NOTES

SYLVANIA AND VERTICAL RESTRAINTS ON DISTRIBUTION

In 1962 GTE Sylvania reorganized its distribution system in an at-
tempt to restore its declining share of the national television market. By
eliminating its wholesale level of disuibution and sharply reducing the
number of retail outlets selling its products,' Sylvania sought to attract the
“more aggressive and competent retailers thought necessary to the im-
provement of the company’s market position.”* To this end, Sylvania also
provided its dealers with the advantages of reduced intrabrand competi-
tion® by contractually restricting its franchisees to resell only at authorized
locations.* When Sylvania initiated this distribution system in 1962 its mar-
ket share was less than two percent in an industry with over one hundred
compeltitors, but dominated by one large manufacturer.® By 1965 Sylvania
had become the eighth largest television manufacturer in the country, with
a market share of five percent.’

Continental T.V., Inc., owned a chain of retail stores and was {ran-
chised to sell Sylvania products at several locations in California,” Although
bound by Sylvania’s standard location restriction, in 1965 Continental made
available for sale at an unauthorized Sacramento location merchandise
which it had purchased from Sylvania.® In response to this breach of Con-
tinental's location clause, Sylvania terminated Continental’s franchises, and
Sylvania’s finance company filed suit against Continental in federal district
court for money owed.’ .

The antitrust issues in Continental T.V., Inc. v. GTE Sylvania Inc.'®
arose in the form of a cross-claim brought by Continental against Sylvania
alleging that Sylvania’s location restriction violated section one of the
Sherman Act.!' Invoking the per se rule against nonprice vertical re-

! Continental T.V,, Inc. v. GTE Sylvania Inc., 433 U.S. 36, 38 (1977). Prior to 1962 Syl-
vania sold its products to wholesale distributors who in turn resold to an unrestricted group of
retailers, fd. :

2 id,

Y lntrabrand competition is competition between sellers of the product of the same
manulacturer. Interbrand competition is competition betwen seilers of the same generic prod-
uct produced by different manulacturers. fd. ax 52 n. 19,

“1d. at 38. Although Sylvania imposed a location restriction on its franchisees, it re-
served the right to alter the number of retailers in an area without the consent ol existing
dealers. id.

“fd. RCA possessed a marker share of between 60 and 70 percent of national television
sales. fd. ut 38 n.l.

T fd. at 38-39,

TId. at 89. )

¥Jd. Prior to Continental's unauthotized movement of goods to Sucramento, Sylvania
had authorized a new dealer Jocation near Cottinental's San Frandsco outler. /d. Continental
had objected strongly to the creation of a new [ranchise at this location, and Sylvania attri-
buted Comtinental's breach of its location clause, at least in part, to Continental's dissatistaction
over the new San Francisco frunchise. GTE Sylvamia Inc. v. Continental 'T.V.,, Inc.,, 537 F.2d
Y80, YH4-85 (9th Cir. 1976) (en banc), aff'd, 433 U.8, 36 (1977).

433 U.S. at 40, :

433 US. 36 (1977).

M5 U.S.C. ¢ 1 (1976). Section one provides that, “felvery contract, combination . .. or
conspiracy, in restraint of trade or commerce amoug the several states . . . is declared wo be il
legal.”
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straints'? established in United States v. Arnold, Schwinn & Co.,** the trial
Jjudge instructed the jury that any attempt by Sylvania to restrict the loca-
tions from which Continental resold Sylvania merchandise, once Sylvania
had parted with title and risk to the products, was illegal regardless of the
reasonableness of the restriction.!* The jury returned a verdict for Conti-
nental, finding that Sylvania’s resale restrictions constituted a contract,
combination or conspiracy in restraint of trade in violation of section one
of the Sherman Act and that Continental had sustained damages as a prox-
imate result.'? .

