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Abstract

This paper attempts, on the one hand, to reveahtin principles of Competition Law (regulatory
and case law framework) covering the preventiorpafallel trade, mainly the prohibition of
parallel imports or exports, and on the other hamaast light on the main effects of parallel
imports prohibition imposed by an upstream supplier the competitive structure of the
downstream market. Especially, the regulatory fraoré& relates Block Exception Regulation
330/2010, (ex Block Exception Regulation 2790/9@}h Block Exception Regulation 461/2010
(ex Block Exception Regulation 1400/2002) in ortiedetermine whether prohibition of parallel
trade constitutes a hardcore restriction or notjlevthe economic analysis evaluates it in a
geographical vertical market which constitutes gstieam and a downstream market with few
suppliers & buyers respectively which sell goodghe final (domestic) consumers. The results
indicate that prohibition of parallel imports byethpstream sellers causes vertical restraintseto th
domestic customers of the buyers.

JEL dassifications: D43; K21; L13; L43; L67
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1. Introduction
Block Exception RegulatigBER) 330/2016 (ex BER 2790/99 states that article

101(1) of the Treaty shall not apply to verticalregments wheatearssuch
agreements contain vertical restrainfar.2) andthe market share held by the
supplier does not exceed 30 % of the relevant mankevhich it sells the contract
goods or services and the market share held byulyer does not exceed 30 % of
the relevant market on which it purchases the @uttgoods or servicgar. 3).
Also, BER 461/201b (ex BER1400/2009 declares thaarticle 101(1) of the
Treaty shall not apply to vertical agreements relgtto the conditions under
which the parties may purchase, sell or resell spparts for motor vehicles or
provide repair and maintenance services for motehisles, which fulfil the
requirements for an exemption under Regulation (E\d)330/2010 and do not
contain any of the hardcore clauses listed in Aetib of this Regulation(see
below) whereas sudmgreements contain vertical restrair{eaticle 4).

However, both BERs contain hardcore restrictiors temove the benefit of the
block exemption. Especially, article 4 BER 330/2010 (see below) outlines the
basic categories of hardcore restrictions, for White exception provided for in
the abovementioned article 2 of BER shall not applyertical agreements.

The main question which this paper tries to ansiwewhether prohibition of
parallel trade (i.e. of imports or exports or bofthem§ constitutes a hardcore
restriction of BER for vertical agreements, thataiper seapproach. For that
purpose, we analyse the existing regulatory franmkwo combination with case

law into real economic environment so as to deteenii prohibition of parallel

1 0.J. L102/1, 23.4.2010.
2(0.J. L336/21, 29.12.1999.
®(0.J. L 123C/52, 28.05.2010.
#0.J. L 203/30, 1.8.2002.



imports by upstream suppliers may cause verticgtramts in the downstream
market and especially the customers of the blyers

The remainder of the paper is organized as folloBsction 2 provides and
evaluates the main principles of BER 330/2010 & BE®&L/2010. Section 3
combines both BERSs, while section 4 highlights s@dministrative anticompe-
titive measures. Section 5 imports the theoretezgument into real economic
environment. Lastly, sections 6 and 7 provide saroaclusions and policy

implications respectively.

2. The content of the BERsS

2.1 Hard core restrictions of BER 330/2010

Logically, it would be expected that the prohihitiof parallel imports would be
explicitly referred as dardcore restrictionin the content of article 4 of BER
330/20 (‘Restrictions that remove the benefit & bhock exemption — hardcore
restrictions’). According to that,The exemption provided for in Article 2 shall
not apply to vertical agreements which, directlyindirectly, in isolation or in
combination with other factors under the controltbé parties, have as their
object:
(a) the restriction of the buyer's ability to detene its sale price, without
prejudice to the possibility of the supplier to msp a maximum sale price or
recommend a sale price, provided that they do nobunt to a fixed or
minimum sale price as a result of pressure frominoentives offered by, any

of the parties;

® In this paper parallel trade, imports, exports padallel imports & exports are used interchan-
geably.
3



(b) the restriction of the territory into which, af the customers to whom, a
buyer party to the agreement, without prejudice t@striction on its place of
establishment, may sell the contract goods or se|i
(c) the restriction of active or passive sales tal aisers by members of a
selective distribution system operating at the itelavel of trade, without
prejudice to the possibility of prohibiting a membef the system from
operating out of an unauthorised place of estalnfisht;
(d) the restriction of cross-supplies between wsitiors within a selective
distribution system, including between distributopserating at different level
of trade;
(e) the restriction, agreed between a supplierahponents and a buyer who
incorporates those components, of the supplieristalio sell the components
as spare parts to end-users or to repairers or pteervice providers not
entrusted by the buyer with the repair or servicirigts goods®,
It is obvious that there is no specific provisiohtbe prohibition of parallel
imports as a hardcore restriction. Consequentlgoraling to the basic principle
governing BER 330/2010 (as well as the former BER(299), which provides
that whatever is not prohibited by article 4 is permifteit would be expected

that the prohibition of parallel imports is notarticore restriction.

