictive of competition are compatible with article
81(1) as necessary to the agreement as awhole. For non-essentid restrictions or
restrictions which might interfere with the functioning of the sngle market article
81(3) isapplicable.

3.8 Article 81(2)

According to article 81(2) any agreements or decisions prohibited pursuant to the
article shdl be automaticaly void. The agreements and decisons as a whole are
void and unenforceable unless the redtrictive clauses in an agreement prohibited
by article 81(1) and not exempted by article 81(3) can be separated from the
remainder. If the redtrictive clauses can be separated from the remainder only
those redtrictive eements are void and unenforcesble,

3.9 Exemption under article 81(3)

An agreement consdered to be incompdible with aticle 81(1) can gan
exemption under article 81(3). However, in order to gan exemption the
agreement must satisfy certain conditions. The agreement ‘must improve the
production or distribution of goods or promote technical or economic progress,
consumers must receive a far share of the resulting benefit; it must only contain
redrictions which are indispensable to the attanment of the agreement's
objectives, and it can not lead to the eimination of competition in respect of a
Substantia part of the productsin question’ .3

The firgt condition for an exemption to be granted is tha the agreement, decision
or concerted practice must contribute to improving the production or distribution
of goods or to promoting technical or economic progress.

Research and development agreements have often been considered to improve
the production. Agreements which have led to cost reductions and efficiency
increases have often gained exemption.* Speciaisation agreements are examples
of agreements that improve production. These agreements enables each party to
make their efforts more concentrated and achieve economies of scae. If an
agreement improves the quality of existing products it can be exempted.*°

% Steiner J. and Woods L. Textbook on EC Law [2000] 7" edition, Blackstone Press Limited,
London, p. 235.

% Craig P. and De BUrca G. EU Law, text, cases and materials [1998] 2™ edition, Oxford
University Press, Oxford, p. 916.

¥ Decision Vacuum Interrupters Ltd [1977] OJL48/32, [1977] 1 CMLR D67.

“° Decision SoplenvVickers [1978] OJL70/47, [1978] 2 CMLR 146.
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In Ford/Volkswagen,** the Commission considered the important social aspect
and exempted a joint venture to produce a new vehicle in Portugd. The cregtion
of jobsin aquite poor area contributed to the exemption.

Bendfits in digtribution often occur through vertical agreements. The agreements
can for example take the shgpe of excdlusve supply, exclusve digtribution,
sdective didribution and franchigng. In the Transocean Marine Paint
Association decision,”? the Commission granted an exemption. The parties
collaborated to produce and market marine paints to identical standards and to
organise the sde on a world-wide basis. The Commisson dated that the
collaboration improved didtribution since it streamlined the service to the
customers and led to amore specialised knowledge of the market.

When it comes to technica progress it often dedls with specialisation agreements.
Licences of new technology and joint research and development agreements may
lead to improvements and may be exempted.”®

In ACEG/Berliet,” the parties intended to collaborate to produce a new bus.
The Commisson granted exemption even though the collaboration contained
many restrictions. The collaboration gained production and technica progress.

There is aso a condition that the agreement may promote economic progress.
According to this criteria the Commission has found that co-operation between
two banks could lead to an improvement in cross-border payment systems and
congtitute economic progress.*® To improve the security and effectiveness of the
Eurocheque payments system has aso been held to conditute economic
progress.*®

For an agreement to be exempted it must dlow consumers a fair share of the
resulting benefit. The parties must show a reasonable probability that a least
some of the benefit received will be passed on to the consumers®’ The
transmission of the benefit will be dependent upon whether there is compstition
within the relevant market or not. If the competition isintense it is more likely that

“ Decision Ford/Volkswagen [1993] OJL20/14, [1993] 5 CMLR 617.

“2 Decision Transocean Marine Paint Association [1967] JO 163/10, [1967] CMLR D®.

s Decision Olivetti/Canon [1988] OJL52/51, [1989] 4 CMLR 940 and Decision Carbon Gas
Technoligie [1983] OJL376/17,[1984] 2 CMLR 275.

“ Decision ACEG/Berliet [1968] OJL201/7, [1968] CMLR D35.

> Decision Banque Nationale de Paris/Dresdner Bank [1996] OJ 188/37, [1996] 5 CMLR
582.

“¢ Decision Uniform Eurocheques [1985] OJ L35/43, [1985] 3 CMLR 434 and Decision
Uniform Eurocheques Manufacturing [1989] OJ L36/16, [1989] 4 CMLR 907.

" Korah V. An Introductory Guide to EC Competition Law and Practice [2000] 7" edition,
Hart Publishing Limited, Oxford, p. 69.
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the benefit will be passed on to the consumers since various undertakings then
compete for business.

The word ‘consumer’ is widdy interpreted. It covers private individuas acting as
end-users and undertakings purchasing in the course of their own trade or
business.*®

In article 81(3) there is dso0 a requirement that the agreement must not impose on
the undertakings concerned restrictions which are not indispensable to the
atainment of the objectives. The Commisson examines eech clause to seeiif it is
necessary to the agreement as a whole. It is in many areas of competition law
very difficult to determine whether a clause would be consdered to be
indispensable or not. Even vey redrictive clauses may under certan
circumstances be indispensable. However, there are regtrictions that will amost
adways be consdered not indispensable, for example absolute territorial
protection and clauses which gppear on the black ligts in the various block
exemptions the Commission has adopted.

In the Computerland decision,* the Commisson dated that the redtrictive
clauses were indispensable in the franchise agreement concerned. Without these
clauses potential franchisees would not have made the necessary investments for
opening up anew outlet.

Also the Carlsberg Beers agreement™ was exempted by the Commission. The
co-operation agreement was of eleven years duration and the distributor agreed
to buy 50% of its lager supplies from Carlsberg. The Commission declared that
the agreement was necessary to enable Carlsberg to be established in the UK
market and create its own distribution network.

The agreement must not afford undertekings the possbilities of diminating
competition in respect of a subgtantid part of the products in question. In most of
the cases in which exemption has been granted the parties have encountered
substantial inter-brand competition.®* The market will not be too narrowly defined
when new products enter.

“ Faull J. and Nikpay A. The EC Law of Competition [1999] Oxford University Press, Oxford,
p. 111.

“ Decision Computerland [1987] OJL222/12, [1989] 4 CMLR 259.

% Decision Carlsberg Beer [1984] OJL207/26, [1985] 1 CMLR 735.

*! Decision Vacuum Interrupters Ltd [1977] OJL48/32, [1977] 1 CMLR D67 or Steiner J. and
Woods L. Textbook on EC Law [2000] 7" edition, Blackstone Press Limited, London, p. 239.
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3.9.1 Individual exemptions

In order to receive an individua exemption the parties must notify their agreement

to the Commission. In the absence of natification exemption will not be given.

When the Commisson has received a natification it will examine whether the
agreement can be granted an exemption or not. The examinaion involves a
lengthy investigation and consultation with the parties concerned. Irrepective of
the Commisson’s answer it must issue a decison gaing if an exemption is given
or not. The decison must be published in the Officia Journd and snce it is a
binding act it may be chalenged by the parties before the ECF?. Before a
decison istaken the parties and persons who can show a sufficient interest have a
right to be heard. If essentia procedura requirements are infringed the decison
may be nullified. An individua exemption may be revoked or amended if certain
conditions are fulfilled.>®

3.9.2 Block exemptions

Under article 81(3) the Commission can declare article 81(1) ingpplicable to a
category of agreements. Article 81(3) is the foundation for a wide range of block
exemption regulations which the Commission has adopted. The Commisson has
received these delegated powers from the Council .>*

The object of these block exemptions is to exclude a certain type of agreements
from the ambit of article 81(1). The Commisson adopts block exemptions in
order to avoid the need for individua exemptions. The evolution of block
exemptions is quite Smilar to the evolution of per se rules Individud agreements
lead to the concluson that generic types of agreements warrant exemption
provided that they contain particular terms. A block exemption embraces this
conclusion.

The different block exemptions give undertakings and legd advisors guidance.
They can be sure that an agreement that complies with a block exemption will not
be caught by article 81(1). An agreement that fals within a block exemption does
not have to be noatified to the Commission. However, if the Commisson consders
that the agreement has certain effects which are incompatible with article 81(3) it

%2 Council Regulation No 17 of 6 February 1962. First Regulationimplementing Articles 85
and 86 of the Treaty, OJ 13/204, 21 February 1962, special edition 1959-62, p. 87, art. 21 and
Art. 230 EC.

% Council Regulation No 17 of 6 February 1962. First Regulationimplementing Articles 85
and 86 of the Treaty, OJ 13/204, 21 February 1962, special edition 1959-62, p. 87, art. 8.

* Council Regulation No 19/65/EEC of 2 March 1965 on the application of Article 85(3) of
the Treaty to certain categories of agreements and concerted practices, OJ 36/533, 6 March
1965, special edition 1965-66, p. 35.
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may withdraw the benefit of the block exemption. The block exemptions are
enacted by regulations and where rdevant, national court must apply them.

The Commission has adopted block exemptions covering many agreements, for
example specidisation, research and development, technology transfer, motor
vehicle digribution and servicing, exclusive digtribution, exclusive purchasng and
franchising.>® The three last mentioned block exemptions have now expired and
are replaced by a regulation gpplicable to categories of vertica agreements and
concerted practices.”” This new regulation will be examined thoroughly.

Many of the origind block exemptions follow the same pattern. Firg there is a
‘white  lig dipulating the redrictions which are deemed essentid for the
agreement and permitted. Then there is a ‘black’ lis which lay down the
redrictions which will not be permitted. Also ‘grey’ redrictions have been
introduced. These ‘grey’ redtrictions are subject to a specia procedure caled the
‘oppogition’ procedure. The regtrictions must be notified to the Commission and
they are deemed exempted if there is no opposition within a specific time limit.>®

3.9.3 Comfort letters

The Commission has introduced block exemptions and gpplied dthough limited
the rule of reason to reduce its workload. The Commisson has atempted to
reduce its workload further and to speed up the decision-making processes by
issuing comfort letters. A comfort letter is a communication from the Commisson
to the effect that the agreement does not infringe article 81(1) or that it infringes
the aticle but it qudifies for exemption.

% Steiner J. and Woods L. Textbook on EC Law [2000] 7" edition, Blackstone Press Limited,
London, p. 241-242.

% Commission Regulation (EEC) No 417/85 of 19 December 1984 on the application of Article
85(3) of the Treaty to categories of specialisation agreements, OJ L 53/1, 22 Februari 1985,
Commission Regulation (EEC) No 418/85 of 19 December 1984 on the application of Article
85(3) of the Treaty to categories of research and development agreements, OJL 53/1, 22
Februari 1985, Commission Regulation (EC) No 240/96 of 31 January 1996 on the application
of Article 85(3) of the Treaty to certain categories of technology transfer agreements, OJ L
31/2, 9 February 1996, Commission Regulation (EC) No 1475/95 of 28 June 1995 on the
application of Article 85(3) of the Treaty to certain categories of motor vehicle distribution
and servicing agreements, [1995] OJL 145/25, Commission Regulation (EEC) No 1983/83 of
22 June 1983 on the application of Article 85(3) of the Treaty to categories of exclusive
distribution agreements, OJ L 173/1, 30 June 1983, Commission Regulation (EEC) No 1984/83
of 22 June 1983 on the application of Article 85(3) of the Treaty to categories of exclusive
purchasing agreements, OJ L 173/5, 30 June 1983 and Commission Regulation (EEC) No
4087/88 of 30 November 1988 on the application of Article 85(3) of the Treaty to categories
of franchise agreements, OJL 359/46, 28 December 1988.

% Commission Regulation (EC) No 2790/1999 of 22 December 1999 on the application of
Article 81(3) of the Treaty to categories of vertical agreements and concerted practices, OJ L
336/21, 29 December 1999, [2000] 4 CMLR 398.

% Craig P. and De Blrca G. EU Law, text, cases and materials [1998] 2™ edition, Oxford
University Press, Oxford, p. 920.
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Undertakings which seek ether negative clearance or individud exemption are
asked if they would be satisfied with a comfort letter. If the answer is affirmative
the Commission issues the comfort letter and the file is closed. Issuing a comfort
letter is arapid and informa way to offer the parties of an agreement assurance.
Since comfort letters are issued outside the framework of Regulation 17/62°° and
consdered only to be adminidrative letters they are not binding on nationd
courts. This may lead to that a third party and even the parties of the agreement
can chdlenge the agreement before a national court. The nationd court may
however take the comfort letter into account when to give a judgment. As a non-
binding measure the comfort letter can not be challenged before the ECJ by the
parties or by athird person who is directly and individualy concerned. Therefore
a comfort letter deprives parties of both the procedura safeguards to which they
are entitted under Regulation 17/62 and the chance of judicid review by the
Couirt.

% Council Regulation No 17 of 6 February 1962. First Regulationimplementing Articles 85
and 86 of the Treaty, OJ 13/204, 21 February 1962, special edition 1959-62, p. 87.
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4 Enforcement of EC
competition law

Under Regulaion 17/62 the Commission has been entrusted the enforcement of
EC competition law. The Council adopted this regulation under article 87 ECC
Treety (now 83 EC). This regulation makes articles 81 and 82 implemented and
the Commission plays a centrd role in enforcing these aticdles. Even if the
Commission has substantia powers in order to fulfil itstasks it has to comply with
the procedurd reguirements in the regulation and a generd duty of
confidentiaity.®® It is also essentid to comply with generd principles of law. If
there is an infringement of these obligations the decison can be challenged and
annulled before the Court.®* It is even possible to receive damages for an

infringement %

The Commisson's task IS to supervise agreements and to grant negative
clearance and exemption. Astold before the Commission has the exclusive power
to grant exemptions under article 81(3) but there must be a natification by the
parties of the agreement. Negative clearance means that there are no grounds
under articles 81(1) and 82 for action by the Commisson in respect of an
agreement, decision or practice. All decisons made by the Commisson have to
be published in the Officid Journd.

The Commisson has wide investigative powers under the regulation. These
powers are used when the Commisson examines whether a notified agreement
can be granted exemption or negative clearance. However these powers are most
important when the Commission examines whether a non- notified agreement
infringes articles 81(1) or 82.

According to the regulation the Commisson may request for al necessary
information from the governments and competent authorities of the Member
States and from undertakings and associations of undertakings to enable it to
carry out its tasks.>® The Commission shdl state the legdl basis, the purpose of the
request and the pendties provided for supplying incorrect information. If there are
suspicions that competition is restricted or distorted in any sector of the economy
in the common market, the Commission may decide to conduct a genera inquiry
into that whole sector.®*

® Case 53/85, AKZO Chemie BV v. Commission [1986] ECR 1965, [1987] 1 CMLR 231

° Art. 230 EC.

%2 Casel45/83, Adams v. Commission [1985] ECR 3539, [1986] 1 CMLR 506.

% Council Regulation No 17 of 6 February 1962. First Regulationimplementing Articles 85
and 86 of the Treaty, OJ 13/204, 21 February 1962, specia edition 1959-62, p. 87, art. 11.

® Council Regulation No 17 of 6 February 1962. First Regulationimplementing Articles 85
and 86 of the Treaty, OJ 13/204, 21 February 1962, specia edition 1959-62, p. 87, art. 12.

25



The Commisson may dso cary out invesigations® These investigations
empower the Commisson to examine books and business records and take
copies, ask for oral explanation on the spot and to enter premises.”® Investigations
can be either voluntary or mandatory.®” Where there is a voluntary investigation
the Commisson’s officias must produce an authorisation in writing specifying the
subject matter and purpose of the investigation and the pendties the undertaking
may be subject to if the required books and records are incomplete. The
mandatory investigation is based on a decison that specifies the subject matter
and purpose of the invedtigation. This decison shal dso gppoint the date on
which it is to begin and indicate the pendties the undertaking may be subject to
and the right to have the decison reviewed by the ECJ. The provison has been
the legal base for the well-known dawn raids against suspected undertakings.

Undertakings can be lidble to pendties if they do not comply with the demands of
the Commisson under aticles 11, 12 and 14 and these pendties can be
condderable. This can be the case if undertakings intentionaly or negligently fail to
supply the information requested or when they supply information but it is fase or
misleading.®

The Commisson may aso request the competent authorities of the Member
Staes to undertake invedtigations which the Commisson consders to be
necessary under article 14(1) or which it has ordered by decison pursuant to
aticle 14(3).%°

The Commisson is bound by a duty of confidentidity. In article 20(1) in the
regulation it is stated that information acquired as a result of the gpplication of
aticles 11, 12, 13 and 14 shdl be used only for the purpose of the relevant
request or investigation. The Court has held that this provison not only implies a
prohibition on the disclosure of confidentia information. It is dso impossible for
authorities holding the information to use it for a purpose other than that for which
it has been acquired.”® The Commission is dso under a duty not to disclose

% Council Regulation No 17 of 6 February 1962. First Regulationimplementing Articles 85
and 86 of the Treaty, OJ 13/204, 21 February 1962, special edition 1959-62, p. 87, art. 14.