On appeal, the United States Court of Appeals for the Ninth Circuit,
sitting en banc, reversed the district court’s judgment.'® Finding the loca-
tion restraints at issue in Sylvania to be outside the scope of the Schwinn per
se rule, the court held that the legality of Sylvania’s location practice was to
be determined under the rule of reason.'” Sylvania’s location restrictions
were distinguished from those in Schwinn on two grounds. First, the court
observed that whereas the territorial'® and customer!® restraints in Schwinn
had completely eliminated intrabrand competition, Sylvania’s location re-
straints preserved some degree of intrabrand competition.?® Second, the
court found that Sylvania’s relatively small market share enabled it to use

'* Vertical restraints are restrictions on distribution imposed by a seller operatitg at one
level of an industry upon buyers at a lower level of that industry. Horizontal restraints are re-
strictions on distribution among sellers competing at the same level of distribution, See United
Stames v. Topeo Assoc., Inc., 405 U.S. 596, 608 (1972).

13288 U.S. 365 (1967). In Schwinn the Supreme Court established a rule of per se ille-
gality applicable 1o nonprice vertical restraims where the seller “parts with title, dominion or
risk with respect to the article ... " Id. at 879, See text al notes 40-60 infra for further discus-
sion of the case.

433 U.S. at 40-41.

'*1d. at 41. The jury awarded Gontinental $591.505 damages, which were trebled pur-
suant to 15 U.S.C. § 15 (1976}, resulting in a judgment against Sylvania of §1,774,515. /d.

'" GTE Sylvania Inc. v. Continental TV, Inc., 537 F.2d 980 (9th Cir. 1976) (en banc),
aff'd, 433 U.S. 56 (1977). The district court was initially affirmed by a three-judge panel in the
court of appeals. 1974-1 Trade Cas. 9 75,072 (9th Cir.), petition for rehearing en banc granted
and opinion withdrawn, 1974-2 Trade Cas. § 75,935 (9th Cir. 1974).

7537 F.2d at 988. Under the rule of reason, a restraint of wade is upheld if the effect
of the restraimt can be shown to tend toward the achievement of social goals which
counterbalance or outweigh its injury to competition. The classic articulation of the rule of
reason wis provided by Justice Brandeis in Chicago Board of Trade v. United States, 246 U S,
931 (1918):

[Tlhe true test of legality is whether the restraint is such as merely regulates and

perhaps thereby promotes competition or whether it is such as may suppress or

even destroy competition. To determine that question the court must ordinarily

consider the facts peculiar to the business to which the restraimt is applied; its

condition before and after the restraint was imposed; the nature of the reswraint

and its effect, actual or probable. The history of the restraint, the evil believed 1o

exist, the reason for adopting the particular remedy, the purpose or end sought

to be attained, are all relevant facts.
fd. at 238.

'® A territorial restraint is “a promise by the buyer that he will not sell the goods outside
a specified area or to customers who reside or have their place of business outside of that
area.” Note, Restricted Channels of Distribution Under the Sherman Act, 75 Harv. L. Rev. 795, 796
(1962).

'® A custonter restraint involves “promises by the bayer not to sell 1o certain customers
or classes of customers who are identified other than by their location.” Id.

537 F.2d a1 990.
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distributional restrictions without the resulting anticompetitive impact
which was present in Schwinn.*'

The Supreme Court granted certiorari,?? and in a six 1o two decision
affirmed the judgment of the Ninth Circuit on different grounds.** With
Justice Powell writing for the majority, the Court overruled Schwinn and
held that the legality of nonprice vertical restraints is to be determined
under the rule of reason.?® The Court found that in failing to recognize
the benefits to society which often could be derived from the use of vertical
restraints, the Schwinn Court had wrongly classitied vertical restrictions as
illegal per se.?® The Syfvania Court did not foreclose the possibility, how-
ever, that based upon a showing of “demonstrable economic effect” particu-
lar applications of vertical restraints might justify a rule of per se ille-
gality.* Concurring in the result, Justice White concluded that the Court
should have distinguished Sylvania’s location practice from the customer
restrictions in Schwinn on the grounds relied upon by the Ninth Circuit
majority.?” By unnecessarily overruling Schwinn, Justice White contended,
the Court had incorrectly displaced Schwinn’s social policy goal of allowing
businessmen “the freedom to dispose of the goods they own as they see
tit"*8 with an unwarranted concern for the “new economics of vertical rela-
tionships.”?"