® According to BER 330/2010, 1(i)ustomer of the buyer means an undertaking notyptotthe
agreement which purchases the contract goods oricgervfrom a buyer which is party to the
agreement.

Except from(i) the restriction of active sales into the exdhesterritory or to an exclusive
customer group reserved to the supplier or alloddtg the supplier to another buyer, where such
a restriction does not limit sales by the custonwrthe buyer, (ii) the restriction of sales to end
users by a buyer operating at the wholesale le¥eraxle, (iii) the restriction of sales by the
members of a selective distribution system to urmaiged distributors within the territory
reserved by the supplier to operate that system,(af the restriction of the buyer's ability tollse
components, supplied for the purposes of incorpamnatto customers who would use them to
manufacture the same type of goods as those prdducthe suppliér
8 See 0.J. L102/1, 23.4.2010, p. 5.
® See Dethmers F. & Posthuma de Boer P. (2009)%. 42

4



However, the significance of the parallel tradetpction is mentioned in the new
Guidelines about vertical restraitftsmainly in paragraph 25, where it is referred
as an instance thaif ‘after a supplier's announcement of a unilatereduction of
supplies in order to prevent parallel trade, dibtriiors reduce immediately their
orders and stop engaging in parallel trade, therosi distributors tacitly
acquiesce to the supplier's unilateral policy. Ttés however not be concluded if
the distributors continue to engage in paralleldeaor try to find new ways to
engage in parallel tradé™

In any case, in our view, before someone come twreclusion whether the
prohibition of parallel trade constitutes a har@cogstriction or not, it would be
plausible to examine mainly the following issueasstly, the necessity of focusing
on the interpretation of article’s 4 content of Bleck Exemption 330/2010 and
the consideration of the guidelines about vertreaskraints in combination with
the content of Regulation 461/2010 and its relevguitielines. Secondly, the
possibility that such a point of view would comeciontradiction with the settled
case law about parallel imports and thirdly, tharebteristics of the markets in

which parallel trade prohibition is imposed.

2.2 Prohibition of parallel imports as an effective measure for RPM

The hardcore restriction set out in article 4(a)tted BER 330/2010 focuses on
Resale Price Maintenance (RPM), that is, agreementsoncerted practices
having as their direct andirect objectthe establishment of a fixed or minimum
resale price or a fixed or minimum price level ®dbserved by the buyer. In the
case of contractual provisions or concerted prastihat directly establish the

resale price, the restriction is clear cut.

190.J. €130/01, 19.05.2010.
! See para. 25 (a).



However, RPM can also be achieved through indirezdins. Examples of that are
an agreement fixing the distribution margin, fixitmg maximum level of discount
the distributor can grant from a prescribed preeel, making the grant of rebates
or reimbursement of promotional costs by the s@pubject to the observance
of a given price level, linking the prescribed ttesprice to the resale prices of
competitors, threats, intimidation, warnings, p&eal delay or suspension of
deliveries or contract terminations in relatiorotiservance of a given price level.
Direct or indirect means of achieving price fixiogn be made more effective
when combined with measures to identify price-agttdistributors, such as the
implementation of a price monitoring system, or tidigation on retailers to
report other members of the distribution networét teviate from the standard
price level.

Similarly, direct or indirect price fixing can be age more effective when
combined with measures which may reduce the buyecEntive to lower the
resale price, such as the supplier printing a resended resale price on the
product or the supplier obliging the buyer to applynost-favoured-customer
clause. The same indirect means and the same 'diwgfoneasures can be used
to make maximum or recommended prices work as RPM.

However, the use of a particular supportive measurthe provision of a list of
recommended prices or maximum prices by the suppdiethe buyer is not
considered in itself as RPRI Nevertheless, it should also be assessed thawin
case$® maximum and recommended prices will work as a fqmiht for the

resellers and might be followed by most or allledrh; in such a case the possible

2See 0.J. L102/1, 23.4.2010, para. 48.
13 See 0.J. L102/1, 23.4.2010, para 227.



competition risk is that maximum or recommendedgsimay soften competition
or even facilitate collusion between suppliers.