% Council Regulation No 17 of 6 February 1962. First Regulationimplementing Articles 85
and 86 of the Treaty, OJ 13/204, 21 February 1962, special edition 1959-62, p. 87, art. 14(1).
%7 Council Regulation No 17 of 6 February 1962. First Regulationimplementing Articles 85
and 86 of the Treaty, OJ 13/204, 21 February 1962, special edition 1959-62, p. 87, art. 14(2)
voluntary and art. 14(3) mandatory.

% Council Regulation No 17 of 6 February 1962. First Regulationimplementing Articles 85
and 86 of the Treaty, OJ 13/204, 21 February 1962, special edition 1959-62, p. 87, art. 15(1).
% Council Regulation No 17 of 6 February 1962. First Regulationimplementing Articles 85
and 86 of the Treaty, OJ 13/204, 21 February 1962, special edition 1959-62, p. 87, art. 13.

7 Case C-67/91, Direccion General de Defensa de la Competencia v. Asociacion Espafiola
de Banca Privada [1992] ECR 1-4785.
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business secrets.”* However, the Court has declared that the question whether a
document consists of business secrets or not is up to the Commission to decide.”
In addition to article 20(2), there is a generd duty in article 287 EC for the
Commission not to disclose information of the kind covered by the obligation of
professona secrecy. Even if information is supplied on a voluntary bass the
Commission is till under this duty of confidentidity according to article 287 EC.”

Article 15(2) empowers the Commisson to impose heavy fines for an
infringement of articles 81(1) and 82 EC. The fines are very powerful since they
can amount to 10% of the turnover of an undertaking. The sze of the fines will
depend for indance on the gravity and duration of the infringement. The
Commission has adopted Guidelines™ to caculate fines and those serve as
guidance. Article 229 EC gives ECJ jurisdiction in regard to fines imposed by the
Commisson.

Where the Commission finds that there is an infringement of articles 81(1) or 82 it
may require the undertakings concerned to bring such infringement to an end,
according to article 3(1). This provison aso gives the Commission power to issue
interim measures provided that it is indigpensable, urgent and necessary to avoid
serious or irreparable damage. The Commisson must observe essentid
procedura requirements and the interim measure can be chalenged before the
Court.”

Since articles 81 and 82 are directly effective, nationd courts are competent to
apply these articles.” Regulation 17/62 dso gives the authorities of the Member
States competence to apply articles 81 and 82 as long as the Commission has not
initiated procedure under articles 2, 3 and 6.”" Where pardlel proceedings are
indtituted by the Commission, a nationa court faced with problem under article 81
or 82 may stay the proceedings until the Commission has adopted a decision, but
there is not obligation to do so. Nationd courts have been encouraged to apply
EC comptition law both by the Commission and the ECJ since it would lessening
the Commission’s workload. This encouragement led to that the Commission
issued a Notice on co-operation’® where it stated that the national courts have

™ Council Regulation No 17 of 6 February 1962. First Regulation implementing Articles 85
and 86 of the Treaty, OJ 13/204, 21 February 1962, specia edition 1959-62, p. 87, art. 19(3).
"2 Case 53/85, AKZO Chemie BV v. Commission [1986] ECR 1965, [1987] 1 CMLR 231.

" Case145/83, Adams v. Commission [1985] ECR 3539, [1986] 1 CMLR 506.

™ Commission Guidelines on the method of setting finesimposed pursuant to Article 15(2)
of Regulation No 17 and Article 65(5) of the ECSC Treaty, 14 January 1998, [1998] OJC 9/3.
® Case 792/79R, Camera Care Ltd. v. Commission [1980] ECR 119, [1980] 1 CMLR 334.

" Case 127/73, Belgische Radio en Televisie and Société Belge des Auteurs, Compositeurs
et Editeurs (BRT) de Musique v. SV SABAM and NV Fonior [1974] ECR 51, [1974] 2 CMLR
238.

" Council Regulation No 17 of 6 February 1962. First Regulation implementing Articles 85
and 86 of the Treaty, OJ 13/204, 21 February 1962, special edition 1959-62, p. 87, art. 9(3).

"8 Commission notice on cooperation between national courts and the Commissionin
applying Articles 85 and 86 of the EEC Treaty, 13 February 1993, [1993] OJ C39/6.
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the centrd role to safeguard directly effective rights of individuas in their relation
with one another.

Nationa courts have the competence to examine whether an agreement infringes
aticles 81 or 82 or not. When doing so they can obtain some guidance by
decisons of the Commission and the Court. They can dso rely on comfort |etters.
Nationa courts can aso come to the conclusion that an agreement is exempted
under a block regulation. However, they have a lack of competence when it
comes to granting individua exemptions under article 81(3). If the Commisson
grants an individud exemption the nationa courts may apply that decison.
Pending thet decison the nationa courts may grant interim relief.

If nationd courts have difficulties in applying articles 81 and 82 they can ask the
Commission for assstance. Both the Commission and the Member States have a
duty of co-operation under article 10 EC. Also the Notice of co-operation
outlines some ways in which the Commisson may hdp nationd courts. If a
national court is unable to take a decison it may stay proceedings and ask the
Commission for information. The nationd court can ask for instance whether the
agreement is notified, whether there is a decison or a comfort letter, whether a
decison or acomfort letter islikely to be issued or whether the agreement is likely
to obtan negative clearance or exemption.”® The answers given by the
Commission is not binding on the courts which have requested them but it may be
presumed that the guidance is given on the understanding that it will be followed.

A court which finds an infringement of articles 81 or 82 may declare the
agreement void but it has no power to order fines according to EC competition
law. In the absence of remedies in Community law the ECJ has held that the
Member States must make available the same remedies for breaches of EC law
compared with breaches of national law.®

When a national court examines whether there is a breach of articles 81 or 82
there has to be an economic assessment in many cases. If it is difficult to collect all
the necessxry factors for the assessment the nationd court can ask the
Commission for information deding with for indance market studies and
datigtics®

As areault of the Commission’s increased workload there has been a wish that
the national competition authorities would be more involved in the enforcement of
EC competition law. Therefore the Commission has introduced a Notice on co-

™ Commission notice on cooperation between national courts and the Commissionin
applying Articles 85 and 86 of the EEC Treaty, 13 February 1993, [1993] OJ C39/6, para. 37-
38.

% Case 33/76, Rewe-Zentralfinanz eG and Rewe-Zentral AG v. Landwirtschaftskammer fiir
das Saarland [1976] ECR 1989, [1977] 1 CMLR 533.

8 Commission notice on cooperation between national courts and the Commissionin
applying Articles 85 and 86 of the EEC Treaty, 13 February 1993, [1993] OJ C39/6, para. 40.
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operation® to pardlel that dready in existence in respect of nationd courts. The
notice gives guidance where it is appropriate for the nationd authorities to ded
with cases. There are three conditions which should be met, including that the
case essentidly involves one Member State, thereis a clear breach of competition
law and that there is not a chance of receiving an exemption by the Commission.
However, the Commission can ill ded with cases provided that there is a
aufficient Community interest.

Individuals have different choices to act where they discover infringements of
articles 81 and 82. They may invoke these provisions before the nationa court
snce these ae directly effective. They are dso entitled to gpply to the
Commission to investigete and terminate dleged infringements, since article 3(2b)
in Regulation 17/62 dates that natura or legd persons who clam a legitimate
interest are entitled to gpply. This way may be insecure since the Commission
after the introduction of the Notice of co-operation may refuse to consider
complaints on the grounds that the matter lacks political, economic or legd
sgnificance for the Community.® Where a complainant can be secured protection
for hisdirectly effectiverightsin nationa courts the Commission will close thefile.

The Commission has recently reviewed the application of competition policy in its
White Paper on Modernisation.® In this paper the Commission discusses
severd options for reform. It proposes ‘a system which meets the objectives of
rigorous enforcement of competition law, effective decentrdisation, smplification
of procedures and uniform gpplication of law and policy development throughout
the EU'.¥ The mogt revolutionary in the paper is the proposd tha the
Commission will not have monopoly on granting exemption under article 81(3).
Article 81, as awhole would be gpplied by the Commission, nationa competition
authorities and nationd courts.

8 Commission notice on cooperation between national competition authorities and the
Commission in handling cases falling within the scope of Articles 85 or 86 of the EC Treaty,
15 October 1997, [1997] OJ C 313/3.

8 Commission notice on cooperation between national courts and the Commissionin
applying Articles 85 and 86 of the EEC Treaty, 13 February 1993, [1993] OJ C39/6, para. 14.

# Commission White Paper on modernisation of the rulesimplementing Articles 85 and 86 of
the EC Treaty, Commission programme No 99/027, adopted 28 April 1999, [1999] OJC 132/1,
12 May 1999.

8 Commission White Paper on modernisation of the rulesimplementing Articles 85 and 86 of
the EC Treaty, Commission programme No 99/027, adopted 28 April 1999, [1999] OJC 132/1,
12 May 1999, Executive summary para. 11.
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5 Vertical distribution
agreements

Verticd digribution agreements are entered into by parties operating a different
levels of the production process, for example a distribution agreement between a
manufacturer of a product and a retailer. The reasons why these agreements are
entered into are many. For example, the agreement may reduce transaction costs
between the parties or the co-ordination can help undertakings to increase their
profits and those efficiency gains may be passed on to consumers.

The manufacturer of a product will have to decide in which way it is preferable to
market a product. There are a number of options available for the undertaking. It
may decide to establish its own outlets or be engaged in a joint venture with a
company which has the expertise required. It may choose to market the product
through any outlet willing to sel them or there is an option to sdl through certain
speciadised shops if the product requires that. These different options are not
exhaustive.®

As dready seen, verticd digtribution agreements may have both advantages and
disadvantages. These will be examined below. However, there are some authors
claming that digtribution agreements are in every case beneficid to consumers.
Bork isone of them:

‘We have seen that verticd price fixing (resde price maintenance), vertica
market divison (closed deder territories), and, indeed, al vertica restraints
are beneficid to consumers and should for that reason be completely lawful.
Basgc economic theory tdls us that the manufacturer who imposes such
restraints cannot intend to restrict and must (except in the rare case of price
discrimination, which the law should regard as neutrd) intend to create
efficiency. The most common efficiency is the inducement or purchase by the
manufacturer of extraresdller sales, service or promotiond effort.

The proposd to legdise dl truly verticd restraints is so much a variance with
conventiona thought on the topic that it will doubtless strike many readers as
troublesome, if not bizarre. But | have never seen any economic anayss that
shows how manufacturer-imposed resdle price maintenance, closed deder
territories, customer alocation clauses, or the like can have the net effect of
redricting output. We have too quickly assumed something that appears
untrue.”®

% Craig P. and De BlrcaG. EU Law, text, cases and materials[1998] 2™ edition, Oxford
University Press, Oxford, p. 921.

¥ Bork R. The Antitrust Paradox, A Policy at War with Itself[1978] Basic Books, New York,
p. 297-298,
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Other authors take up a more cautious attitude:

‘When verticd redtraints are used to promote the provison of distribution
sarvices, the critica issue for antitrust purposes remains whether consumers
are better served by lower prices and fewer services or by higher prices and
more sarvices. In its Spray-Rite brief, the Department of Justice suggested that
pure verticd redraints dways lead to increased consumer welfare. This
postion is unfounded, and a more hodile treatment of verticd redraints is
appropriate.” ®

5.1 EC competition policy concerning vertical
distribution agreements

EC competition policy concerning verticd digtribution agreements has two
principal objectives. Other competition law systems usudly have one principa
objective. The first objective is to keep the markets open and competitive. The
second objective is to cregte the single market. The Community has been forced
to break down trade barriers created by the governments in the Member States
to achieve these objectives. To prohibit such governmental measures would be
meaningless if it was not possble to prohibit agreements between undertakings
that hinder or delay market integration. There is normdly no contradiction
between the objectives but they lead to the same policy outcome.®

The economic analysis of vertica agreements has been subject of heated debate
in the past.™® In the early 1980's an dteration could be noticed. Before that
moment vertica redraints were regarded as suspect for competition and
afterwards there was a generd perception that they were harmless for
competition (the Chicago schoal).

Nowadays it seems like there is some sort of consensus and economics are
making a more cautious assessment of vertical agreements. The assessment is
based with respect to competition policy and no sweeping statements are made.
All vertical restraints can not be regarded as per se beneficia for competition. The
current economic thinking focuses upon the importance of the market structure
when to determine the impact of vertical agreements® If there is strong inter-
brand competition it is more likely that verticd didtribution agreements have pro-
competitive and efficiency effects that outweigh anti-competitive effects. If inter-

8 Comanor W. Vertical Price-fixing, Vertical Market Restrictions, and the New Antitrust
Policy, 1985, 98 Harv. LRev. 983, 1001-1002.

® Faull J. and Nikpay A. The EC Law of Competition [1999] Oxford University Press, Oxford,
p. 565.

% Commission’s Green Paper on Vertical Restraintsin EC Competition Policy, 22 January
1997, COM (96)721 Final, [1997] 4 CMLR 519, chapter |1, para. 54.

9 Commission’s Green Paper on Vertical Restraintsin EC Competition Policy, 22 January
1997, COM (96)721 Final, [1997] 4 CMLR 519, chapter |1, para. 54.
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brand competition is weak and there are sgnificant barriers to entry it is more
likely that the anti-competitive effects outweigh the pro-competitive effects.

5.1.1 Vertical versus horizontal agreements

There has been a policy change concerning vertica distribution agreements versus
horizontal agreements just recently.” The underlying reason is tha vertical
agreements are recognised to be generdly less harmful for competition than
horizontal agreements. Vertical agreements are therefore treated more leniently
than horizonta agreements. Horizonta agreements can be entered into by parties
that in fact are competitors producing identical or subgtitute goods. In such an
agreement the exercise of market power may be beneficid to its competitors, i.e.
higher price of its product. This may be an inducement for competitors to behave
anti-competitively. Concerning vertical agreements the product of the
manufacturer or supplier is the input for the wholesdler or retaller. If market
power were used in a chain like this ether upstream or downstream the other
undertaking would be hurt since the demand for the product would be lower. The
undertakings engaged in vertical didtribution agreements therefore usudly have an
incentive to prevent the exercise of market power by the other undertakingsin the
supply chain.

This sdf-restraining character should not be overestimated according to the
Commisson. Efficency gans arisng from vertical agreements are likdy to be
passed on to the consumer where there is sufficient inter-brand competition. If
inter-brand competition is weak and an undertaking has market power vertical
agreements can dso be used to increase the profit. This behaviour can be
detrimental to competitors and consumers and may occur when the upstream or
downgtream undertaking share the extra profit or when just one of the parties
uses the vertical agreement to appropriate al the extra profit.*®

This more lenient gpproach towards vertical restraints can be seen in the new
Regulation 2790/1999™ applicable to vertical agreements, where the market
share threshold is 30%. This market share threshold is appreciable higher than the
threshold considered being gppropriate for horizontal agreements.

% Faull J. and Nikpay A. The EC Law of Competition [1999] Oxford University Press, Oxford,
p. 560.

% Faull J. and Nikpay A. The EC Law of Competition [1999] Oxford University Press, Oxford,
p. 560.

% Commission Regulation (EC) No 2790/1999 of 22 December 1999 on the application of
Article 81(3) of the Treaty to categories of vertical agreements and concerted practices, OJL
336/21, 29 December 1999, [2000] 4 CMLR 398, art. 3.
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5.2 Negative effects of vertical agreements

EC compstition law ams to prevent certain negative effects on the market that
may result from vertical digribution agreements. The negdive effects might
according to the Guidelines on vertical restraints” consist of:

- foreclosure of other suppliers or other buyers by raising barriers to entry;

- reduction of inter-brand competition between the companies operating on
a market, including facilitation of colluson amongst suppliers or buyers,
by colluson is meant both explicit colluson and tacit collusion;

- reduction of intra-brand competition between digtributors of the same
brand;

- the creation of obgtacles to market integration, including, above dl,
limitations on the freedom of consumers to purchase goods or servicesin
any Member State they may choose;

These negative effects may be the result from various vertica redraints. Even if
agreements are different in form they may have the same effect on competition.
The Guidelines divide verticd redrants into four groups, when to examine
whether they have negative effects or not. Each group has largdy smilar negative
effects on competition. The classfication is based on fundamenta components of
vertical restraints and in practise many agreements consgst of more than one of
these components.