As the third Supreme Court pronouncement on the legality of non-
price vertical restraints in- the last fifteen years, Sylvania is important in that
it represents the Court’s first attempt to examine the economic implications
of vertical restraints. On the basis of this inquiry, the Court has concluded
that the per se rule established in Schwinn is unjustified and that vertical re-
straints hold sufficient economic utility to require a case by case analysis
under the rule of reason. In exploring the significance and probable im-
pact of Sylvania, this note will first review the development of the judicial

' d. at Y91, Schwinn's market share was twenty-two percent at the time it instituted its
restrictive distribution program, s thirteen percent in 1961 when the program was chal-
lenged by the govermment. 388 U.S. at 368. In contrast, Sylvania’s market share was between
one and two percent in 1962 when it began its lecation practice, 537 F.2d ar 982, and had
climbed to five percent by 1965. I, at 941,

The Ninth Circuit majority opinion in Sylvania was met with lengthy disseming opinions
by Judges Kilkenny and Browning. Judge Kilkenny argued that the majority’s efforts to dis-
tinguish location restraints as being owside the scope of Schwinn were specious in that Schwinn
clearly encompassed Sylvania's location practice. fd. at 1004 (Kilkenny, ]., dissenting). Agree-
ing with judge Kilkenny's interpretation of Schwinn, Judge Browning addressed his dissent to
a justification of Schwinn as a means of “protectfing] the . . . right of independent business en-
tities to make their own competitive decisions free of coercion, collusion, or exclusionary prac-
tices.” Id. at 1018 (Browning, J., dissenting).

22 490 U.S. 893 (1976).

433 U.S. at 59. Justice Powell wrole the majority opinion, joined hy Chiel Justice
Burger and Justices Stewart, Blackmun and Stevens, Justice White concurred in the judgment.
Id. (White, J., concurring). Justice Brennan, joined by Justice Marshall, dissented, indicating
only his disugreement with the Court’s overruling of Sehwinn and voting for reversal of the
Ninth Circuit's decision. /4. at 71 (Brennan, ., dissenting). Justice Rehnquist did not ke part
in the decision. '

HId. aL 57,

3 0d, at 47-54,

2 pd. ar BY.

* fd, at 5966 (White, J., concurring). See text at notes 16-21 supra.

Hd, at 67,

2 Id. aL 6Y.
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treatment of nonprice vertical restraints. A discussion of Sylvania will follow
in which Justice White’s criticism of the Court’s refusal to distinguish Syl-
vania's location restraints as falling outside the Schwinn rule will be
examined. Next, the role which a manufacturer's market power and eco-
nomic justifications will play in determining the legality of vertical restraints
under the rule of reason will be analyzed. Finally, this note will consider
Sylvania’s implications for a continued per se rule against resale price
maintenance.

1. NONPRICE VERTICAL RESTRAINTS: FROM WHITE MOTOR TO SCHIWVINN

Although the development of judicial attitudes toward vertical market
division is only fifteen years old, the dramatic changes which have occurred
during this period mark nonprice vertical restraints as one of the most con-
troversial and judicially troublesome areas of antitrust law. Prior to its 1963
decision in White Motor Co. v. United States® the Supreme Court had never
considered the legality of purely vertically imposed territorial or customer
restraints.” In contrast, horizontal market division had long been estab-
lished as an illegal restraint of trade subject to a per se rule of illegality
under section one of the Sherman Act.??

In its initial exposure 1o nonprice vertical restraints in White Motor, the
Court was confronted with a case in which the nation’s largest truck manu-
facturer had imposed a system of territorial and customer restrictions on its
distributors and dealers.® The United States had argued that White
Motor’s vertical restrictions were illegal per se, and the District Court for
the Northern District of Ohio had agreed, granting summary judgment for
the United States.® On direct appeal,®® the Supreme Court, with Justice
Fortas writing for the majority, reversed the summary judgment, holding
that a trial on the merits was necessary to determine the legality of the ter-
ritorial and customer restraints.?® In remanding White Motor to trial, the
Court, despite a vigorous concurrence and dissent,3” declined to catagorize

0 979 US. 959 (1962).