The strategy of parallel imports’ prohibition mag Been as a measure which
reduces the buyer’s incentive to reduce resale fycdiminishing the sources of
supply. Such a strategy may raises dangerouslyette of selling prices of the
products in question, since the elimination of searof supply restricts the ability
of the buyer to distribute the product in a prdfieaway. As a consequence of
that, the consumer welfare is negatively influenced

The consumer welfare may also be negatively infleenin cases where the
abovementioned strategy takes place in markets evtiee buyers resell the
products in question to domestic customers of tingets. To our view, such a
product market example may have more severe anpietitive effects since the
buyers of the downstream market are not exporhtaeefirms.

Lastly, by imposing a price floor, an upstream fimoreases the non-cooperative
profits of downstream firms and makes collusioratieely less profitable. As a
result, collusion may be destabilized and the pitmer enables a manufacturer to

preventcollusive behavior among downstream firms (Over®2010).

2.3 The argument of exclusive supply of a specific trademark by itself

Hypothetically speaking, if someone is in favour tfe opinion that the
prohibition of parallel imports is not a hardcossstriction, he could argue that,
since the prohibition of parallel imports seem twd the same results with an
exclusive supply agreement, therefdesfactoconstitutes an exclusive supply.
Nevertheless, at this point an absolutely necessiagtinction ought to be made:
the exclusive supply of specific products of a éradrk is not the same with the

exclusive supply of a specific trademark by itsaifthe first case, the exclusive



supply of specific products of a specific trademakegal, since it does not
prohibit the parallel imports of these productste same trademark; If a retailer
can find the same products of the same trademaik dhyeaper source of supply
(for instance, a wholesaler or an authorized dealen other member state), he
can buy them in order to resale them without bregkihe exclusive supply
agreement.

On the contrary, the exclusive supply of a spedifaddemark by itself, which
actually constitutegxclusive source of supplyand not exclusive supply, should
be treated in a completely different way, becatide factoconstitutes an indirect
(but effective) prohibition of parallel imports; this case, the real purpose of the
exclusive supply agreement concerning not spepificiucts but a trademark as a
whole is not a non compete obligatidnbut to prevent the retailer from finding
products of the same trademark in lower pricesthgrosources. So, the point of
view that prohibition of parallel imports constigst an exclusive supply
agreement and therefore ought to be allowed asaatipe is postponed; an
exclusive supply agreement which indirectly prevpatallel imports is always

illegal.

14 Exclusive sourcing is something different, sinee this case the existence of exclusive
distributors is demanded; according to para 162hef Guidelines on vertical restraints [O.J.
C130/01, 19.05.2010],[é]xclusive sourcing, requiring the exclusive distitors to buy their
supplies for the particular brand directly from tineanufacturer, eliminates in addition possible
arbitrage by the exclusive distributors, which grevented from buying from other distributors in
the systerh

!> See D.G. Goyder (2004), p. 187. See also paraol28e Guidelines on vertical agreements
[0.J. L102/1, 23.4.2010] referring thatUfider the heading of ‘single branding’ fall those
agreements which have as their main element thietifat the buyer is obliged or induced to
concentrate its orders for a particular type of gemt with one supplier. That component can be
found amongst others in non- compete and quartditiffig on the buyer. A non- compete
arrangement is based on an obligation or incensigkeme which makes the buyer purchase more
than 80% of its requirements on a particular markem only one supplieft does not mean that

the buyer can only buy directly from the supplier, but that the buyer will not buy and resell or
incorporate competing goods or servitgmmphasis added].
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2.4 BER 461/2010

2.4.1 The content of supplementary guidelines

The necessity for protection of parallel trade le tmotor vehicles sector is
formulated absolutely clearly in the Commission icet— Supplementary
guidelined® on vertical restraints in agreements for the salé repair of motor
vehicles and for the distribution of spare parts footor vehicle§™®. The
Commission considers the protection of paralledéran the motor vehicles sector
as an important competition objective, since theermal market has enabled
consumers to purchase motor vehicles in other MerBtstes and take advantage
of price differentials between thém

The main concept of the internal market is the oores's ability to buy goods in
other Member States. This ability is especially am@nt as far as motor vehicles
are concerned, given the high value of the goodkthe direct benefits in the
form of lower prices accruing to consumers buyington vehicles elsewhere in
the Union. It cannot be ignored that the specifitung® of the motor vehicle
ought to be taken into account, since it is abow¢ of the most complex
product§’. The Commission is therefore concerned that disidhuagreements,
generally but also specifically in this particukactor, should not restrict parallel

trade, since this cannot be expected to satisfydmelitions laid down in Article

0.J. €138, 28.05.2010, p. 0016 — 0027.