5.2.1 Single branding group®

Agreements entered into under this group aim at induce the buyer to concentrate
his orders for a specid type of product with one supplier. This component can be
composed of non-compete obligation and quantity-forcing on the buyer. These
components between the buyer and supplier makes the former obliged or
encouraged to purchase his requirements for a product and its substitutes from
only one supplier. This component can aso be noticed in tying. In tying thereisan
obligation or incentive on the buyer that he is required to purchase a product as a
condition of purchasing another particular product. The firgt product is the ‘tied’

product and the last isthe ‘tying’ product.

Four negative effects can be found on competition. There can be foreclosure of
the market since other suppliers can not sdll to the particular buyers. In the case
of tying, the market for the tied product can be foreclosed.

% Commission Notice, Guidelines on Vertical Restraints, 13 October 2000, [2000] OJ C 291/01,
chapter V1, para. 103.

% Commission Notice, Guidelines on Vertical Restraints, 13 October 2000, [2000] OJ C 291/01,
chapter VI, para. 106-108.
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Market shares may be more fixed and this may lead to colluson when a number
of suppliers apply these components in agreements with buyers.

An agreement of this type leads to that the retailer will only sdll one brand and
there will not be any inter-brand competition in their stores.

In the case of tying, the buyer may pay a higher price for the tied product than he
would do if he had a choice to buy it from another supplier. Under these
circumstances inter-brand competition may be reduced.

If there is srong competition between suppliers to obtain the single branding
contracts, the reduction in inter-brand competition may be mitigated. However,
the longer the duration of the non-compete clause, the more likely it will be that
the effect will not be strong enough to compensate the inter-brand competition
reduced.

5.2.2 Limited distribution group®

Agreements entered into under this group have the main dement that the
manufacturer only sells to one or a limited number of buyers. These agreements
may restrict the number of buyers for a specific group of customers or aterritory.
This kind of vertical restraint may adso be used to sdect a paticular group of
buyers.

The component can be found in a number of agreements such as exclusve
digtribution and exclusive cusomer dlocation, where the supplier limitshis sdesto
only one buyer within a specific territory or class of customers. It can aso be
found in exclusve supply and quantity-forcing on the supplier, where there is an
incentive or obligation on the supplier to sdl only or mainly to the buyer. In
selective digtribution the components can be found, where the conditions imposed
on or agreed with the sdected dealers make them limited in number. After-market
sdes redrictions contain the same eement where the origind supplier’s sdes
possihilities are limited.

Three main negative effects on competition can be fdt. Particularly in the case of
exclusive supply there is arisk of forecloang the purchase market where certain
buyers within the market can not buy products from the specific supplier.

There is arisk for colluson ether a digtributor’s level or supplier’s level where
the competing supplierslimit the number of retailers.

9" Commission Notice, Guidelines on Vertica Restraints, 13 October 2000, [2000] OJ C 291/01,
chapter VI, para. 109-110.
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It will dso lead to areduction in intra-brand competition since fewer distributors
offer the product. In certain cases there may be total imination of intra-brand
competition as a result of wide exclusve teritories or exclusve customer
dlocation. If intra-brand competition is reduced this may lead to a weskening of
inter-brand competition.

5.2.3 Resale price maintenance group®

This heading (RPM) includes agreements whose main dement is that the buyer is
induced or obliged to resdll not below a certain price, a a certain price or not
above a certain price. Minimum, fixed, maximum and recommended prices are
comprised in this group. Maximum and recommended prices not consdered to
be hardcore redtrictions may nevertheless also lead to a redtriction of competition
by effect.

Two main negetive effects on competition can be felt. There may be areductionin
intra-brand prices and increased transparency on prices.

In the case of fixed or minimum prices there is a totd imination of intra-brand
price competition since distributors can not compete on price for that brand.
Maximum or recommended prices may lead to uniformity for resdllers and in the
end amore or less uniform price leve.

Horizonta collusion between manufacturers and distributors are essier, in a least
concentrated markets, where there are increased transparency on price and
respongbility for price changes. The reduction in intra-brand competition may
have an indirect negative effect on inter-brand competition.

5.2.4 Market partitioning group®

Agreements under this heading have a main eement in that the buyer is redtricted
in where he either sources or resdlls a specific product. This component can be
found in exclusive purchasing, where a buyer is under an obligation or encouraged
to purchase his requirements for a particular product exclusvely from the supplier,
for ingtance beer of brand X, but leaves the buyer free to purchase or sdll other
competing products, for instance beer of brand Y. Included is aso territorial
resde redrictions, the dlocation of an area of primary responsbility, restrictions
on the location of adistributor and customer resale regtrictions.

% Commission Notice, Guidelines on Vertical Restraints, 13 October 2000, [2000] OJ C 291/01,
chapter VI, para. 111-112.
% Commission Notice, Guidelines on Vertical Restraints, 13 October 2000, [2000] OJ C 291/01,
chapter VI, para. 113-114.
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The negative effects on competition such dement may have is the reduction of
intra-brand competition. This may help the supplier to partition the market and
hinder market integration. Price discrimination is facilitated. It may aso lead to
collusion either a the digtributor’s leve or at the supplier’s level, where most or
al of the competing suppliers limit the souring or resde posshilities of ther
buyers.

5.3 Positive effects of vertical restraints

The Commission states in the Guidelines'® that vertical restraints may have
certain postive effects on competition. Vertica restraints can promote non-price
competition and improve the quality of services. They are likely to help redise
efficiencies and the development of new markets. Vertica restraints may be used
for a limited duration, which helps to introduce new complex products or protect
rel ationship-specific investments.

When a company has no market power, the only way to increase its profits is to
optimise its manufacturing or distribution processes. Vertical restraints may in a
number of circumstances be helpful in this regpect since the usua arm’s length
dedlings between supplier and buyer, determining only quantity and price of a
particular transaction, can lead to a sub-optimd leve of investments and sales.

Following subheadings dedls with reasons that may jugtify vertica restraints.

5.3.1 To solvethefreerider problem™

The free-ride problem is most common at the wholesale or retail leve, enabling
the distributor to free-ride on the promotion efforts of another distributor. To
avoid such free-riding exclusive digtribution or smilar restrictions may be hepful.
Non-compete type redtraints can dso prevent free-riding between suppliers.
Free-riding between suppliers may occur where one invests in promotion & the
buyer's premises, in generd a the retail leve, that may dso attract customers for
its competitors.

There must be a red freerider issue if the problem will occur. Freeriding
between buyers occur on pre-sales services and not on after-sales services. The
product’s characteristics needs to be quite new or technicadly complex, as the
customer otherwise may know what he or she wants, based on past experiences.
The product must dso be of reasonably high vaue, otherwise the customer will

1% Commission Notice, Guidelines on Vertical Restraints, 13 October 2000, [2000] OJC
291/01, chapter VI, para. 115.

1%L Commission Notice, Guidelines on Vertical Restraints, 13 October 2000, [2000] OJC
291/01, chapter VI, para. 116(1).
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not pay atention to receive information in one shop and buy it in another. 1t must
not be practicad for the supplier to impose on dl buyers effective service
requirements concerning pre-sales services.

Free-riding between suppliers occurs in cases where the promotion takes place at
the buyer’s premises and is generic, not brand specific.

5.3.2 Toopen up or enter new markets™

A manufacturer which wants to enter a new geographic market, for instance by
exporting, may want to use aloca digtributor in that country. Sometimes the entry
of a market may involve specid fird time investments by the didtributor to
establish the brand in the market. In order to persuade alocal distributor to make
these investments it may be necessary for the supplier to provide territorid
protection to the didributor, thereby enabling him to recoup his invessments by
charging a higher price temporarily. The territorid protection in this case means
that distributors based in other markets are restrained for a limited time period
from sdling in the new market. This is a specid case of the free-rider problem
discussed under 5.3.1 above.

5.3.3 The‘certification free-rider issue’'®

Certan retalers have in some sectors a reputation for stocking only quality
products. It may be important for the introduction of a new product to sdl

through these retailers. If the manufacturer does not have the possibility to sl its
products initidly through this quality stores, he runs the risk to have the products
de-listed and the introduction may fail. This scenario shows that there may be a
reason to alow aredriction such as exclusve digtribution or sdlective digtribution
if the duration is limited. It should be possible to guarantee the introduction of the
product but there must not be any obstacle to large-scale dissemination.

5.3.4 To solve the so-called ‘hold-up’ problem™

Sometimes an agreement requires the supplier or the buyer to make client-specific
invesments, for ingance specid equipment or training. This may be the case
where a component manufacturer has to build new machines or tools in order to

192 Commission Notice, Guidelines on Vertical Restraints, 13 October 2000, [2000] OJC
291/01, chapter VI, para. 116(2).
1% Commission Notice, Guidelines on Vertical Restraints, 13 October 2000, [2000] OJC
291/01, chapter VI, para. 116(3).
1% Commission Notice, Guidelines on Vertical Restraints, 13 October 2000, [2000] OJC
291/01, chapter VI, para. 116(4).
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satisfy a cusome’s particular requirements. Before the particular supply
arrangement isfixed the investor may not undertake the necessary investments.

Precisdly, as in the other free-riding examples, there are a number of conditions
that have to be met before there is ared or sgnificant risk of under-investment.
Firdly, the invesment must be brand specific and sunk. An investment is brand
specific if it only can be used to store that particular brand or to produce that
particular component and thus can not be used to produce or resdl aternatives
profitably. An investment is consdered to be sunk where, upon exiting the market
or after termination of the agreement, the investment can not be sold unless a a
sgnificant degree of loss. Secondly, it must be a long-term investment that in the
short run is not recouped. Thirdly, the investment must be asymmetric, i.e. one of
the two partiesin an agreement must invest more than the other.

When these above-mentioned conditions are met, it is usualy suitable to have a
vertica redtraint for the duration it takes to depreciate the investment. Where the
supplier makes the investment it is appropriate to use a non-compete type or
quantity-forcing agreement and where the buyer makes the investment it is
gppropriate to use an exclusve digtribution, an exclusve customer-allocation or
an exclusive supply agreement.

5.3.5 To solvethe specific ‘hold-up’ problem that may arise
in the case of transfer of substantial know-how'®

In the case where the supplier has provided know-how to the buyer it can not be
taken back and therefore the supplier may not want it to be used for or by his
competitors. In as far as the know-how it subgtantia and indispensable to the
agreement and not readily available to the buyer, such a transfer of know-how
may judtify a non-compete type of restriction.

5.3.6 Economies of scalein distribution'®

The manufacturer may want to concentrate the resde of his products on a limited
number of distributorsin order to have scale economies exploited and thereby see
a lower retall price of the goods produced. To benefit by economies of scde
there is an incentive to use verticd redraints, such as exclusve digtribution,
quantity forcing in the form of a minimum purchasng requirement, sdective
digtribution containing such arequirement or exclusve purchasing.

1% Commission Notice, Guidelines on Vertical Restraints, 13 October 2000, [2000] OJC
291/01, chapter VI, para. 116(5).
1% Commission Notice, Guidelines on Vertical Restraints, 13 October 2000, [2000] OJC
291/01, chapter VI, para. 116(6).
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5.3.7 Capital market imperfections'”’

Banks and other capita providers often provide capitd sub-optimaly when they
do not have perfect information on the quality of the borrower or there is not an
adequate basis to secure the loan. Through an exclusive agreement the supplier or
the buyer may have better information and are thereby in a better pogtion to
obtain extra security for his investment. A non-compete or quantity-forcing
restraint may be used where the supplier provides the loan to the buyer. Exclusve
supply or quantity forcing restraint may be used where the buyer provides the
loan to the supplier.

5.3.8 Uniformity and quality standardisation'

A verticd redraint may be used to impose a certain measure of uniformity and
quaity standardisation on the digtributors. This may lead to increased sales by
cregting a brand image and increase the attractiveness of the product. Selective
digtribution and franchising can help to attain this object.

5.3.9 To solvethe hypothetical ‘double marginalization’
problem'®

This problem has a hypotheticd character. Where the manufacturer and the
digributor have market power each of them will st its price above margind cost.
They add their margin above the one that would have exiged if there was
competition. This behaviour may result in aretal price higher than the monopoly
price an integrated undertaking would have charged. Consumers may suffer from
this behaviour. Quantity-forcing on the buyer or maximum resade price
maintenance can be used by the manufecturer to bring the price down to

monopoly leve.

197 Commission Notice, Guidelines on Vertical Restraints, 13 October 2000, [2000] OJC
291/01, chapter VI, para. 116(7).

1% Commission Notice, Guidelines on Vertical Restraints, 13 October 2000, [2000] OJC
291/01, chapter VI, para. 116(8).

1% Faull J. and Nikpay A. The EC Law of Competition [1999] Oxford University Press,
Oxford, p. 572.
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6 Vertical agreements and
block exemptions under the
former system

In accordance with article 87 EEC Treaty (now 83 EC) the Council adopted
Regulation 19/65.*° Under this Regulation the Commission is empowered to
adopt block exemption regulations which define certain categories of agreements
which generdly fulfil the conditions of article 81(3). The Commisson therefore
adopted a number of block exemptions which covered different types of vertical
agreements. As dready told the block exemptions are an efficient indrument to
reduce the Commission’ s workload.

The following block exemptions covering vertica agreements were adopted:

- excdudve digribution, where a supplier agreed to appoint only one
distributor in aterritory;***

- excdusve purchasng induding specid provison for beer and petrol,
where the resdller agreed to purchase the goods in question only from one
supplier;™?

- franchigng, where a franchisee was dlocated an exclusive territory in
which to exploit the know-how and intellectud property rights of the

franchiser and sdll the product or service in a standardised format;**®

These block exemptions contained, according to Regulation 19/65, lists of
conditions which had to be fulfilled, the types of agreements covered, restrictive
clauses which were exempted and clauses which were not alowed.

Sdective digribution agreements were not covered by any block exemption
regulation but individual exemptions were possible.

119 Council Regulation No 19/65/EEC of 2 March 1965 on the application of Article 85(3) of
the Treaty to certain categories of agreements and concerted practices, OJ 36/533, 6 March
1965, specia edition 1965-66, p. 35.

1 Commission Regulation (EEC) No 1983/83 of 22 June 1983 on the application of Article
85(3) of the Treaty to categories of exclusive distribution agreements, OJL 173/1, 30 June
1983.

12 Commission Regulation (EEC) No 1984/83 of 22 June 1983 on the application of Article
85(3) of the Treaty to categories of exclusive purchasing agreements, OJL 173/5, 30 June
1983.

13 Commission Regulation (EEC) No 4087/88 of 30 November 1988 on the application of
Article 85(3) of the Treaty to categories of franchise agreements, OJ L 359/46, 28 December
1988.
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All these types of vertical agreements and the block exemptions which were
adopted in this areawill now be scrutinised.

6.1 Exclusive distribution

The purpose with an exclusive digtribution agreement (EDA) is that the supplier
agrees to supply only to a particular digtributor within a particular territory. This
type of agreements may be the only way to persuade a distributor to market an
exigting product in a new area or to market a new product. An EDA may aso be
beneficid to the supplier Snce such an agreement facilitates an efficient distribution
of the product. Transport costs are reduced etc.

EDAs have been considered both by the Commission and the Court to fal within
the ambit of article 81(1). In Consten & Grundig,"* the Court stated that an
EDA which redtrict intra-brand competition does not escape prohibition of article
81(1) even if it increases inter-brand competition. However, the Commission has
acknowledged that an EDA may be a very eficient form of digtribution and
therefore these agreements are likely to qudify for an exemption, subject to the
condition that they do not establish absolute territorid protection.™™ In
accordance with this position the Commission issued Regulation 1983/83'°
which on the basis of article 81(3) made article 81(1) inapplicable to certain
formats of exclugve didribution agreements.

This regulation covered an EDA where one party, the supplier agreed to supply
certain goods exclusvely to the other party, the digtributor, within a given
territory.™” There were aso other requirements which had to be fulfilled if the
regulation would be gpplicable. The regulation was only gpplicable if only two
undertakings were paty to the agreement. The limitation of the number of
undertakings only applied to individua agreements and that alowed the supplier
to set up an exclusive didribution network without losing the benefit of the block
exemption.

Another limitation could aso be seen regarding exclusive distribution agreements
between competitors. The block exemption covered an EDA entered into

1 Cases 56 and 58/64, Etablissements Consten SARL and Grundig-Verkaufs-GmbH v.
Commission [1966] ECR 299, [1966] CMLR 418.

15 Commission Regulation (EEC) No 1983/83 of 22 June 1983 on the application of Article
85(3) of the Treaty to categories of exclusive distribution agreements, OJL 173/1, 30 June
1983, recitals 5-7 and 11.

1% Commission Regulation (EEC) No 1983/83 of 22 June 1983 on the application of Article
85(3) of the Treaty to categories of exclusive distribution agreements, OJL 173/1, 30 June
1983.