M Despite the fact that the Supreme Court had never dealt specifically with nonprice
vertical restraints, it was generally believed, on the basis of dicta in United States v. Bausch &
Lomb Co., 321 U.S. 707, 721 (1944), that vertical division of territories was illegal per se. Ac-
cordingly, the Justice Department was able to obtain a number of consent decrees from com-
panies engaging in such practices without ‘ever fully litigating a case. See Stewart, Franchise or
Protected Territory Distribution, B ANTITRUST BULL.. 447, 470 n.51 (1963). However, Bausch &
Lomb was distinguished by the Court in White Motor as a case ““where price fixing was ‘an inte-
grai part of the whole distributor system. " 372 U.S. at 260, quoting United States v. Bausch &
Lomb Co., 321 U.5. 707, 720 (1944),

32 See, egr., United States v, Topeo Assoc., Inc., 405 U.S. 596 (1972); Timken Roller
Bearing Co. v. United States, 341 U.S. 593 (1951).

3372 U.S ar 255-56. White Motor's distributors and dealers were restricted to selling
within specified territories. Distributers and dealers also were franchised subject w a customer
restriction reserving sales to any federal or state government (o the White Motor Co. /d.

¥ United States v. White Motor Co., 194 F. Supp. 562 (N.D. Ohio 1961}, rev'd, 372 U.5,
253 (1962),

3 Direct appeal was authorized under 15 U,S.C. § 29 (1976).

3 Id. a 264,

¥ Concwrring in the Court's decision not to hald vertical restraints illegal per se, Justice
Brennan sharply distinguished the effects of territorial and customer restraints. Territorial re-
straints, observed Justice Brennan, although restricting intrabrand competition, could “foster a
vigorous inter-brand competition which might otherwise be absent.” Id. at 268 (Brennan, j.,
concurring). In contrast, Justice Brennan regarded customer restrictions as “lack[ing} any of
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vertical restraints as per se illegal. Rather, the Court stated that it would

intimate no view one way or the othter on the legality of such an
arrangement . . . . This is the first case involving a territorial re-
striction in a vertical arrangement; and we know too little of the
actual impact of both that restriction and the one respecting cus-
tomers to reach a conclusion on the bare bones of the doc-
utnentary evidence before us.®

Although White Motor purported to leave the status of nonprice verti-
cal restraints unresolved, the lower courts regarded White Motor as establish-
ing a rule of reason standard for vertical restraints. In the five years be-
tween White Motor and the Supreme Court’s reconsideration of vertical re-
straints in Schwinn, two cases involving vertical territorial restraints reached
the courts of appeals. In both cases the legality of the restraints was upheld
under the rule of reason. Based on an analysis of market structure and the
justifications for the restraints, the courts found that the vertical distribu-
tion systems involved, although restricting intrabrand competition, resulted
in an overall benefit to interbrand competition.**

Despite the findings of reasonableness in these cases, the justice De-
partment continued to seek a restrictive ruling on the legality of nonprice
vertical restraints. In Schwinn, just five years after the Court had declined
to rule on vertical restraints in White Motor, the Justice Department pre-
sented the Supreme Court with a full trial record in a case involving ter-
ritorial and customer restraints. The distribution plan under attack had
been adopted by the defendant in 1952, when it was the nation's largest
bicycle manufacturer.*® Schwinn’s distribution system involved three dis-
tinct marketing methods, each varying the function of the middle-uer dis-
tributors who marketed Schwinn bicycles 10 retailers. The first method,
termed the “Schwinn Plan,” allowed distributors to obtain from retailers
orders which would be relayed to Schwinn. Schwinn would then ship di-
rectly to the retailers, and pay a commission to the distributor taking the
order.*' Under the second distribution plan, distributors would pass mer-
chandise through their warehouses to retailers under a consignment or
agency transaction with Schwinn.** As a third sales option, distributors
would purchase merchandisé from Schwinn for resale to authorized deal-
ers.*® Under all three methods, the distributor was assigned a specific terri-.
tory and limited to dealing with franchised dealers within that territory.**

the countervailing tendencies to foster competition between brands which may accompany the
territorial limitations.” Id. at 272. By preventing distributors from competing with manufic-
turers for reserved accounts, Justice Brennan contended, customer vestrictions enabled manu-
facturers to protect a noncompetitive pricing structure, fd. at 275,