" See Clark J. and Simon S., (2010), pp. 1-13 amb&iS., (2010), pp. 83-91.

'8 The new guidelines about the motor vehicle seatercalled “supplementary”, since they should
be read combined with the guidelines on verticabaments. According to J. Clark and S. Simon,
(2010), p. 3, [t]he guidelines carry the word supplementary irithtitle to signal that they have
to be read in conjunction with the General VertiGalidelines.

190.J. C138, 28.05.2010, para 48.

% See Karydis G. and Zevgolis N., (2009), p.95.

2L As Goyder D.G., (2004), p.203 has mentione@h& motor car is probably the most complex
consumer product of all, as well as being the neagiensive purchase that many consumers ever
make'. See also Vezzoso S., (2004), p.190-191 who &rtThe whole concept was centred on
the belief that the car was not an ordinary gbod
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101(3) of the Treafy. In the same concept, it is remarkable that theojiean
Court of Justice (ECJ) in its C-338/00P (Volkswa@mmmission) decision
clearly ruled that[...] a measure which is liable to partition the matketween
Member States cannot come under those provisioRegdlation No 123/85 that
deal with the obligations which a distributor magwifully assume under a
dealership contract. The Court of First Instanceperly held in paragraph 49 of
the judgment under appeal that, although that ratioh provided manufacturers
with substantial means by which to protect thestribution systems, it did not
authorise them to adopt measures which contributed partitioning of the
market (Bayerische Motorenwerke, cited above, pamaly 37)%. So, the
application of a BER 461/2010 should never be uasdan excuse for the
partitioning of the market. Besides, compartmes#ion of the market is not
included (and cannot be included) in the purposksa oBlock Exemption

Regulation.

2.4.2 Case law in motor vehicle sector

The relevant case law can safely be considere@ttdeds since the Commission
has brought several cases against motor vehicleufaenrers for impeding
parallel trade, and its decisions have been largehfirmed by the European
Court$®. This experience shows that restrictions on pelrathde may take a
number of forms (direct or indireé)*® a supplier may put pressure on

distributors, threaten them with contract termioatifail to pay bonuses, refuse to

2 The notion that cross-border trade restrictiony tmrm consumers has been confirmed by the
Court in Case C-551/03 P, para 67 and 68; Case8®33F, para 44 and 49 and Case T-450/05,
para 46-49.

23 0.J. C138, 28.05.2010, para 49.

* See Case IV/35.733 — VW, Case COMP/36.653 — Ofake COMP/36.264, Cases F-
2/36.623/36.820/37.275.

%50.J. C138, 28.05.2010, para 49.

% See indicatively Bellamy C. and Child G., (200dara. 7-053. See also Korah V. & O’Sullivan
D., (2002), p. 58.
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honour warranties on motor vehicles imported byoasomer or cross-supplied
between distributors established in different MentB&tes, or make a distributor
wait significantly longer for delivery of an ideocél motor vehicle when the
consumer in question is resident in another Merfi@te. The relative remarks of
Advocate General Antonio Tizzano in the General dotcase (C-551/03P) are
very characteristic. According to his view, [.".] such an objective
[compartmentalisation of the single mafietan be achieved not only by direct
restrictions on exports but also through indirectasures aimed at deterring a
dealer from making foreign sales, particularly mfluencing the economic and
financial conditions of such operations. The Caifrjustice has thus regarded as
inherently restrictive of competition measures \hittkke the measure at issue
here, ‘make parallel imports more diffic#ft’by subjecting them to treatment less
favourable than that reserved for official imporbs ‘restricting the buyer’s
freedom to use the goods supplied in accordancé Wis own economic
interests’*®3%. His point of view had been accepted by the ECJ

The case where a distributor is unable to obtaw motor vehicles with the
appropriate specifications needed for cross-bosdégs constitutes a particular
example of indirect restrictions on parallel trifdeIn those specific
circumstances, the benefit of the block exempticay depend on whether a

supplier provides its distributors with motor vdbg with specifications identical

7 Addition made by the authors.

8 Judgment in Cases 96-102, 104, 105, 108 and 110482 6.

29 Judgment in Case 319/82, para 6.

%0 Such principles are also to be found in the Conitpunles governing the application of Article
81 EC to distribution agreements [already Artidld bf the Treaty].

%1 See Court’s decision, para. 68.