117 Commission Regulation (EEC) No 1983/83 of 22 June 1983 on the application of Article
85(3) of the Treaty to categories of exclusive distribution agreements, OJL 173/1, 30 June
1983, art. 1.
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between competitors only if it was non-reciproca and if the total annual turnover
of a least one of the parties did not exceed ECU 100 million.™®

The block exemption covered only agreements concerning the digtribution of
goods for resde. This led to that agreements relating primarily to services were
not covered, but the borderline between goods and services could be unclear in
certain cases.™™® Goods which the purchasing party did not transform or process
into other goods, which he did not use or consume in manufacturing other goods,
or which he did not combine with other components into a different product were
considered to be goods for resale®

The agreement had to provide that the supplier would only supply the contract
goods exclusvely to the digtributor in the contract area, otherwise the block
exemption was not gpplicable. From that followed that a digtribution agreement
which directly appointed more than one distributor in the same territory could not
be exempted by the regulaion, but there was a possbility for an individud
exemption.

Regulation 1983/83 dso contained additiona obligations which the parties could
undertake without losing the benefit of the block exemption. Article 2(1) of the
regulation stipulated that apart from the obligation referred to in aticle 1 no
redtrictions on competition could be imposed on the supplier other than the
obligation not to supply the contract goods to usersin the contract territory.

Article 2(2) and (3) provided the list with additiona obligations which could be
imposed on the digtributor without losing the benefit of the block exemption. The
digtributor could be obliged not to manufacture or distribute goods which
competed with the contract goods. Due to this provision the supplier was given
the possihility to set up a single-branded distribution network. The duration of the
non-compete obligation was however limited to the duration of the EDA.

The distributor could also be imposed the obligation to obtain the contract goods
fore resde only from the supplier or the obligation to refrain, outsde the contract
territory and in relation to the contract goods, from seeking customers, from
establishing any branch and from maintaining any digtribution depot. This means
that the supplier could impaose on the distributor a ban on active sales outsde the

18 Commission Regulation (EEC) No 1983/83 of 22 June 1983 on the application of Article
85(3) of the Treaty to categories of exclusive distribution agreements, OJL 173/1, 30 June
1983, art. 3(3)-(b).

119 Commission Notice concerning Commission Regulations 1983/83 and 1984/83, 22 June
1983, [1984] 0J C101/02 asamended by Commission Notice [1992] OJ C121/2, para. 12.

2% Commission Notice concerning Commission Regulations 1983/83 and 1984/83, 22 June
1983, [1984] OJ C101/02 asamended by Commission Notice [1992] OJC121/2, para 9.
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contract territory. For the firgt time in the European Community’s history there
was a distinction between active and passive sales.'*

Other additiond obligations which could be imposed on the ditributor were the
obligation to purchase complete ranges of goods or minimum quantities and the
obligation to sdll the contract goods under trade marks, or packed and presented
as pecified by the supplier. The distributor could aso be under a duty to take
measures for promotion of saes in particular to advertise, to maintain a sdes
network or stock of goods, to provide customer and guarantee services or
employ saff having specidised or technica training.

Article 3(c) and (d) stipulated the conditions where the block exemption did not
apply. The block exemption was ingpplicable where the users could obtain the
contract goods in the contract territory only from the exclusive ditributor and had
no dternaive source of supply outsde the contract territory. This provison
prohibited absolute territorial protection and made paralel import possible.
Obligations which limited the exclusve didributor’s choice of customers or his
freedom to determine his prices were not covered by the regulation.'?

The Commission had a possibility to withdraw the benefit of the block exemption
by means of an individud decison under Regulation 17/62. That decison could
not have retroactive effect.

6.2 Exclusive purchasing

The purpose with an exclusve purchasing agreement (EPA) is that a distributor
agreesto buy dl it needs of a particular product from a particular supplier. EPAs
are common in the petrol sations sector and public houses sdling only one
genera brand of beer.

An EPA may be beneficid to the supplier since it enables him to plan production
and creste a more efficient system of distribution. The purchaser is ensured the
supply of the goods in question and he is also induced to promote the sdes of the
goods. These agreements can however foreclose a section of the market, by
meaking it more difficult for other suppliersto find a distributor for their goods.

EPAs may fdl within the ambit of article 81(1) but they may be exempted ether
individualy or by a block exemption. The Commisson issued Regulation

121 Faull J. and Nikpay A. The EC Law of Competition [1999] Oxford University Press,
Oxford, p. 481.

122 Commission Regulation (EEC) No 1983/83 of 22 June 1983 on the application of Article
85(3) of the Treaty to categories of exclusive distribution agreements, OJL 173/1, 30 June
1983, recitals 8.



1984/83'% which on the basis of article 81(3) made article 81(1) inapplicable to
certain formats of exclusive purchasing agreements.

There was only a subgtantid difference between Regulation 1983/83 and
1984/83. In the former regulation there was a possbility provided to the supplier
to grant an exclusive territory to the distributor. Regulation 1984/83 may be seen
as a diminished verson of Regulation 1983/83. The partia overlap between the
two block exemptions can be explained because of that the regulations should be
used a different levesin the supply chain.**

Article 1 in Regulation 1984/83 stipulated that the regulation was only applicable
to agreements to which only two undertakings were party and whereby one party,
the resdler, agreed with the other, the supplier, to purchase certain goods
specified in the agreement for resale only from the supplier or from a connected
undertaking or from another undertaking which the supplier had entrusted with the
sde of his goods. However, the block exemption would not be applicable to
EPAS entered into by competitors unless non-reciproca and unless the turnover
of a least one of the parties did not exceed ECU 100 miillion.*®

Requirements relating to ‘goods for resae, ‘two undertekings and the
ingpplicability to agreements between competitors were the same in this regulaion
asin the regulation dedling with EDAs.

In order for the regulation to gpply there had to be an exclusve purchasing
obligation in the agreement. This obligation was defined as an obligation by which
one party undertook to purchase certain goods only from the other party. The
resdler had to purchase dl his requirements for the contract goods from the
supplier. If the purchasing obligation related to only part of such requirements, the
regulation was not gpplicable. However, there were limited derogeations from the
above-mentioned principle. The parties could introduce an * English clause’, which
dlowed the resdler to obtain the contract goods from dternative sources of
supply, if these sold them more chegply or on more favourable terms than the
other party. The parties could dso introduce a clause in the EPA where the
digtributor was dlowed to obtain the contract goods from dternative sources of
supply when the supplier was not able to supply. *°

123 Commission Regulation (EEC) No 1984/83 of 22 June 1983 on the application of Article
85(3) of the Treaty to categories of exclusive purchasing agreements, OJL 173/5, 30 June
1983.

124 Faull J. and Nikpay A. The EC Law of Competition [1999] Oxford University Press,
Oxford, p. 489.

125 Commission Regulation (EEC) No 1984/83 of 22 June 1983 on the application of Article
85(3) of the Treaty to categories of exclusive purchasing agreements, OJL 173/5, 30 June
1983, art. 3(a)-(b).

126 Commission Notice concerning Commission Regulations 1983/83 and 1984/83, 22 June
1983, [1984] OJ C101/02 asamended by Commission Notice [1992] OJC121/2, para. 35.
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In Regulation 1984/83 there was an absence of an exclusive territory. Where the
digtributor was granted an exclugive territory in an EPA the regulation was not
applicable.®” In such case, the agreement may be qualified as an EDA and may
fal within the scope of Regulation 1983/83.

In the regulation there were additiona obligations that could be imposed on the
parties to an EPA without losing the benefit of the block exemption. The only
obligation that could be imposed on the supplier was the obligation not to
distribute the contract goods or goods which competed with the contract goodsin
the resdler’s principa sales area and at the resdler’s level of digtribution.*?® This
provison did not prevent the supplier from supplying other distributors located in
the digtributor’s principal area even if they operated at the same level of trade.
The supplier was only prevented from sdling directly to his resdler’'s
customers.'®

The digtributor could accept an obligation not to manufacture or distribute goods
which where in competition with the contract goods™® Such a non-compete
obligation alowed the supplier to obtain a high degree of control over the
digtributor. Due to this provison the supplier was given the possibility to set up a
single-branded digtribution network. However, the regulation limited to five years
the duration for the exclusive purchasing and non-compete obligetions that fell
within its socope of application.”* Such a limitation could not be found in
Regulation 1983/83.

Article 2(3) contained some further additional obligations the distributor may
undertake without losing the benefit of the block exemption. The distributor could
agree to purchase complete ranges of goods or minimum quantities or to el the
contract goods under trademarks, or packed and presented as specified by the
supplier. He could also undertake to take measures for the promotion of sdes, in
particular to advertise, to maintain a sles network or stock of goods, to provide
customer and guarantee services or to employ staff having specidised or technical
traning.

127 Commission Regulation (EEC) No 1984/83 of 22 June 1983 on the application of Article
85(3) of the Treaty to categories of exclusive purchasing agreements, OJL 173/5, 30 June
1983, art. 16.

128 Commission Regulation (EEC) No 1984/83 of 22 June 1983 on the application of Article
85(3) of the Treaty to categories of exclusive purchasing agreements, OJL 173/5, 30 June
1983, art. 2(1).

129 Commission Notice concerning Commission Regulations 1983/83 and 1984/83, 22 June
1983, [1984] OJ C101/02 asamended by Commission Notice [1992] OJC121/2, para37.

130 Commission Regulation (EEC) No 1984/83 of 22 June 1983 on the application of Article
85(3) of the Treaty to categories of exclusive purchasing agreements, OJL 173/5, 30 June
1983, art. 2(2).

31 Commission Regulation (EEC) No 1984/83 of 22 June 1983 on the application of Article
85(3) of the Treaty to categories of exclusive purchasing agreements, OJL 173/5, 30 June
1983, art. 3(d).
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The block exemption was not applicable where the exclusve purchasing
obligation was agreed for more than one type of goods where these were neither
by their nature nor according to commercial usage connected to each other. The
reason why such a clause prevented the application of the block exemption was
due to the fact that the Commission did not desire to exempt tying.

The regulation dso dipulated a duration limit beyond which EPAs were not
covered by the block exemption. Where the agreement was concluded for an
indefinite duretion or for a period of more than five years the block exemption
was ingpplicable. The Commission wanted to limit the impact EPAs may have a
intra-brand and inter-brand level and the forecl osure effect.

The Commisson had power to withdraw the benefit of the block exemption
under certain circumstances Stipulated in article 14.

It is dso worth to mention that this regulation contained specia provisons for
beer supply and service-station agreements. However, these provision will not be
anaysed.

6.3 Franchising

A franchisng agreement is an agreement between a franchisor and a franchisee,
whereby the franchisor adlows the franchisee to use certain intellectua property
rights which belong to the former. These intellectua property rights may consst of
trademarks, trade names and logos etc. The franchisee pays a royadty to the
franchisor for the use of the intellectua property rights and he is for ingtance able
to open up an own business and is assured that the goods and sales method has
been tried and tested before. A franchise agreement aso benefits the franchisor
since he recaives payment for the use of the intellectua property rights.

Franchising can be divided into three different forms according to the ECJ**
These are sarvice franchises, production franchises and distribution franchises.
The Commisson's decison in Campari*® was addressed to production
franchisng. The legd satus of digtribution and service franchises was unclear until
the Court delivered the Pronuptia case™* in 1986.

The Pronuptia case was the firg franchisng case which was submitted to the
ECJfor aprdiminary ruling. The case arose before a nationd court in Germany in
which Mrs Shillgdis, a Pronuptia franchisee, was sued for non-payment of

132 Case 161/84, Pronuptia de Paris GmbH v. Pronuptia de Paris Irmgard Schillgalis [1986]
ECR 353, [1986] 1 CMLR 414, para. 13.

133 Decision Campari [1978] QJL70/69, [1978] 2 CMLR 397.

134 Case 161/84, Pronuptia de Paris GmbH v. Pronuptia de Paris Irmgard Schillgalis [1986]
ECR 353, [1986] 1 CMLR 414.
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roydties. She argued that the franchise agreements were anti-competitive and the
duty to pay royaties was void. This case rdlaed to digtribution franchises but it
was confirmed that the Commission in Regulation 4087/88'* applied the same
principles to service franchises.

The Court ruled that the question whether a franchise agreement was compatible
with article 81(1) or not was dependent on the provisonsin the agreement and on
their economic context. Franchisng was a method for an undertaking to derive
financid benefit from its expertise without investing its own capitd. The system
gave traders without the necessary expertise access to methods which they could
not have learned without congderable effort and alowed them to benefit from the
reputation of a business name. A franchisng system which alowed the franchisor
to profit from his success did not interfere with competition.

Two conditions had to be met in order for the system to work. These conditions
were set out in paragraphs 16 and 17 of the judgment. Firdt, the franchisor had to
communicate his know-how to the franchisees and provide them with necessary
assistance in order to enable them to gpply his methods, without running the risk
that know-how and assstance might benefit competitors, even indirectly.
Provisons which were essentid in order to avoid that risk did not congitute
restrictions on competition for the purposes of article 81(1). It was aso judtified
to have redtrictions on the franchisee to open a shop during the period of vaidity
of the contract and after its expiry. Restrictions concerning transfer of a shop was
aso lawful. Secondly, the franchisor was able to take the necessary measures for
maintaining the identity and reputation of the network bearing his business name
or symbol. Provisons which edtablished the means of control was not
incompetible with article 81(1). Provisions which gave the franchisees a degree of
territorid protection from each other were found to restrict competition for the
purposes of article 81(1).

The Commission issued Regulation 4087/88"%° on the basis of the Pronuptia
judgment. This regulation covered franchise agreements which were in compliance
with the block exemption. For the purposes of the regulation ‘franchise’ meant a
package on industria or intellectua property rights relating to trade marks, trade
names, shop sgns, utility modds, designs, copyrights, know-how or patents, to
be exploited for the resale of goods or the provision of servicesto end users.™®

13 Commission Regulation (EEC) No 4087/88 of 30 November 1988 on the application of
Article 85(3) of the Treaty to categories of franchise agreements, OJ L 359/46, 28 December
1988.

135 Commission Regulation (EEC) No 4087/88 of 30 November 1988 on the application of
Article 85(3) of the Treaty to categories of franchise agreements, OJ L 359/46, 28 December
1988.

37 Commission Regulation (EEC) No 4087/88 of 30 November 1988 on the application of
Article 85(3) of the Treaty to categories of franchise agreements, OJ L 359/46, 28 December
1988, art. 1.3(39).
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The regulation defined a ‘franchise agreement’ for the purpose of the block
exemption as an agreement whereby one undertaking, the franchisor, granted the
other, the franchisee, in exchange for direct or indirect financia condderation, the
right to exploit a franchise for the purpose of marketing specified types of goods
and/or sarvices. It included at least obligations related to:

- the use of a common name or shop Sgn and a uniform presentation of
contract premises and /or means of transport,

- the communication by the franchisor to the franchisee of know-how,

- the continuing provision by the franchisor to the franchisee of commercid
or technica assstance during the life of the agreement™*®

Only franchises which related to the sale of goods and/or supply of services to
end users were exempted by the regulation. The payment of financid
congderation for the right to use the franchise was something conddered to
differentiate from other digtribution formats. The franchise network had to have a
uniform and common network which the consumers could esslly identify.

Article 2 in the regulation exempted certain regtrictions which could be imposed
on the franschisor or the franchisee. The franchisor was permitted to undertake
not to grant the right to exploit dl or part of the franchise to third parties in the
contract territory. The franchisor could also undertake not to exploit the franchise
himsdlf or supply the franchisor's goods to third parties in the contract area. The
franchisee could be obliged to exploit the franchise only from the contract
premises and to refrain, outsde the contract territory, from seeking customers for
the goods or the services which were the subject-matter of the franchise. Also a
non-compete obligation for goods competing with the franchisor’s goods could
be imposed on the franchisee.

The franchisee was aso permitted to undertake certain obligations according to
aticle 3, if it was necessary to protect the franchisor's indudtrial or intellectua
property rights or to mantan the common identity and reputetion of the
franchised network. It could for instance dedl with obligations to sl or use goods
which met minimum qudlity specifications lad down by the franchisor, not to
engage in busness which competed with the franchisor, to offer minimum ranges
of goods, keep minimum stocks or achieve minimum turnover.

Article 3(2) liged further obligations which could be imposed on the franchisee.
These included obligations not to disclose to third parties the know-how provided
by the franchisor, to attend training courses and not to use the know-how licensed
by the franchisor for purposes other than the exploitation of the franchise eic.

138 Commission Regulation (EEC) No 4087/88 of 30 November 1988 on the application of
Article 85(3) of the Treaty to categories of franchise agreements, OJ L 359/46, 28 December
1988, art. 1.3(b).
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Certain conditions established in article 4 had to be met if the block exemption
would be applicable. The franchisee had to be free to obtain the franchise goods
from other franchisees, the franchisee was obliged to indicate its status as an
independent undertaking and any guarantee for the goods should be applied
irrespective of which member of the franchise network it was purchased from.

The ‘black’ list could be found in article 5. The regulation was not applicable if a
franchise agreement was entered into by compstitors or if the franchisee was
prevented from obtaining supplies of goods of a qudity equivdent to those
offered by the franchisor and this was not warranted as a means to protect the
franchisor's reputation or know-how. It was aso prohibited to oblige the
franchisee to sdl goods made by the franchisor or someone designated by him if
there was no objective judtification. Fixed resade prices introduced by the
franchisor was prohibited. The franchisee could not be imposed an obligation not
to use the licensed know-how after termination of the agreement where the
know-how had become generally known or easily accessible.

The regulation contained an article concerning the opposition procedure.*
‘Grey’ redrictions could be exempted by the block exemption if they were
notified to the Commission and it did not oppose the application of the exemption
within Sx months

The Commisson had power to withdraw the benefit of the block exemption
under certain circumstances stipulated in article 8.

6.4 Selective distribution

Sdective didribution can be defined as a distribution system whereby the supplier
limits the number of deders digtributing his product. The sdected deders are
prevented from selling to other deders not belonging to the sdective network.
The reason why a supplier may choose this digtribution sysem may be the
assurance that there are qualified gaff a the digtribution leve, that there is a high
gsandard of after-sales service or that the exclusive image of the product can be
upheld.

In order to achieve these godls, the supplier must have a certain degree of control
and prevent unsuitable distributors from entering the digtribution network. The
supplier can obtain this control over the didtribution of his product by the selective
criteria for authorised deders and the prohibition on sdes to non-authorised
deders. This sdection policy results in a reduction of deders that digtribute the

139 Commission Regulation (EEC) No 4087/88 of 30 November 1988 on the application of
Article 85(3) of the Treaty to categories of franchise agreements, OJ L 359/46, 28 December
1988, art. 6.

%% Read more about this under subheading 3.9.2.
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supplier's goods and this reduction establishes concerns for competition
authorities.

Unlike the other digtribution systems (EDA, EPA and franchisng), sdective
distribution systems were not covered by any block exemption. Only individua
exemptions could be granted by the Commisson. The compatibility with
competition rules had to be inferred by judgments from the Court and decisons
from the Commission.

The view taken by the Court and Commission was that only certain categories of
products deserved the gpplicability of a sdective digtribution system. These
categories were clocks and watches™ jewelery,*** persona computers'®
dinner services™* cosmetics™® and photographic products'® etc. It seams like
the sdlective digribution system was permitted primarily to consumer durables
characterised by certain dements such as luxury and sophisticated image,
technologicad complexity and high qudity.

There was a digtinction between four different forms of sdlective digtribution and
the digtinction was very important when to determine whether these formats were
compatible with EC competition rules.

The firg form was unilaterd sdective digribution. The digtributors were by the
supplier smply unilateraly chosen to undertake the digtribution of his products
and the supplier did not impose any restraints concerning sales activity and he did
not assume any obligation other than to supply the contract goods. This kind of
selective digtribution was not considered to be incompetible with article 81(1).

The second form was quditative selective digtribution. The process for sdecting
dedlers was based on objective quditative criteria The supplier examined
objectively whether the dealers were suitable to distribute the particular goods.
These objective quditative criteria were congdered to be compatible with EC
competition rules on condition that the principle of necessity and the principle of
proportiondity were respected. The compatibility of objective quditative criteria
with article 81(1) could aso be dependent on the market structure. Where there
was numerous paralel networks article 81(1) could be infringed.

The third form was qualitative selective distribution which imposed on the dedler
additional promotiona obligations. This led to a concentration of the deders
efforts on the digtribution of the supplied product. By accepting the promotional

! Decision Junghans[1977] OJ L30/10, [1977] 1 CMLR D82.

2 Decision Murat [1983] OJL348/20, [1984] 1 CMLR 219.

3 Decision |BM [1984] OJ1.118/24, [1984] 2 CMLR 342.

¥ Decision Villeroy & Boch [1985] OJL376/15, [1988] 4 CMLR 461.

5 Case T-19/91, Vichy v. Commission [1992] ECR 11-415.

16 Decision Kodak [1970] OJ L147/24, [1970] CMLR D19 and Decision Dupont de Nemours
Deutschland [1973] OJL194/27, [1973] CMLR D226.
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obligation the agreement could fal within the scope of article 81(1) but they were
likdy to qudify for an individud exemption if they could result in economic
advantages.

The last form was quantitative selective distribution whereby the supplier was
engaged in a sdlection process which not only amed to identify the most suitable
dedlers but aso to predefine the globa number of distributors which would be
admitted to the distribution network. The Commission has aways considered that
quantitetive sdective digtribution infringes article 81(1) and it can not be qudified
for exemption.

Discriminatory gpplication of sdlection criteria would result in the incompatibility
of the selective digribution agreement with article 81, irrespective of its qualitative
or quantitative nature. Discriminatory applications occurred for instance where the
selection criteriawas not applied uniformly to selection process.

In the Metro'’ case the Court stipulated that selective distribution agreements
were compatible with article 81(1), provided that the resellers were chosen on the
bass of objective criteria of a quditative nature reaing to the technical
qudifications of the resdler and his staff and the suitability of his trading premises
and that such conditions were laid down uniformly for dl potentia resdlers and
were not gpplied in adiscriminatory fashion.

The supplier was alowed to impose on the digtributors an obligation not to sdll to
non-gpproved distributors. The Commisson has trested further resde redtrictions
very grictly. This approach taken by the Commisson meant that gpproved
digtributors were free to supply the contract goods from other network
digtributors, (i.e. horizontaly) not only verticaly. Accordingly, an obligation
imposed in the agreement on the digtributor to source the contract goods only
from the supplier would have infringed article 81.14

Article 81 could aso be infringed by resde restrictions which limited the ability of
the appointed distributor to choose its cusomers. In this case the supplier
imposed on the digtributor an obligation to supply only customers located in a
given territory. Such regtrictions have aways been considered prohibited by the
Commisson.

A non-compete obligation imposed on the digtributor in a sdective digtribution
agreement has been consdered to infringe artticle 81 according to the
Commisson. The reason why the Commisson has adopted this negative
gpproach was that the ability of the distributor to sall competing products may

17 Case 26/76, Metro-SB-Grossmarkte GmbH & Co KG v. Commission and SABA [1977]
ECR 1875, [1978] 2CMLR 1.

8 Faull J. and Nikpay A. The EC Law of Competition [1999] Oxford University Press,
Oxford, p. 505.
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represent an efficient tool to counterbalance the reduction of intra-brand
competition arising from a sdective distribution system.
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7/ The new approach towards
vertical restraints

The change in dructure of digtribution and other developments led to that the
Commisson got a growing feding of unesse with the effectiveness of its own
competition policy concerning vertical redraints. As a consequence the
Commission gtarted a thorough review of its policy. The commencement of this
review was the adoption of the Green Paper on Vertical Restraints in EC
Competition policy.'*

The Green Paper recognised a number of shortcomings in the competition
policy. The block exemption regulaions then in force comprised rather drict
form-based requirements and as a result they were considered too legdistic and
worked as a drait-jacket. This was seen in the light of the mgor changes in
digtribution that had taken place. Undertakings with no market power suffered
unnecessary regulation and this may have prevented the parties from using vertical
redraints to improve their competitive postion.

There was a risk that agreements faling within the scope of the block exemption
regulations were digtorting competition. The block exemption regulaions were
form-based instead of effect-based and did not contain any market share limit.
This gave rise to the risk that companies with significant market power could
benefit from the different block exemption reguletions.

The block exemption regulations covered only vertica agreements concerned
with the resale of final goods and not intermediate goods or services™ Therefore
the mgority of verticad agreements were not covered by any block exemption
regulation. This resulted in legd uncertainty for a large number of verticd
restraints.

To remedy these shortcomings the Commission required a more economic based
gpproach. Vertica agreements should be analysed in their market context.

The Commission suggested a number of options in order to redise its new
approach. They were not exhaudtive and the Commission welcomed comments
and submissions from interested parties. The options were:

- Option I, maintain the current system

9 Commission’s Green Paper on Vertical Restraintsin EC Competition Policy, 22 January
1997, COM (96)721 Findl, [1997] 4 CMLR 519.

%0 Only under Commission Regulation (EEC) No 4087/88 of 30 November 1988 on the
application of Article 85(3) of the Treaty to categories of franchise agreements, OJ L 359/46,
28 December 1988, were services covered.
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- Option I1, wider block exemptions without a market share cap

- Option 111, more focused block exemptions with a market share cap of
[40%]

- Option 1V-I, negative clearance presumption up to [20%] and above
wider block exemptions without a market-share cap

- Option IV-Il, negative clearance presumption up to [20%] and above
wider block exemptions with a market share cap of [40%]

After further congderations the Commisson issued a Follow-up to the Green
Paper on Vertical Restraints™ The Commisson gave a summary of the
reactions to the Green Paper and made a policy proposal.

The new policy proposal was based on a more economic approach in order to
remedy the shortcomings of the policy in force. First and foremost competition
and market integration should be protected. A reasonable level of legd certainty
for business should be provided and this would result in acceptable enforcement
cogts for industry and the competition authorities and increase decentraisation.

The bagis of the new policy was one very wide block exemption regulation that
would cover dl vertica agreements concerning intermediate and find goods and
sarvices, except for alimited number of hardcore restraints. The regulation should
be based mainly on a black-clause gpproach, i.e. defining what was not exempted
instead of defining what was exempted. Market share caps should be used to link
the exemption to market power. The question was whether one or two market
share thresholds should be used. The market share threshold(s) would cregate a
safe harbour to digtinguish the agreements that would be presumed to be legd
from those which would not be legd. If the market share threshold(s) was/were
exceeded negative clearance, individua exemption or prohibition could be
received.™

The Commisson dso suggested that nationa courts and nationa competition
authorities would be able to gpply the block exemption and if above the market
share threshold(s) apply article 81(1). The nationa competition authorities should
aso be able to withdraw the benefit of the block exemption in respect of thelr
territory. Guiddlines would be adopted for the guidance of the new regulation.*>®

11 Commission Communication on the application on the Community competition rules to
vertical restraints, Follow-up to the Green Paper on Vertical Restraints, 26 November 1998,
[1998] OJ C 365/3.

152 Commission Communication on the application on the Community competition rules to
vertical restraints, Follow-up to the Green Paper on Vertical Restraints, 26 November 1998,
[1998] OJ C 365/3, page 28.

153 Commission Communication on the application on the Community competition rules to
vertical restraints, Follow-up to the Green Paper on Vertical Restraints, 26 November 1998,
[1998] OJ C 365/3, page 29.
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The competition policy review was welcomed by many since the old system hed
been very criticised. Especidly the Commisson was the main target of the
critidam:

‘The mogt fundamental, and the mogt trenchant, criticism is that the
Commission too broadly applies Article 85(1) to agreements having little or no
anticompetitive effects. This criticiam rests on three pillars 1) an inadequate
economic andyss under Article 85(1); 2) an unpersuadve rationade for this
overbroad application of 85(1), notably the ‘economic freedom’ notion; and
3) the Commission's higoricd and continuing resstance to Court judgments
evidencing amore nuanced economics-based interpretation of 85(1). **

Many persons were involved in the debate concerning the Commisson’'s new
gpproach towards vertical restraints and its Green Paper. A number of articles
were published which dedlt with this subject.*>

> Hawk B. System Failure: Vertical Restraints and EC Competition Law, [1995] 32
CMLRev. p. 973-989, p. 974-975.

155 See Biro Z. and Fletcher A. The E.C. Green Paper on Vertical Restraints: An Economic
Comment, [1998] ECLR p. 129-138, dela Cruz P. Vertical Restraints: U.S. and E.U. Policy
Toward Manufacturer — Retailer Relationships, [1997] 5 ECLR p. 292-299, Korah V. The
Future of Vertica Agreements under E.C. Competition Law, [1998] ECLR p. 506-513, Lugard
H.H.P. Vertical Restraints under EC Competition Law: A Horizontal Approach?, [1996] 3
ECLR p. 166-177, Murray F. and MacL ennan J. The Future for Selective Distribution
Systems: The CFI Judgments on Luxury Perfume and the Commission Green Paper on
Vertical Restraints, [1997] 4 ECLR p. 230-233, Nazerdi J. and Cowan D. Reforming E.U.
Distribution Rules — Has the Commission Found Vertical Reality?, [1999] ECLR p. 159-168,
Nazerali J. and Cowan D. The Commission’s Draft Communication on Distribution
Agreements — Market Shares are Predictably Back on the Table! [1998] ECLR p. 409-413,
Nazerali J. and Cowan D. Unlocking E.U. Distribution Rules — Has the European
Commission Found the Right Keys?, [2000] ECLR p. 50-56, O’ Toole F. The E.C. Green
Paper on Vertical Restraints. Option IV Defended, [1999] ECLR p. 5-8, Pheasant J. and
Weston D. Vertical Restraints, Foreclosure and Article 85: Developing an Analytical
Framework, [1997] 5 ECLR p. 323-328, Riley A.J. Vertical Restraints: A Revolution?, [1998]
ECLR p. 483-492, Schroeder D. The Green Paper on Vertical Restraints: Beware of Market
Share Thresholds[1997] 7 ECLR p. 430-434.
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8 Council Regulations 1215/99
and 1216/99

In order to prepare for the new policy approach, significant changes to two old
regulations were required. Therefore the Council adopted two new Council
regulations on 10 June 1999 which entered into force on 18 June 1999. Council
Regulation 1215/99"*° amends Regulation 19/65"" and Council Regulation
1216/99"® amends Regulation 17/62"°.

Regulation 1215/99 extended the legidative powers granted to the Commisson
by Regulation 19/65. Such extenson was consdered necessty because
Regulation 19/65 was ‘redtricted to alimited number of vertica restraints, namely,
exclusve digtribution of goods for resde, exclusive purchase of goods for resde,
obligations in respect of exclusive supply and exclusive purchase for resde, and
redrictions imposed in relation to the assgnment or use of indudtrid property
rights . The amendment enabled the Commission to adopt a much broader
block exemption regulation, covering dl vertical agreements affecting finished or
intermediate goods or services, including vertica agreements concluded by certain
associations of retalers.

Regulation 1215/99 amended Regulation 19/65 in such a way that the
Commission is no longer obliged to specify a so-cdled ‘white' ligt of clauses that
may be contained in the agreement. As a result the new block exemption
regulation only contains aso-caled ‘black’ lidt.

The amendment in Regulation 19/65 aso gives the Commission the possihility to
adopt a regulation declaring that the block exemption will not apply to certain
paradld networks of smilar agreements or concerted practices on a particular
market. Article 8 in the new regulation is an expression of this new power which
enables the Commisson to adopt a regulation where pardle networks of smilar
vertica restraints cover more than 50% of a relevant market.

1% Council Regulation (EC) No 1215/1999 of 10 June 1999 amending Regulation No
19/65/EEC on the application of Article 85(3) of the Treaty to certain categories of
agreements and concerted practices, OJL 148/1, 15 June 1999.

57 Council Regulation No 19/65/EEC of 2 March 1965 on the application of Article 85(3) of
the Treaty to certain categories of agreements and concerted practices, OJ 36/533, 6 March
1965, specia edition 1965-66, p. 35.

%8 Council Regulation (EC) No 1216/1999 of 10 June 1999 amending Regulation No 17: first
Regulation implementing Articles 81 and 82 of the Treaty, OJ L 148/5, 15 June 1999.

159 Council Regulation No 17 of 6 February 1962. First Regulation implementing Articles 85
and 86 of the Treaty, OJ 13/204, 21 February 1962, special edition 1959-62, p. 87.

180 Commission Communication on the application on the Community competition rulesto
vertical restraints, Follow-up to the Green Paper on Vertica Restraints, 26 November 1998,
[1998] OJ C 365/3, page 35.
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Regulation 1215/99 amended Regulation 19/65 in the way that endbles a
Member State to withdraw the benefit of the block exemption from agreements
having certain effects which are incompatible with article 81(3) on the territory of
aMember State which has dl the characterigtics of adigtinct market.

Regulation 1216/99 amended Regulation 17/62. Under the former system of
Regulation 17/62 many verticad agreements fdling under aticle 81(1), despite
fulfilling the requirements for exemption under article 81(3), were autométicaly
void under aticle 81(2) until they had been notified to the Commisson. The
amendment of Regulation 17/62 enables verticd agreements to be exempted
retroactively when they are ‘entered into by two or more undertakings, each
operating for the purposes of the agreement, at a different level of the production
or distribution chain, and relate to the conditions under which the parties may
purchase, sdll or resdll certain goods or services .*** More about this anendment
can be read under subheading 9.3.4.