$20.J. C138, 28.05.2010, para. 50.
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to those sold in other Member States for sale tsaemers from those countries

(the so-called "availability clausé®)

3. Distribution of new motor vehicles: point of
combination of the two Block Exemptions (330/2010
& 461/2010)

It could be said that the two Block Exemptions3&0/2010 and 461/2010, are
actually combined; According to recital 10 of thregmble of the BER 461/2010,
as regards the distribution of new motor vehileshere are not any more
significant competition shortcomings which wouldstéiguish this sector from

other economic sectors (such as vertical relatibasyl which could require the

application of rules different from and stricterath those set out in Regulation
(EU) No 330/2010Q

The market-share threshold, the non-exemption éicevertical agreements and
the other conditions laid down in Regulation 33Q20normally ensure that

vertical agreements for the distribution of new anotehicles comply with the

requirements of Article 101(3) of the Treaty. THere, the vertical agreements
for the distribution of new motor vehicles oughtldenefit from the exemption

granted by Regulation (EU) No 330/2010, subjedcltdhe conditions laid down

therein.

Furthermore, since the settled case law about tbeegiion of parallel trade

concerns basically the distribution of new motohiekes, it is obvious that the

protection of parallel imports or exports —eithtecancerns vertical agreements in

the new motor vehicles sector or vertical agreemanan other sector — it is (and

% Joined Cases 25 and 26/84.

% See the conclusions of the in-depth monitoringthef motor vehicle sector set out in the
Evaluation Report on the operation of Commissioyaion O.J. C138, 28.05.2010 and the
Commission Communication on The Future Competitiaw Framework applicable to the Motor

Vehicle sector of 22 July 2009 [COM(2009) 388].
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should be) the same: it is about a hardcore réstmic consequentlyper se

approach.

4. Administrative anticompetitive measures -
measures of having equivalent effect

Nevertheless, in some cases it is a member-stater(@t the manufacturer of a
motor vehicle or a producer generally) which create indirect restriction on
parallel trade or influences negatively the patdtede by specific administrative
means; it is about the case of measures havingalgut effect. For instance, as
far as it concerns the sector of motor vehicles, BCJ in its recent decision
170/07° (Commission of the European Communities v RepublficPoland)
declared that, by subjecting imported second-hagluicles registered in other
Member States to a roadworthiness test prior tar tregyistration in Poland,
whereas domestic vehicles with the same charatitsrasre not subject to such a
requirement, the Republic of Poland had failed udilfits obligations under
Article 28 EC (already Article 34).

It is estimated that theatio of the above mentioned decision of the ECJ adds up
to its decision C-154/8%Commission of the European Communities v Italian
Republicf®, where the ECJ ruled that article 30 (then 28 alnelady 34) of the
Treaty, prohibiting measures having equivalentatffe a quantitative restriction,
is infringed by an increase by a member state yjltah the number of
administrative requirements involving the productmf documents necessary for
parallel imports of vehicles, whether new or alyeaégistered, from other

member states.

%50J C 183, 4.8.2007. The case concerns secondviehies.
%11987] ECR 02717.
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Those requirements, which make registration ofuvblicles more complicated,
longer and most costly, cannot be justified on gdsuof public policy connected
with the detection or prevention of dealing in stolehicle¥’, since they cannot
be regarded as necessary for that purpose (prnofgdroportionality). That is the
case when the information required duplicates soi@plied by the authorities of
the exporting member state and less restrictivesaorea would be sufficient to
achieve the desired objective. In reality, it waswt an unacceptable distinction

between domestic and imported goods (motor vel)icles

5. The Greek example: the sector of detergents for
domestic use

5.1. National Law and competitive environment

According to the national regulatory framework whicules the sector of
detergents for domestic use in Greece, a Greekesal@dr who intends to make
parallel imports concerning detergents, he is @olitp visit the importer asking
for the specific content of each detergent in cgaths. In special

circumstance8, he has to deposit all the necessary documentbetcState’s

General Chemical Laboratory (or for instance to $Su@reme Chemical Council)
in order to be licensed for the imported detergelhtis obvious that under these
strict circumstances the ‘legal’ parallel imporfsdetergents for domestic use in
Greece are practically almost impossible. Natiolegjal framework for the

parallel imports in the specific sector is extreynstrict, perhaps the most

rigorous in the E.UJ?.

3" See para. 14 of the Court’s decision.

%j.e. the importer denies to ‘satisfy’ the Greelolesaler's demand.

39 Probably, this is the reason why the Greek markainly in the sector of detergents for
domestic use is one of the most expensive (or midenost expensive) in the E.U.

14



Therefore, the sector of detergents for domeste insGreece constitutes an
oligopolistic market where only a small number iofnk are activated, because of
the existence of measures having equivalent etiadt the concentrations that
have taken plad® These activated firms have the possibility tseaheir profit

margin in upper levels, due to the absence of ctitigrein the specific markét

5.2 The nature of competitive restraints

The Greek example of parallel imports prohibitiamncerns vertical restrictions
imposed in distribution agreements. There are atre@m and a downstream
market in which firms in both markets (self€rs upstream market and buy&rs

in downstream market) behave in an oligopolistioywan the upstream market
there are few but large producers/sellers of figalods whereas in the
downstream market there are firms/buyers thatteellupstream firms’ products

to the final consumers (domestic costumers of thets).

Especially, the upstream market involves the prodncand distribution of daily
consumer goods to retailétssuch as detergents for domestic use. Upstream
producers may also export the products in differg@bgraphical downstream

product markets. Each producer specialises in iddal products or product

40 See Fotis, P., Polemis, M., Zevgolis, N., (2051)76-77 for a review of major concentrations
that have been cleared by Hellenic Competition Casion during the period from 1995 to 2010.
Also, see Fotis, P., Polemis, M., Zevgolis, N.,q2) p. 219-222 and Fotis P., Polemis M., (2011)
for a financial and statistical analysis of concatibns in Greece respectively during the same
period. In Fotis P., Polemis M., (2011) there ieediew of the use in economic tools in merger
analysis.

“l See Zevgolis N. and Fotis P., (2009), p. 1184-1¥kording to the paper, the clause of
prohibition of parallel imports constitutes a had restriction of competition, sincegteris
paribus it consists of a barrier to entry for potentiantpetitors. By prohibiting the supply of
products of a significant brand name by cheapercesuof supply, the clause has as its indirect (if
not direct) object the maintenance of a minimunelesf supply prices and resale prices of the
specific products. As far as it concerns the Gigabgraphical market, the clause of prohibition of
parallel imports aggravates the already restrictimdonal regulatory framework which rules the
sector of detergents for domestic use, havingsaefult the restriction —if not the disappearance-
of parallel imports of the specific products.

“2 Sellers, wholesalers and producers are used haegeably.

3 Supermarkets and buyers are used interchangeably.

15



groups, such as fresh products, or dry food orfood-products (i.e. detergents).
Therefore, the latter are grouped into small segatiems each of one constitutes
an individual product market, both from the demand the supply side. In each
product market a produéémay hold a dominant position of economic strength
or it is assumed to be the leader of the mé&fket

In the downstream market the firms are not exporénted. That is, they
distribute the products to the domestic final conets. Therefore, the clause of
prohibition of parallel imports includes both impor(directly) and exports
(indirectly). The downstream firms provide a bas&kfoodstuffs and non-food
household consumables sold in a supermarket emagnfy. Figure 1 illustrates

the abovementioned vertical markets.

Fig. 1 The Upstream & Downstream markets of daily consuyoeds

Upstream Producers of daily consumgr
goods (Detergents)
Few Oligopolists Sellers

| |
Downstream Supermarkets Exports
Few Oligopolists Buyers

Domestic Final Consumer Foreign Geographic
“Customers of the Buyers” Markets

4 A small fraction of the upstream sales are solddwnstream wholesalers. Since that fraction of
upstream sales consists of less than 10% of tted sales in the downstream market, in the
remainder of the paper will assume that retaileeslze only buyers of the upstream sales.

“5 The same producer or different producers in eactyzt market.

“% Stackelberg product market whereas the other fafike product market are assumed to be the
followers.

" Seejnter alia, case no 1V/M.1612 and footnote 1 therein.
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The clause of parallel imports prohibition creal@sriers to entry for potential
competitors in the upstream market. The latter deagteris paribus to a
restriction of competition in this market. Poteht@mpetitors with easy and
effective entry in the upstream market may posspgvent an already active
firm in the upstream market from increasing thédirsglprice of the final product
to the supermarkets

Also, the decrease (diminution) of competition niien by the mean of such a
clause enforces the already powerful existencepstream firms (sellers) with
strong trademarks, driving to a segmentation ofstiexific market in comparison
with the rest of the national markets in the E.UheTprohibition of parallel
imports creates almost automatically more availapkece for the already existing
firms in the upstream market, active in the speaifiarket, to raise or at least
stabilize their market shares and consequentlynforee their market power in

the national market.

5.3 A practical example

5.3.1 The Nature of Competition in the upstream & downstream
markets

In the downstream market a supermarket (buyer) pmafer to import the final
good from different European geographic markets takds advantage of price
differentials between theth The scope of this strategy is to increase the
supermarket’s market share via a decreased selliog of the final good.

However, if all the supermarkets exercise the satraegy, the effect on each

supermarket’'s market share and consequently ormprafits, depends on the

“8 Motta M., (2009), p. 104.

“9 For an example of that see 0.J. C138, 28.05.2641@, 48.