181 Council Regulation (EC) No 1216/1999 of 10 June 1999 amending Regulation No 17: first
Regulation implementing Articles 81 and 82 of the Treaty, OJ L 148/5, 15 June 1999, art. 1.
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9 The new block exemption
regulation concerning vertical
agreements and concerted
practices

The Commission adopted Regulation 2790/1999'% on Vertical Agreements and
Concerted Practices on 22 December 1999. The regulation entered into force on
1 January 2000 and the new block exemption applies with effect from 1 June
2000. It is only gpplicable to agreements falling within the scope of article 81(1).
The former block exemptions covering EDAs, EPAS and franchise agreements
which would expire before the new regulation came into force were prolonged
until 31 May 2000.*%® The regulation consists of 17 recitals and 13 articles. In
addition to the survey below more can be read about this regulation in an article
written by Whish,***

9.1 Article 1: definitions

Article 1 condgts of different definitions which are relevant when the regulation is
applicable. Article 1(a) provides that ‘competing undertakings means actua or
potentia suppliers in the same product market. The product market includes
goods or services which are regarded by the buyer as interchangeable with or
subgtitutable for the contract goods or services, by reason of the products
characterigtics, their prices and their intended use.

Article 1(b) explains ‘ non-compete obligation’ as any direct or indirect obligation
causing the buyer not to manufacture, purchase, sell or resell goods or services
which compete with the contract goods or services. It may aso be any direct or
indirect obligation on the buyer to purchase from the supplier or from another
undertaking designated by the supplier more than 80% of the buyer's total
purchases of the contract goods or services and their substitutes on the relevant
market, caculated on the bass of the value of its purchases in the preceding
caendar year.

162 Commission Regulation (EC) No 2790/1999 of 22 December 1999 on the application of
Article 81(3) of the Treaty to categories of vertical agreements and concerted practices, OJ L
336/21, 29 December 1999, [2000] 4 CMLR 398.

183 Commission Regulation (EC) No 2790/1999 of 22 December 1999 on the application of
Article 81(3) of the Treaty to categories of vertical agreements and concerted practices, OJ L
336/21, 29 December 1999, [2000] 4 CMLR 398, art. 12(1).

% Whish R. Regulation 2790/99: The Commission’s” new style” block exemption for
vertical agreements,[2000] CMLRev. No 4, p. 887-924.
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The terms ‘exclusive supply obligation’, sdlective digtribution systerm’, ‘intellectua
property rights', ‘know-how’ and ‘buyer’ are dso explained.

9.2 Article 2: scope of the block exemption
regulation

9.2.1 Article2(1): Vertical agreements

Article 2(1) dipulates that article 81(1) is not agpplicable to agreements or
concerted practices entered into between two or more undertakings each of
which operates, for the purpose of the agreement, at a different level of the
production or digtribution chain, and relaing to the conditions under which the
parties may purchase, sall or resdll certain goods or services.

There are three dements which can be found in this definition. The firg is thet the
agreement or concerted practice has to be entered into between two or more
undertakings. This means that the block exemption is not gpplicable where one of
the partiesisafinad consumer not operating as an undertaking.

The second eement is that each of the undertakings must, for the purpose of the
agreement, operate at a different level of the production or distribution chain. This
means for instance that one underteking is a manufacturer, the second a
wholesder and the third a retailer. The dement does not preclude an undertaking
from acting on different levels in the production or digtribution chain.

The third dement is that the agreement relates to the conditions under which the
parties may purchase, sdl or resdll certain goods or services. Consequently al
agreements relating to final and intermediate goods or services are covered by the
block exemption. The only exception is agreements in the automobile sector as
long as this sector is covered by Regulation 1475/95.*° Goods sold and
purchased for renting to third parties are covered by the block exemption but rent
and |ease agreements as such are not covered since no goods or services are sold
in that case.'®

1% Commission Regulation (EC) No 1475/95 of 28 June 1995 on the application of Article
85(3) of the Treaty to certain categories of motor vehicle distribution and servicing
agreements, [1995] OJ L 145/25.

1% Commission Notice, Guidelines on Vertical Restraints, 13 October 2000, [2000] OJC
291/01, chapter 111, para. 25.
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9.2.2 Article 2(2): Associations of retailers

Article 2(2) of the regulation stipulates that verticd agreements are exempted if
entered into between an association of undertakings and its members, or between
such an association and its suppliers, only if dl its members are retailers of goods
and if no individud member of the association, together with its connected
undertakings, has a tota annud turnover exceeding EUR 50 million. Retallers are
digtributors which resdl goodsto find consumers.

However, an association of undertakings may involve both horizonta and vertical
agreements. In this case the horizontal agreements have to be assessed first. Only
if the horizonta agreements are permitted it is reevant to assess the vertical
agreements between the association and its members or between the association
and its suppliers.™®”’

9.2.3 Article 2(3): Vertical agreements containing
provisions on intellectual property rights (I1PRs)

The block exemption regulation includes in its application verticd agreements
containing certain provisions which relate to the assgnment to the buyer or use by
the buyer of intellectud property rights. All other vertica agreements containing
IPR provisons are excluded from being exempted.

Five conditions must be fulfilled if the block exemption shdl be gpplicable to
verticd agreements containing IPR provisons. Firdly, the IPR provisons must be
apart of avertical agreement, i.e. the parties may purchase, sal or resdll goods or
sarvices. Thefirgt condition makes clear that the regulation is not gpplicable to:

- agreements where a party provides another party with a recipe and
licences the other party to produce adrink with this recipe,

- agreements under which one party provides another party with a mould
or master copy and licences the other party to produce and distribute
copies,

- the pure licence of a trade mark or sgn for the purposes of
merchandisng,

- gponsorship contracts concerning the right to advertise oneself as being an
officid sponsor of an evert,

- copyright licenang such as broadcasting contracts concerning the right to
record and/or the right to broadcast an event,'®

187 Commission Notice, Guidelines on Vertical Restraints, 13 October 2000, [2000] OJC
291/01, chapter 111, para. 29.
1% Commission Notice, Guidelines on Vertical Restraints, 13 October 2000, [2000] OJC
291/01, chapter 111, para. 32.
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Secondly, the IPRs must be assigned to, or for use by, the buyer. The second
condition makes clear that the regulation is not gpplicable where the IPRs are
provided by the buyer to the supplier.

Thirdly, the IPRs must not condtitute the primary object of the agreement. This
makes clear that the primary object for an agreement has to be the purchase or
distribution of goods or services in order for the block exemption to apply. IPR
provisons must only serve the implementation of the vertica agreement.

Fourthly, the IPR provisons must be directly related to the use, sde or resde of
goods or services by the buyer or its cusomers. The fourth condition requires that
the IPRs mugt facilitate the use, sde or resale of goods or services by the buyer
or his customers.

Fifthly, the IPR conditions must nat, in relation to the contract goods or services,
contain redtrictions of competition having the same object or effect as vertica
resraints which are not exempted under the regulation. This condition stipulates
that IPRs must not have the same object or effect as any of the hard-core
redrictions listed in article 4 or any of the regtrictions excluded from the coverage
of the block exemption by article 5.

These five conditions ensure that where the main object of an agreement is the
purchase or didribution of goods or services, redrictions concerning the
assgnment or use of IPRs can be covered by the block exemption regulation.

9.2.4 Article 2(4): Vertical agreements between competitors

Artide 2(4) of the regulation explicitly dipulates that the regulation is not
gpplicable to vertical agreements entered into between competing undertakings.
The definition ‘competing undertakings can be found above under subtitle 8.1
and in paragraph 26 in the Guidelines.

However, there are three exceptions to the genera excluson of vertica
agreements between competitors and these relate to non-reciproca agreements.
A non-reciprocal agreement means for instance that two manufacturers enter into
an agreement whereby one party undertakes to digtribute the products of the
other party. The other party does not become distributor of the products of the

firgt party.'®

Non-reciproca agreements between competing undertakings are covered by the
block exemption if:

1%9 Commission Notice, Guidelines on Vertical Restraints, 13 October 2000, [2000] OJC
291/01, chapter 111, para. 27.
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- thebuyer hasatota annua turnover not exceeding EUR 100 million, or

- the supplier is a manufacturer and a distributor of goods, while the buyer
is a didributor not manufacturing goods competing with the contract
goods, or

- the supplier is a provider of services a severd levels of trade, while the
buyer does not provide competing services at the level of trade where it
purchases the contract services.

The second exception deds with situations of dua distribution of goods and the
third exception dedlswith dud distribution of services.

9.2.5 Article 2(5): Agreementswithin the scope of another
block exemption

Article 2(5) dtates that the regulation shal not apply to vertica agreements the
subject matter of which falls within the scope of any other block exemption
regulation. It is important to notice that the regulation does not apply to
agreements which genericdly are of a kind covered by another regulation. The
reguletion is therefore not only ingpplicable to agreements which are exempted
under another regulation.*™

The regulation is not applicable to agreements fdling within the scope of
Commission Regulation 240/96*"* on technology transfer, Commission Regulation
1475/95' for car distribution or Commission Regulations 417/85'% and
418/85'" for vertical aspects of specidisation and R&D or any future regulations.

0 \Whish R. Regulation 2790/99: The Commission’s” new style” block exemption for
vertical agreements,[2000] CMLRev. No 4, p. 887-924, p. 907.

1 Commission Regulation (EC) No 240/96 of 31 January 1996 on the application of Article
85(3) of the Treaty to certain categories of technology transfer agreements, OJL 31/2, 9
February 1996.

172 Commission Regulation (EC) No 1475/95 of 28 June 1995 on the application of Article
85(3) of the Treaty to certain categories of motor vehicle distribution and servicing
agreements, [1995] OJL 145/25.

13 Commission Regulation (EEC) No 417/85 of 19 December 1984 on the application of
Article 85(3) of the Treaty to categories of specialisation agreements, OJ L 53/1, 22 Februari
1985.

174 Commission Regulation (EEC) No 418/85 of 19 December 1984 on the application of
Article 85(3) of the Treaty to categories of research and devel opment agreements, OJ L 53/1,
22 Februari 1985.
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9.3 Article 3: The market share cap

9.3.1 Thereasonswhy thereisa market sharetest

The market share cap is one of the key features of the block exemption
regulation. The incluson of a market share cap is the result of the economics
oriented gpproach that the Commission wished to adopt in the new regime. The
Commisson made an attempt to introduce a market share cap in Regulaion
240/96 but the proposal was eventudly dropped since the idea was criticised.
Therefore a market share test was included for the firgt time in the block
exemption regulation.

There are various reasons why a market share cap was introduced in the block
exemption regulation. Firds, there was dissatifaction because of the over-
gpplication of article 81(1) to vertical agreements. Verticd agreements were
considered to be detrimental to competition only if the parties to them possessed
market power.'” Secondly, understanding of market definition has developed in
recent years, first and foremost by advisors and their clients. The Commission’s
Notice on the definition of the relevant market for the purposes of
Community competition law*™® has contributed to this understanding. Lawyers
and economigts are involved in market definitions on adally basis.

Market share is discussed in recitals 8 and 9 in the regulation. Recitd 8 States that
it can be presumed that where the share of the relevant market of the supplier or
the buyer does not exceed 30%, there will be an improvement in production or
digribution and the consumers will derive a far share of the benefit, unless the
agreement contains severe anti-competitive restraints. However, recitd 9 dtates
that there can be no presumption that vertica agreements above the market share
threshold of 30% will give rise to such objective advantages as to compensate for
the disadvantages.

9.3.2 What and whose market share

In the Green Paper the Commission suggested a one point that certain vertical
restraints should be permitted if the market share was 40% or less, but vertical
restraints which could give rise to greater concern would only be permitted if the
market share was below 20%. Instead of adopting this proposal which would
have caused unnecessary complexity, there was a compromise of a market share
cap of 30%.

5 Whish R. Regulation 2790/99: The Commission’s” new style” block exemption for
vertical agreements,[2000] CMLRev. No 4, p. 887-924, p. 907.

176 Commission Notice on the definition of the relevant market for the purposes of
Community competition law, 9 December 1997, [1997] OJ C 372/5.
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The incluson of amarket share cap in the new block exemption regulation means
that undertakings which were exempted under the old regulaions, and whose
market share exceeds 30%, will be indigible for block exemption under the new
regulation.

The block exemption regulation confers a presumption of legdity for vertica
agreements depending on the market share of the supplier or the buyer. Article
3(1) provides that an agreement benefits from the block exemption where the
market share held by the supplier does not exceed 30% of the relevant market on
which it sdlls the contract goods or services. There is only one exception to this.
Article 3(2) provides that a vertical agreement which contains exclusive supply
obligations benefits from the block exemption where the market share held by the
buyer does not exceed 30% of the relevant market on which it purchases the
contract goods or services. The term “exclusive supply obligation’ is defined in
aticlel(c) and covers only the Stuation where the supplier is obliged to sdl the
goods or services only to one buyer insde the Community for the purposes of a
specific use or for resale.

In the case where a Chinese undertaking gppoints one distributor in Sweden and
one in Denmark and ancther one for the rest of the Community, there is not an
exclusve supply obligation and therefore the Chinese supplier’s market share is
relevant. Where the supplier gppoints only one undertaking for the entire
Community market the latter’s market share is rlevant. It is the buyer’s share of
the purchase market that is calculated and relevant, not the market share on which
it sdls*”

Even if avertica agreement may have effects not only on the market between the
supplier and the buyer but on markets downsiream of the buyer, the block
exemption regulation only takes into account the market shares of the parties to
the agreement itsdlf. The Commission sates that below the threshold of 30% the
effects will in genera be limited on downstream market. The fact that it is only
necessary to consider the market between the supplier and the buyer makes the
gpplication of the block exemption regulation easer and enhances the leve of
legd certainty.'® In the case where a vertical agreement crestes problems in
related markets, there is a posshility for the Commission to withdraw the benefit
of the block exemption according to article 6.

7 Commission Notice, Guidelines on Vertical Restraints, 13 October 2000, [2000] OJC
291/01, chapter V, para. 92.

178 Commission Notice, Guidelines on Vertical Restraints, 13 October 2000, [2000] OJC
291/01, chapter 111, para. 22.

9 Whish R. Regulation 2790/99: The Commission’s” new style” block exemption for
vertical agreements,[2000] CMLRev. No 4, p. 887-924, p. 909.
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9.3.3 No presumption of illegality

Where a verticd agreement exceeds the market share cap and therefore falls
outsde the block exemption regulaion there will not be a presumption of
illegality.’® However, there may be a need for individua examination.
Undertakings are encouraged to make their own assessment without notification.
In the case where the Commisson makes the individuad examingtion the latter
bears the burden of proof that the agreement infringes article 81(1).

9.3.4 No need for precautionary notification due to Council
Regulation 1216/99

Regulation 1216/99'" introduced a very important procedural change in relation
to natification of agreements for individua exemption. As agenera propodtion an
agreement can only be granted individud exemption where it has been notified to
the Commission pursuant to article 4(1) of Regulation 17/62. However, there has
aways been a narrow exception to this rule pursuant to article 4(2) of Regulation
17/62.

When the new block exemption regulation was to be adopted, there was a fear
that the incluson of a market share cap and uncertainty may cause a pate of
precautionary notifications. Therefore the Commission proposed that the Council
should broaden the scope of application of article 4(2) of Regulation 17/62. All
vertical agreements should be exempted from the requirement that they be notified
prior to individua exemption. The Council followed the Commission’'s proposa
and adopted Regulation 1216/99. The Commission's view is that Regulaion
1216/99 has retroactive effect.'®

The precticd advantage of the adoption of Regulation 1216/99 is that the
Commission in the future will, even in the event of late natification or no
notification at al, be able to adopt an exemption decison taking effect from the
date on which the agreement was concluded, rather than from the date it was
notified.®* As a consequence no precautionary notifications need to be made.

In the case of a dispute, an undertaking can ill notify and where the four
conditions of article 81(3) are fulfilled, the Commission can not deny retroactive

180 Commission Notice, Guidelines on Vertical Restraints, 13 October 2000, [2000] OJC
291/01, chapter 111, para. 62.

181 Council Regulation (EC) No 1216/1999 of 10 June 1999 amending Regulation No 17: first
Regulation implementing Articles 81 and 82 of the Treaty, OJL 148/5, 15 June 1999.

82 \Whish R. Regulation 2790/99: The Commission’s” new style” block exemption for
vertical agreements,[2000] CMLRev. No 4, p. 887-924, p. 8%4.

18 Council Regulation (EC) No 1216/1999 of 10 June 1999 amending Regulation No 17: first
Regulation implementing Articles 81 and 82 of the Treaty, OJL 148/5, 15 June 1999, recital 5
and 8.
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exemption smply because the undertaking did not notify earlier. The notifying
party does not have to explain why the agreement was not notified earlier.