*0 The supermarket will not increase the price offthal good in the future since that will give the
opportunity to the other supermarkets to enjoyaased profitsf(ee — rider problem
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juncture where the strategy takes place. Genersigaking, whether each
supermarket cannot foresee competitor's countemctiit is possible to
overestimate the potential gaining from the abov&ieed strategy.

Additionally, the pursuit of the same strategy #oidong period of time by all
supermarkets, may lead inwadr of attrition. This refers to a situation where the
object of firms in a product market is to induce tompetitors to give up and,
consequently, to suffer economic losses in thetshwon until their rivals exit the
market. In such an environment, firms try to abstdosing plants and giving up
market shares as thereby they would increase ¢hsts®. This situation in game
theory is referred to as prisoner’s dilemm=2.

In the upstream market, the producers of the figabd get the point that
downstream firms would not preferred to engage iprice war since that may
ultimately eliminate their profits. At the same @nthey realize that a potential
explicit or tacit collusive behavior from the sumerkets may cut down their
profits, especially in the case where the upstrewrket “behaves” competitively.
Therefore, upstream firms will try to eliminate theossibility of the
aforementioned behavior by imposing vertical restins in distribution
agreements. Such a policy smuggles away the risktxompetitive practices by
the downstream firms and ensures the upstreamsfiprofits in upper normal
levels. The final goal of strategic interaction vibe¢n upstream & downstream
firms is to enhance theproducer welfare without considering the probable

reduction of tonsumer welfarevia high prices of final goods.

* Sectors characterized by increasing returns tte smmad/or large costs of exit in case of high
fixed or sunk costs are among the fundamental ebesrip which a ‘war of attrition’ may take
place.

2 See J. Tirole (1998), p. 425-426.
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The downstream firms recognize the increased giafower of the upstream
firms with respect to their ability to bargain lettterms in distribution
agreements. They also realize that eventuallyctloperation with the sellers will

reach a settlement which increases their profits.

5.3.2 A repeated game among sellers of detergents for domestic use
and supermarkets

Both producers and supermarkets prefer to coopeastter than to engage in a
«war of attritior». Also, both of them are patients, that is, thesfqr to get the
profits which accrue from the long — run time spather than to get the short —
run returns and they communicate in frequently w@malpperiods. Therefore, if
supermarkets choose not to cooperate with upstpgachucers, the short — run
payoff is less than the long — run profits.

Additionally, an upstream seller will eventuallyahge whether a supermarket
strives to cheat by choosing not to cooperate witie profits from cheating are
less than the cost of cheating.

Table 1 represents the normal form of the one -etspame matrix among sellers

and buyers.

Table 1 One — Shoot game among producers (sellers) aretraapkets (buyers)

Buyer (supermarket)

Strategies CHEAT NO CHEAT
Seller (producer) NO COOPERATION 25, 25 50, 0
COOPERATION 0, 50 40, 40

Payoffs in mil. Euro

Cheat/No Cheat importgno importsof final good from different geographical areas
Cooperation/No cooperation distribution agreememo distribution agreementwhich
prohibits imports of final good from a differentagraphical areas
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The payoffs of both of them are their profits The consumer welfare increases as
soon as all the other supermarkets in the dowmatmearket do not follow the
same strategy. The Nash — equilibrium of the s@dime reveals that the selling
price of the final good remains low since each @tagimultaneously maximizes
its profit by choosing the dominated Nash equilibri

The dominated strategy for supermarkets is cheattla® equivalent dominated
strategy for producers is no cooperation (25>1 &ZIy*. The static game
results in a dominated Nash — equilibrium even giobioth players may increase
their profits by’‘communicating’between each other (the payoffs for both players
are 40). However, if all the supermarkets followcteeat, that will trigger a war
price among each other which eventually resulgsrofit losses. Although this is
the best scenario for the consumers, firms in b®ikls of vertical chain realize
that the best for them is not to independently skedbeir strategies.

Suppose now that upstream & downstream firms conmate in frequently
temporal periods. That is, the game is repeatedemear future. We assume that
the static game of complete information is repeatéditely, with the results of

all previous periods observed before the curreribgédegins. That is, for eadh
period the results for eadh-1 preceding periods of the game are observed before
the t™ period begins. In our example the periods covéferint distribution
agreements among producers and supermarkets. $Shksref the distribution

agreements are known to both them before the neaddeegins.

%3 The lower the selling price of the final good, thigher the market penetration and hence the
profits of an individual supermarket.

> The first column presents the producer's payoffi ahe second column presents the
supermarkets’ payoff.
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We denotes = (1_ p) the discount factdr of producers and supermarkets where

@+r)

P is the probability that the game will end immedigtafter a period andl = 7

is the probability that the game continues at |es& more period. The payoffs
for each chosen set of strategy by upstream & dtveaus firms are given by the
2X2 game matrix in Table 1.

The present value of the infinite sequence of gayiof 1,23,......n is given by

payoff + & payoff, + 5% payoff, +......... = i& “tpayoff (1)
i=1

Equation (1) reflects both the time value of mo&etyhe probability the game will

end. Thepayoff to be received in the next period and two perisdsn now is

2
worth & p)payoff and (1- p)° payoff
(@+r) @+r)

Following payoffs in Table 1 we argue that coopgeratamong producers and

respectively.

supermarkets may occur in every period of distidyutagreements (or,
cooperation may occur in every period of a subggedect outcome of the
infinitely repeated game) if both sides from thetieal chain commit from the
outset that they choose the high payoff equilibriwaoperation). Otherwise, they
will choose the low payoff equilibrium (cheat) imetsubsequent pericds

Upstream firms will cooperate with downstream firfhghe latter do not import
the final good from different European geographiaeas. Downstream firms
prefer not to import the final good since the piofrom cooperation are higher

than the profits from cheating.

* The value today of a euro to be received one gédaiter, wheré” is the interest rate per period.
%% This strategy is calletligger strategy
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A supermarket cooperates # = 0.4 *’. According to figure 2, the straight
distance AB depicts a lump sum payoff of a supeketaafter cheating and the
distanceBI" shows the reduction of supermarket’s payoff ifugstream producer
decides to follow the trigger strategy. A superneidheats whetheAB > BI" and
cooperates if the distancd As higher than the distan&" (that is,BI" > AB).
Figure 2 depicts the payoffs of the infinitely reped game among producers and

supermarkets according to the aforementioned triggategy.

Fig. 2 Payoffs ofthe infinitely repeated game among producers (lland
supermarkets (buyers)

Periods of distribution agreements

Following cooperation, the price of the final goossnains in upper normal
levels. Supermarkets do not cheat (import the figabd) and therefore the

consumer welfare decreases.

288 4an
S50+
" The infinite payoff when a supermarket cheats ooperates is 1-& or 1-&
Y | 2548
. .—_,_\ E 5':] + - = - G
correspondingly. A supermarket cooperateslif- & 1-8 oro =U4
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6. Concluding remarks

The main question which this paper tries to ansiwewhether prohibition of
parallel imports constitutes a hardcore restricodrBlock Exception Regulation
for vertical agreements, that ispar seapproach.

Firstly, it is mentioned that in downstream marketsere firms are not export
oriented, the clause of prohibition of parallel g coincide with that of
prohibition of parallel trade (both imports and exp).

Secondly, the answer to the abovementioned queritigas. The prohibition of
parallel imports is a measure which reduces thetsiyncentive to decline resale
price by diminishing the sources of supply and eguently, raises dangerously
the selling prices and reduces the consumer wellfiaiealso an exclusive supply
of a specific trademark by itself (exclusive souotesupply), which prevents the
retailer/buyer from finding products of the samademark in lower prices by
other sources.

Above all, it constitutes an important anti-compe# objective for the internal
market since it prevents consumers to purchaseupt®dn other Member States
and take advantage of price differentials betwbemt

The abovementioned conclusions further enhancéelaat in some cases by the
structure of the market and the national law of tiember state (measures of
having equivalent effect constitute an indicativ@raple) where the prohibition
of parallel imports takes place. In vertical sitoas where both in upstream and
downstream markets firms (sellers in upstream makd buyers in downstream
market) behave in an oligopolistic way, free tragi@y be restricted more than in
markets where the probability of cooperation ambuogers and sellers may not

be achieved in practice.
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7. Policy implications

Competition authorities of member states may beensiepticalin situations
where a clause of prohibition of parallel imporss imposed via distribution
agreements. An in depth analysis of legal framevemitk case law in combination
with the market structure and the nature of conguetherein, may lead to the
approach that eventually, parallel trade is praédieven though parallel exports
are not directly prohibited.

An intervention by competition authorities in makevhere the prohibition of
parallel imports takes place, especially in sectefsere entry by potential
competitors is not easy, may prevent upstream fionisllow the same strategy in
the future Threat — Based CompetitipAcutt & Elliott 2001).

Policy makers of European Law especially by medneegulation for vertical
agreements and concerted practices, should consioler clearly (i.e. explicitly)
the parallel trade prohibition into the hard coestrictions of Block Exception
Regulations or at least to define a hard coreolistircumstances under which it

should be considered as a hard core restriction.
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