The amendment of atide 4(2) of Regulation 17/62 will srengthen the civil
enforceability of agreements. A party to an agreement who seeks to avoid a
contractual obligation will not be able to argue that the agreement is unenforcesble
solely on ground that it was not notified. However, there is nothing that says that
undertakings can not notify, only that they need not notify in order to dam
exemption.

The Commisson will not impose fines, where the undertakings have not notified
an agreement because they assumed that the market share cep was not
exceeded.®® The new amendment of article 4(2) of Regulation 17/62 will cease
to have effect if the proposa in the Commission’s White Paper on
Modernisation'® is implemented. In that case notification for individua
exemptions will be abandoned atogether.

9.3.5 Portfolio of products distributed through the same
distribution system

A supplier may use the same digtribution agreement to distribute severd goods or
sarvices. Some of these goods or services may be covered by the block
exemption regulation where the market share threshold is not exceeded, but some
may not. The block exemption regulation applies to the goods or services for
which the conditions of gpplication are fulfilled. In relation to the goods or
sarvices which are not covered by the block exemption regulation, there is no
presumption of illegdity, and the Commisson will consder whether any
infringement of article 81(1) could be resolved by dterations to the exising
distribution system.*®®

9.4 Article 4: Hard-core restrictions

Article 4 contains a ligt of hard-core redtrictions. An agreement containing any of
these hard-core restrictions leads to the exclusion of the whole vertical agreement
from the scope of application of the block exemption regulation. The Guidelines
dipulates that there is no severability for hard-core restrictions'®” Even if the

184 Commission Notice, Guidelines on Vertical Restraints, 13 October 2000, [2000] OJC
291/01, chapter 111, para. 65.

185 Commission White Paper on modernisation of the rules implementing Articles 85 and 86
of the EC Treaty, Commission programme No 99/027, adopted 28 April 1999, [1999] OJC
132/1, 12 May 1999.

186 Commission Notice, Guidelines on Vertical Restraints, 13 October 2000, [2000] OJC
291/01, chapter 111, para. 68-69.

187 Commission Notice, Guidelines on Vertical Restraints, 13 October 2000, [2000] OJC
291/01, chapter 111, para. 66.

68



aticle dates that the agreement can not be block exempted if it contains
restrictions by object, and not by effect, the block exemption regulation is not
goplicable where the agreement directly or indirectly, in isolation or in
combination with other factors, has one of the prohibited objects. So even if the
word ‘effect’ can not be found in the article, the scope of the excluson of the
block exemption is extensve.'®

If an agreement contains any of these hard-core regtrictions, the parties may apply
for an individud exemption. However, it is unlikdy that the agreement will be
granted an individua exemption,*®

9.4.1 Article4(a): Resale price maintenance (RPM)

Article 4(a) concerns resde price maintenance, which are agreements or
concerted practices having as their object the establishment of a fixed or minimum
resale price or afixed or minimum price level to be observed by the buyer. RPM
can be established directly in an agreement or concerted practice and then thereis
no doubt about the resriction. However, RPM can be established through
indirect means, for ingance in agreements fixing the digtribution margin, fixing the
maximum leve of discount the distributor can grant from a prescribed price levd,
threats, intimidation, warnings, pendties or contract terminaions in relation to
observance of agiven price level.**

To make direct or indirect price fixing more effective it may be an inducement to
combine it with other measures, such as implementation of a price monitoring
system, the supplier printing a recommended resde price on the product or to
oblige the buyer to apply a most-favoured-customer clause™*

However, the Guidelines makes it dear that the impogtion of maximum sde

prices or a list of recommended prices is permitted. It does not in itsdf lead to
RPM .1

9.4.2 Article4(b): Territorial and customer restrictions

Article 4(b) contains a hard-core redtriction relating to market partitioning by
territory or by customers. This provison concerns agreements or concerted

18 Whish R. Regulation 2790/99: The Commission’s” new style” block exemption for
vertical agreements,[2000] CMLRev. No 4, p. 887-924, p. 912.

189 Commission Notice, Guidelines on Vertical Restraints, 13 October 2000, [2000] OJC
291/01, chapter 111, para. 46.

1% Commission Notice, Guidelines on Vertical Restraints, 13 October 2000, [2000] OJC
291/01, chapter 111, para. 47.

91 Commission Notice, Guidelines on Vertical Restraints, 13 October 2000, [2000] OJC
291/01, chapter 111, para. 47.

192 Commission Notice, Guidelines on Vertical Restraints, 13 October 2000, [2000] OJC
291/01, chapter 111, para. 47.

69



practices which direct or indirect have the object to redtrict the sales by the buyer,
in as far as the redtrictions relate to the territory into which or the customers to
whom the buyer may sdll the contract goods or services.

The redtriction may be achieved by direct means such as an obligation not to sl

to certain customers or to customers in certain territories. Also indirect measures
such as refusd or reduction of bonuses or discounts, refusal to supply or

reduction of supplied volumes can establish aretriction.™*

There are redtrictions that are not regarded as hard-core under article 4(b)

according to the Guidelines. The supplier can impose on al the digtributors a
prohibition to sall to certain end usersif thereis an objective judtification related to
the product. The judtification may be hedlth, safety or an obligation on the resdller

rdlating to the display of the supplier’s brand name.***

There are four exceptions to the prohibition in article 4(b). The first exception
dlows the supplier to impose on the buyer a redtriction on active sdes into the
exclugve territory or to an exclusive customer group reserved to the supplier or
dlocated by the supplier to another buyer. It is dlowed to Sgn an agreement
whereby the supplier combines the alocation of an exclusive territory and an
exclusve customer group. Passive sdes to such a territory or customer group
must however be permitted.'*

The digtinction between *active’ and ‘passve’ sdes is clear in the Guidelines.
“Active sdes mean actively approaching individud customers indde another
digtributor’ s exclusive territory or exclusive cusomer group by for instance direct
mall or vists.'® *’Passve’ sdes mean responding to unsolicited requests from
individua customersincluding delivery of goods or services to such customers '

The Guidelines dso discuss how the use of Internet should be dedt with. It
begins by dating that every digtributor has to be free to use the Internet to
advertise or to sl products. The use of Internet for sdlling is generaly not
regarded as active sdes since it is a reasonable way to reach many customers.
However, active sales takes place where the distributor sends unsolicited e-mails
to individua customers or specific customer groups. The supplier may impose on

1% Commission Notice, Guidelines on Vertical Restraints, 13 October 2000, [2000] OJC
291/01, chapter 111, para. 49.
194 Commission Notice, Guidelines on Vertical Restraints, 13 October 2000, [2000] OJC
291/01, chapter 111, para. 49.
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the digtributor qudity standard requirements for the use of the Internet Ste to
resdll his goods'*®

There are three other exceptions to the hard-core redtriction in article 4(b).
Concerning these exceptions it is alowed to restrict both active and passive sales.
It is permissble to redtrict sdes to end users by a buyer operaing a the
wholesde level and to restrict sdes to unauthorised distributors by the members
of a sdective digribution system. It is aso dlowed to impose a restriction of the
buyer’s ability to sall components, supplied for the purposes of incorporation, to
customers who would us them to manufacture the same type of goods as those
produced by the supplier.

9.4.3 Article4(c): Therestriction of active or passive sales
to end users by members of a selective distribution system
operating at theretail level of trade

Article 4(c) makes the block exemption regulation inapplicable where there are
restrictions on active or passive sales by sdected distributors et the retail leve of
trade to end users. An end user may be a professiond buyer or afinal consumer.

Sdective digtribution may be combined with exclusve didribution on condition
that active or passive sdling must not be restricted anywhere. If there is such a
combination the supplier is only obliged to supply one didtributor or a limited
number of distributors in a specific territory.**

Where there is a sdective didribution agreement the supplier may impose a
restriction on the didributor’s ability to determine the location of the busness
premises. The distributor may be prohibited from operating out of an unauthorised
place of establishment.

9.4.4 Article4(d): Restrictionson cross-supplieswithin a
selective distribution system

The hard-core redtriction in article 4(d) concerns agreements whose direct or
indirect object is the restriction of cross-supplies between digtributors within a
sective didribution system, including between didtributors operating at different
levedl of trade. The purpose behind this hard-core redtriction is that sdective
distributors must remain free to purchase the contract goods from any approved
digtributor, operating either at different or the same leve of trade. To impose an

1% Commission Notice, Guidelines on Vertical Restraints, 13 October 2000, [2000] OJC
291/01, chapter 111, para. 51.
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obligation on the digtributor to purchase the contract goods soldy from one
source is therefore prohibited.?®

9.4.5 Article4(e): Restrictions on the supplier’s ability to
supply componentsto third parties

This hard-core redtriction makes the block exemption regulation ingpplicable
where an agreement between a manufacturer of spare parts and a buyer who
incorporates these parts into his own products, either directly or indirectly,
prevent or restrict sales by the manufacturer of these spare parts to end users,
independent repairers or service providers.

End users and independent service providers should be free to obtain spare parts.
However, an origind equipment manufacturer can indst that repairers and service
providers within its network should buy the spare parts from him.?*

9.5 Article 5: Obligations in vertical agreements
that are not exempted

Article 5 contains a lig with certain obligations which are excluded from the
coverage of the block exemption regulation. These obligations are excluded even
though the market threshold is not exceeded. However, the block exemption
regulation continues to gpply to the remaining parts of the verticd agreement if
they are severable from the obligations which are not exempted.*

9.5.1 Article5(a): Non-compete obligations

Article 5(@) contains the firg excluson from the block exemption regulation. It
stipulates that the block exemption regulation is not gpplicable to ‘any direct or
indirect non-compete obligation, the duration of which is indefinite or exceeds five
years . The definition of a non-compete obligation was explained above under
subheading 9.1.

Non-compete obligations are covered by the block exemption regulation if their
duration is limited to five years or less. Non-compete obligations are dso
permissible when renewa beyond five years requires explicit consent of both
parties and no obstacles exist that hinder the buyer from effectively terminating the

20 commission Notice, Guidelines on Vertical Restraints, 13 October 2000, [2000] OJC
291/01, chapter 111, para. 55.

2! commission Notice, Guidelines on Vertical Restraints, 13 October 2000, [2000] OJC
291/01, chapter 111, para. 56.

22 Commission Notice, Guidelines on Vertical Restraints, 13 October 2000, [2000] OJC
291/01, chapter 111, para. 57 and 67.
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non-compete obligation a the end of the five-year period. A non-compete
obligation which is tacitly renewable beyond a period of five years is to be
deemed to have been concluded for an indefinite duration and is therefore not
exempted under the regulation.?*

This five-year duration limit does not gpply where the contract goods or services
are sold by the buyer from premises and land owned by the supplier or leased by
the suppler from third parties not connected with the buyer. However, the
duration of the non-compete obligation must not exceed the period of occupancy
of the premises and land by the buyer. Congtructions intended to avoid the five-
year limit, for ingtance artificia ownership, can not benefit from this exception.
The reason why this exception is exempted is that would normaly be
unreasonable to expect the supplier to alow competing products to be sold from
premises and land owned by the supplier without his consent.2*

9.5.2 Article 5(b): Post-term non-compete obligations

Article 5(b) contains the second excluson from the block exemption regulation.
This article deds with post-term non-compete obligations, which means ‘any
direct or indirect obligation causng the buyer, after termination of the agreement,
not to manufacture, purchase, sall or resall goods or services .

Such obligation does not normally fal within the scope of the block exemption
regulation, unless the obligation relates to a post-term ban on sdles of competing
goods or services from the point of sde at which the buyer operated during the
contract period which is necessary to protect know-how transferred from the
supplier to the buyer. This post-term non-compete obligation is limited to a period
of one year after termination of the agreement.?®

The term ‘know-how’ is defined in article 1(f). It means a package of non-
patented practica information, resulting from experience and testing by the
supplier, which is secret, substantial and identified. ‘ Secret’” means that the know-
how is not generdlly known or essly accessble. *Substantiad’ means that the
know-how includes information which is indigoensable to the buyer. ‘Identified
means that the know-how must be described in a sufficiently comprehensive
manner S0 as to make it possible to verify that it fulfils the criteria of secrecy and
ubgantidity.

3 Commission Notice, Guidelines on Vertical Restraints, 13 October 2000, [2000] OJC
291/01, chapter 111, para. 58.
%4 Commission Notice, Guidelines on Vertical Restraints, 13 October 2000, [2000] OJC
291/01, chapter 111, para. 59.
5 Commission Notice, Guidelines on Vertical Restraints, 13 October 2000, [2000] OJC
291/01, chapter 111, para. 60.

73



9.5.3 Article5(c): Competing productsin a selective
distribution system

The third excluson from the block exemption regulation can be found in article
5(c). This excluson concerns the sde of competing goods in a sdective
digribution system. The combination of sdlective distribution with a non-compete
obligetion, obliging the deders not to resdl competing brands in generd is
covered by the block exemption regulation, according to article 5(a).

However, the block exemption regulation does not cover an obligation whereby
the supplier prevents his gppointed dedlers, ether directly or indirectly, from
buying products for resde from particular competing suppliers. The reason why
this obligation is not exempted is to prevent the excluson of one specific
competitor or certain pecific competitors from the distribution system.?*®

9.6 Article 6: Withdrawal of the block exemption
by the Commission

The block exemption regulation confers a presumption of legdity but the
Commisson may in cetain circumstances withdraw the benefit of the block
exemption under article 6. This may be the case where a verticd agreement,
conddered ether in isolation or in conjunction with smilar agreements infringes
aticle 81(1) and does not fulfil dl the conditions of article 81(3).

This withdrawa procedure may be used, where an verticad agreement does not
give rise to objective advantages such as to compensate for the damage which it
causes to competition, even if the market threshold is not exceeded by the
supplier or the buyer. The disadvantages caused by a vertica agreement which
relate to the sde of find goods to consumers often have a stronger impact than
the disadvantages in a vertical agreement concerning the sde of intermediate
goods.?”’

Recitd 13 dates that the Commisson may withdraw the benefit of the block
exemption in particular cases where the vertica agreements have effects which
are not exempted under article 81(3). This may be the case in particular where
the buyer has gnificant market power in the relevant market in which it resdis the
goods or provides the services. It may aso occur where pardlel networks of
verticd agreements have smilar effects which sgnificantly restrict access to a
relevant market or competition therein.

2% Commission Notice, Guidelines on Vertical Restraints, 13 October 2000, [2000] OJC
291/01, chapter 111, para. 61.
7 Commission Notice, Guidelines on Vertical Restraints, 13 October 2000, [2000] OJC
291/01, chapter IV, para. 71.
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Pardld networks of verticd agreements are regarded as smilar if they contain
restraints which produce smilar effects on the market. Cumulative effects may
arisein the case of selective distribution or non-compete obligations.

Where the Commission gpplies the withdrawa procedure it bears the burden of
proof that the agreement infringes article 81(1) and does not fulfil the conditions of
article 81(3). The withdrawa can only have ex nunc effect, so that exemption will
persist until the time of the withdrawal .2

Article 6 should be diginguished from article 8. Under aticle 6 the block
exemption is withdrawn in any particular case where agreements have effects
incompatible with article 81(3). Under article 8 the block exemption may be
withdrawn from dl vertical agreementsin a particular relevant market.

9.7 Article 7: Withdrawal of the block exemption
by a Member State

Article 7 sates that the competent authority of a Member State may withdraw the
benefit of the block exemption regulation in respect of vertica agreements whose
anti-competitive effects are felt in the territory of the Member State concerned or
apart thereof, which has al the characteristics of a distinct geographic market.

This new power given to the authorities of the Member States was made possible
as a reault of the amendment to Regulation 19/65 effected by Regulaion
1215/99.%%

If a Member State has not adopted legidation which enables the nationd
competition authorities to gpply EC competition law or a least to withdraw the
benefit of the block exemption regulation, the Member State has a possihility to
ask the Commission to initiate proceedings to this effect.

Where a verticd agreement restricts competition on a relevant geographic market
which iswider than the territory of a sngle Member State the Commisson hasthe
exclusve power to withdraw the benefit of the block exemption regulation. In the
case where the territory of a single Member State, or a part thereof, congtitutes
the relevant geographic market, the Member State concerned and the
Commission have concurrent competence for withdrawal. In such casesit is most
likely that the Member State authorities will initiate the proceedings, unlessthereis
aparticular Community interest, such as new points of law.*°

28 Commission Notice, Guidelines on Vertical Restraints, 13 October 2000, [2000] OJC
291/01, chapter 1V, para. 72 and 75.

% Read more about this under chapter 8.
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Where nationa authorities decides to adopt decisons of withdrawal they must be
taken in accordance with the procedure laid down in national law. The decisons
will only have effect within the territory of the Member State concerned. Such
decisons teken by the national authorities must not prgudice the uniform
gpplication of EC competition rules and the full effect of the measures adopted in
implementation of those rules® Compliance requires that national competition
authorities must carry out their assessment under article 81 in the relevant criteria
developed by the ECJ and CFl and in the light of notices and decisions adopted
by the Commisson. The Notice on co-operation should be used to avoid the
risk of conflicting decisions and duplication of procedures®*?

9.8 Article 8: Disapplication of the block
exemption by the Commission

Article 8 states that the Commisson may declare that, where pardlel networks of
amilar vertica restraints cover more than 50% of a relevant market, the block
exemption regulation shdl not goply to verticd agreements containing specific
redraints relaing to that market. A measure of this kind adopted by the
Commisson is not addressed to individud undertekings but concerns al
undertakings whaose agreements are defined in the regul ation disapplying the block
exemption regulation.

As dready mentioned before this article should be distinguished from article 6.
The withdrawa of the benefit of the block exemption regulation under article 6
implies the adoption of a decison by the Commisson establishing an infringement
of aticle 81 by an individuad undertaking. Article 8 enables the Commission to
adopt a regulation which removes, in respect of the restraints and the market
concerned, the benefit of the block exemption and restores the full application of
article 81(1) and 81(3).*

If the block exemption regulation is made ingpplicable according to article 8 in
respect of certain verticd redraints on a particular market, the case law
developed by the ECJ and CH should be a guidance in the applicability of article
81 to individua agreements.

Where the 50% market-coverage ratio is exceeded article 8 does not impose an
obligation on the Commisson to act. It is generdly consdered that in the case

21 Case 14/68, Walt Wilhelm and Others v. Bundeskartellamt [1969] ECR 1, [1969] CMLR
100.
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where the access to the relevant market or competition therein is appreciably
restricted, there is a need for disgpplication of the block exemption regulation.*

Before the Commission adopts a regulation in accordance with article 8 it should
consgder whether a more appropriate remedy would be to adopt an individua
withdrawd.

In the case where a regulation is adopted according to article 8 the Commission
must set out its scope clearly. The relevant product and geographic market(s)
must be defined and the type of vertical restraint in respect of which the block
exemption regulation will no longer apply has to be identified?

A regulation adopted under article 8 shal not become applicable earlier than six
months following its adoption and will not affect the exempted datus of the
agreements concerned for the period preceding its entry into force.

9.9 Article 9: Calculation of market share

Article 9 dedls with the caculation of market share. According to article 9(1) the
market share shall be caculated on the basis of market sales value of the contract
goods or services and other goods or services sold by the supplier, which are
regarded as interchangesble or subgtitutable by the buyer, by reason of the
products characterigtics, their prices and their intended use. If such market sdes
value data are not avalable, the calculation of market share may be based on
other reliable market information such as market sles volumes.

It is necessary to determine the relevant market in order to calculate the market
share. The relevant product market and the relevant geographic market must be
defined. The Commission uses the Notice on definition of the relevant market
for the purposes of Community competition law*” when to consider market
definition issues. This Notice gives guidance on the rules, criteria and evidence.

The relevant product market is defined in article 9(1) but the relevant geographic
market is not. The Guidelines dipulates that the relevant geographic market
‘comprises the area in which the undertakings concerned are involved in the
supply and demand of relevant goods or services, in which the conditions of
competition are sufficiently homogeneous, and which can be distinguished from

4 Commission Notice, Guidelines on Vertical Restraints, 13 October 2000, [2000] OJC
291/01, chapter 1V, para. 83.

15 Commission Notice, Guidelines on Vertical Restraints, 13 October 2000, [2000] OJC
291/01, chapter 1V, para. 85.

215 Commission Notice, Guidelines on Vertical Restraints, 13 October 2000, [2000] OJC
291/01, chapter IV, para. 86-87.

27 Commission Notice on the definition of the relevant market for the purposes of
Community competition law, 9 December 1997, [1997] OJ C 372/5.
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neighbouring geographic areas because, in particular, conditions of competition
are appreciably different in those areas’ *®

Where the market share of the supplier shal be determined, it is his share on the
relevant product and geographic market on which he sdis to his buyers that are
decisve®® The rdevant product market depends first and foremost on
subgtitutability from the buyers perspective. In the case where there is an
exclusve supply obligation, the buyer’s market share is his share of al purchases
on the relevant purchase market.

Where a vertical agreement includes three parties, each operating a a different
level of trade, their market shares at both levels will have to be below the market
share cap of 30% in order to benefit from the block exemption. For instance, if an
agreement between a manufacturer, a wholesder and a retailer contains a non-
compete obligation, the market share of both the manufacturer and the wholesder
must not exceed 30% in order to be block exempted. °

Article 9(2)(a) datesthat the market share shal be calculated on the basis of data
relaing to the preceding calendar year.

Article 9(2)(c)-(e) provide that the block exemption shdl continue to gpply for up
to two years where the market share rises above 30% but not beyond 35%.

9.10 Articles 10 and 11: Turnover and
connected undertakings

Article 10 explains how the tota annud turnover shal be cdculaed for the
purpose of therulesin article 2(2) and 2(4).

Article 11 dtates that the terms ‘undertaking’, ‘supplier’ and ‘buyer’ shdl include
their respective connected undertakings. For instance, according to article
11(2)(a), a connected undertaking is an undertaking where a party to the
agreement has the power to exercise more than half the voting rights.

18 Commission Notice, Guidelines on Vertical Restraints, 13 October 2000, [2000] OJC
291/01, chapter V, para. 90.
9 Commission Notice, Guidelines on Vertical Restraints, 13 October 2000, [2000] OJC
291/01, chapter V, para. 91.
0 Commission Notice, Guidelines on Vertical Restraints, 13 October 2000, [2000] OJC
291/01, chapter V, para. 93.

78



9.11 Articles 12 and 13: Transitional provisions
and entry into force

As dready written before the block exemption regulation entered into force on 1
January 2000 and the block exemption applies with effect from 1 June 2000.

In article 12(2) atrangtiond rdlief can be found for existing agreements provided
that they were in force on 31 May 2000 and which satisfy on of the three old
regulations but not the new one. These agreements will be exempt until 31
December 2001. Suppliers with a market share not exceeding 30% who entered
into agreements imposing the buyers a non-compete obligation with a duration
exceeding five years are covered by the block exemption if on 1 January 2002
the non-compete agreements have no more than five years to run.?*

The new block exemption regulation shall expire on 31 May 2010.

9.12 Agency agreements

The Commission issued, in 1962, a Notice on Agency Agreements’? that stated
that agency agreements did not infringe article 81(1). The reason why the Notice
was issued was the Commisson’s fear of more notifications under regulation
17/62 than it could handle. Verticd integration could therefore take the form of
gppointing agents instead of deders, in order to avoid entering into vertical
agreements that were subject to article 81(1). However, the ambit of this
possibility was very narrow. In many cases the ECJ and the Commission declared
that in order for an agreement to come within this exception, the agent had to be
integrated into the undertaking of the principa.?®

The Notice was not entirely reliable and there was a need for arevison. A long
time elgpsed and the revised Notice is now embodied in the Commission’s
Guidelines on the new Regulation. The Guidelines dtate that they replace the
1962 Notice.”*

An agency agreement can be defined as an agreement where one legd or physica
person negotiates and/or concludes contracts on behdf of another person for the

221 Commission Notice, Guidelines on Vertical Restraints, 13 October 2000, [2000] OJC
291/01, chapter 111, para. 70.

2 Commission Notice on exclusive dealing contracts with commercia agents, 24 December
1962, [1962] 0J139/62 p. 2921.

3 Case 40/73, Suiker Uniev. Commission [1975] ECR 1663, [1976] 1 CMLR 295 and Case
311/85, Vereniging van Vlammse Reisbureausv. Sociale Dienst van de Plaatselijke en
Gewestelijke Overheidsdiensten [1987] ECR 3801, [1989] 4 CMLR 213.
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purchase or sale of goods or services? Where agency agreements can be

consdered to be ‘genuing, obligations imposed on the agent do not normaly fall
within article 81(1), whereas ‘non-genuin€ agency agreement may be caught, in
which case the block exemption regulation may apply. When to determine
whether article 81(1) is applicable, atention should be paid to ‘the financid or
commercid risk borne by the agent in reation to the activities for which he has

» 226

been appointed as an agent by the principa’.

According to paragraph 14 in the Guidelines there are two types of financia or
commercid risk tha are materid in determining ‘genuing agency agreements.
Fird, there are the risks which are directly related to the contracts concluded
and/or negotiated by the agent on behdf of the principa, for ingtance financing of
stocks. Secondly, there are the risks related to market-specific investments,
meaning risks that the agent undertakes in order to be appointed. In the case
where the agent bears no or only sgnificant risks in relation to ether of these two
matters, the agency agreement is consdered a genuine agency agreement and falls
outside article 81(1).*" The agent’s activity forms part of the principd’s activity,
even if the agent is a separate undertaking. The opposite Stuation means thet the
agent does bear such risks and the agreement is considered to be a non-genuine
agency agreement which may fall under articdle 81(1).%® In thet case the agent will
be treated as independent.

The risk must be assessed on a case-by-case basis and attention should be paid
to the economic redity of the Stuation indead of the legd form.*® The
Guidelines state that article 81(1) do not normally apply where the goods do not
ves in the agent or where the agent does not himsdf supply the services and
where the agent is not involved in cogts or risksin relaion to various matters listed
in paragraph 16. These matters may be transport, sdles promotion, maintaining
stocks, after-sdes service and respongbility for third-party damage and
customers non-performance.®® Paragraph 17 states that the list is not exhaustive
and where the agent incurs one or more of the risks or codts, article 81(1) may
apply asit would do to any other vertical agreement.

%5 Commission Notice, Guidelines on Vertical Restraints, 13 October 2000, [2000] OJC
291/01, chapter 11, para. 12.
%8 Commission Notice, Guidelines on Vertical Restraints, 13 October 2000, [2000] OJC
291/01, chapter 11, para. 13.

27 Commission Notice, Guidelines on Vertical Restraints, 13 October 2000, [2000] OJC
291/01, chapter 11, para. 15.
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Where aticle 81(1) is not gpplicable to an agency agreement, al obligations
imposed on the agent fdl outsde the provision, including territorid and customer
limitations and prices and conditions a which the agent must sdll or purchase the
goods or services !

There are afew dtuations in which there could be an infringement of article 81(1)
in the case of an agency agreement, irrespectively of whether it is a genuine or
nor-genuine agency agreement. Exclusive agency provision, whereby the principa
is prevented to gppoint other agents in respect of a given type of transaction, will
in general not produce anti-competitive effects. Non-compete provisons,
whereby the agent is prevented to act as an agent for undertakings which
compete with the principa, and post-term non-compete provisons, may infringe
aticle 81(1) if they lead to foreclosure on the relevant market.*

Article 81(1) may dso be infringed where the agency agreement facilitates
colluson. This could occur where a number of principas use the same agents
while collectively excluding others from using these agents. This could adso be the
case Where the principals use the agents to collude on marketing strategy or to
exchange sensitive market information between each other >

A1 Commission Notice, Guidelines on Vertical Restraints, 13 October 2000, [2000] OJC
291/01, chapter 11, para. 18.
%2 Commission Notice, Guidelines on Vertical Restraints, 13 October 2000, [2000] OJC
291/01, chapter 11, para. 19.
%3 Commission Notice, Guidelines on Vertical Restraints, 13 October 2000, [2000] OJC
291/01, chapter 11, para. 20.
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10 Final comments

Verticd digribution agreements play an important role in the distribution sector
which evolves dynamic and congtantly. The digribution systlem has an important
function within the European Community since dmost al goods and services pass
from producer to consumer by a process of digtribution. At the beginning of the
1990's, digtributive trades within the European Union employed more than 15%
of the active population and amost 30% of the undertakings were involved.”*

All indugtries need digtribution and the digtribution chain is an important eement of
comptitiveness. If the digtributor can provide a high levd of sarvice or if there is
a high leved of efficiency the posshility to reach customers may be increased.
Therefore there is an incentive to keep the didribution channels open and
competitive.

The long-term viability of any individud member of a supply chan is becoming
increasangly dependent on the ability of the entire chain to compete with the chain
of other economic operators.?*® As a consequence, members of achain may seek
to influence its functioning. If complete control is desred a member of the chain
may acquire the other members i.e. verticd integration. However, in most
digtribution systems, there is no verticd integration and this result in relaionships
governed by vertical redtrictions. Many producers lack the financia resources to
& directly to the find consumers and the digtribution system is used because of
its eminent efficiency in making goods available to cusomers.

Didribution channels have traditionaly conssted of independent manufacturers,
wholesders and retalers but these are in decline. In this system the independent
operators have been acting a arm'’s length seeking to maximise their own profit
rather than to maximise the profit of the channel asawhole.

By the introduction of information technology the whole nature of didtribution has
changed.®® Undertakings have been forced to re-evauate and adapt their
commercid relationships with both customers and suppliers as a result of the
information systems. Companies have aso been enabled to adopt more tightly
managed and efficient business practices. Due to the information technology
revolution the Just-in-time (JI'T) principle has been adopted and has had a great

%4 Annex A to the Commission’s Green Paper on Commerce, 20 November 1996, COM
(96)530.

%5 Commission’ s Green Paper on Vertical Restraintsin EC Competition Policy, 22 January
1997, COM (96)721 Findl, [1997] 4 CMLR 519, chapter |, para. 16.

% Commission’ s Green Paper on Vertical Restraintsin EC Competition Policy, 22 January
1997, COM (96)721 Findl, [1997] 4 CMLR 519, chapter |, para. 41.
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impact on the whole digribution chain®’ The JT-principle means that no
products should be made, no components ordered, until there is a downstream
demand. This development seems to replace ‘conventional supply-driven
digtribution channdls by planned, professondly managed, demand-driven supply
chains in which suppliers, manufacturers, wholesalers and retallers act as an
integrated system and compete agangt other integrated systems to maximise
efficiencies and consumer response’ 2

The development in the distribution system that has taken place in the European
Union has lead to congderable restructuring. A number of different changes can
be noticed. There are a reduced number of larger operators and closer vertica

links between them. This leads to concentration. It can aso be noticed that there
is a development of networks of independent traders. There isa genera reduction

in the number of independent nationa distributorgitraditiona wholesders and a
series of trandformations in the retal sector. Findly there is a tendency towards
divergfication of activities into other service areas.™®

All these changesin structure of digtribution and other developments led to that
the Commission got a growing feding of unease with the effectiveness of its own
competition policy concerning vertica restraints. As aresult, the Commisson
adopted the new block exemption regulation and it remains to see whether this
new approach will be successful or not.

The new block exemption regulation has only been in force for one year and there
has not been any decisons from the Commission or judgments from the Court
which give guidance on the interpretation and applicability of the regulation. It will
certainly take some time before there is a number of cases which darifies the
regulation due to the fact tha the regulation aso contains trangtiona provisons.
Therefore it is difficult to predict the impact of the regulation on vertica restraints
and if it redises the Commisson’s new approach towards verticad redtraints
efficiently. Certainly the new regulation will have severd advantages compared to
the old regulations but there is il the question whether the regulaion will achieve
the Commisson's objectives concerning competition policy in the mogt
satisfactory way.

Mark Griffiths is quite critica to the new regulation in an article and states that the
regulation presents little improvement?° Griffiths considers that the regulation is
gtill plagued by an ignorance of economics. The Courts demand a more economic

%7 Commission’s Green Paper on Vertical Restraintsin EC Competition Policy, 22 January
1997, COM (96)721 Findl, [1997] 4 CMLR 519, chapter |, para. 41.

8 Commission’s Green Paper on Vertical Restraintsin EC Competition Policy, 22 January
1997, COM (96)721 Findl, [1997] 4 CMLR 519, chapter |, para. 50.

9 Commission’s Green Paper on Vertical Restraintsin EC Competition Policy, 22 January
1997, COM (96)721 Findl, [1997] 4 CMLR 519, chapter |, para. 44.

0 Griffiths M. A Glorification of de minimis — The Regulation on Vertical Agreements,
[2000] ECLR p. 241-247.
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approach and this can be seen in the case law which prescribes the recognition of
the broader economic context. The black list of clauses in the regulation is too
long and sdlective distribution systems are trested more cautious than necessary.
Griffiths ates that there is an over-emphasis on the importance of market share
evaduation. The Commisson believes that market share andyss is a good
indicator of market power. However, according to Griffiths, market share analyss
isacrude method of evauating market power. Instead attention should be paid to
many other indicators. There must aso be avareness that market shareisliableto
change very rapidly in fast innovetive aress. Last but not least, Griffiths concludes
that the regulation can be seen as no more than an extenson of the de minimis
Notice, with the market share threshold being raised to 30%.2*

#1 Griffiths M. A Glorification of de minimis— The Regulation on Vertical Agreements, [2000]
ECLR p. 241-247, p. 241.
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