Justice Clark, joined by Justice Black, dissented in White Motor, fd. at 275 (Clark, |., dis-
senting), contending that “the existence of interbrand competition has never been a justifica-
tion for an explicit agreement o eliminate competition.” Id. at 278, Justice Clark therefore
would have held nonprice vertical restraints 1o be illegal per se.

38 1d. at 261 (emphasis in original).

3 Sandura Co. v. FTC, 339 F.2d 847, 858 (6th Cir. 1964) (territorial restraints imposed
on distributors of floor tiles): Snap-On Tools Corp. v. FTC, 321 F.2d 825, 831.32 {7ih Cir.
1963) (territorial and customer restraints imposed on distributors of mechanics’ handtools).

10 388 U.S. a1 368.

*1d. a0 370.

2 1.

B,

Y id. at 371.
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In turn, retail franchisees were subject to a customer restriction prohibiting
them from selling to nonfranchised retailers. '

The district court in Schwinn found Schwinn’s territorial restrictions to
be reasonable when exercised under the “Schwinn Plan” and consigniment
sales, but ruled that when the goods had been sold to the distributor, ter-
ritorial restrictions on sales were a per se violation of the Sherman Act.*
However, the district court found Schwinn’s use of customer restrictions to
be reasonable under all three methods of distribution.*” On appeatl the Su-
preme Court, Justice Fortas again writing for the majority, held that
Schwinn’s vertically imposed restrictions, both territorial and customer,
were justified when exercised under the “Schwinn Plan” and the consign-
ment distribution plan, but were illegal per se when the product had been
sold to the distributors.*® Drawing a sharp distinction “between the situa-
tion where the manufacturer parts with title, dominion or risk with respect
to the article, and where he completely retains ownership and risk of
loss,”* the court held it to be “unreasonable without more for a manufac-
turer to seek to restrict and confine areas or persons with whom an article
may be traded after the manufacturer has parted with dominion over it."s¢
To allow the manufacturer 1o exercise post-sale control over goods, Justice
Fortas further stated, would violate the “ancient rule against restraints on
alienation?”?!

Justice Stewart, joined by Justice Harlan, wrote a separate opinion in
Schwinn.> Although concurring with the majority’s holding that Schwinn’s
market plan was reasonable when Schwinn retained title to its products,
Justice Stewart questioned the creation of a per se rule in the absence of
evidence demonstrating the anticompetitive impact of vertical restraints.53
Criticizing the Court’s reliance upon the “andent rule against restraints on
alienation,” Justice Stewart contended that this rule was irrelevant in asses-
sing the impact of vertical restraints upon competition in the American
marketplace.’* Justice Stewart observed that draftsmen would casily be able
to avoid the per se rule by fitting business transactions into the
consignment-agency exception created by the Court.®® Such transactions
would “operate identically in terms of economic function and competitive
impact,”™¥ and in instances where this could not be achieved, Justice
Stewart argued, the elimination of small competitors through vertical inte-
gration would be likely to follow,3?

*#1d. a1t 370-71. Retailers were also franchised only (o designated locations. Id, a1 371.
This practice, which was at issue in Sylvania, was neither presented on”appeal nor addressed
by the Court in Schwinn. 433 U.S, at 46.

¥ United States v. Arnold, Schwinn & Co., 237 F. Supp. 323, 343 (N.D. Il 1985), rev'd
in part, 388 U.S. 365 (1967).

I, at 334.

* 388 U.S. at 379.

"% 1d. at 378-79,

3¢ 1d. at 379.

511d. at 380.

*21d. at 382 (Stewart, J., concurring).

33 1d. au 389.

14 ar 392,

55 1d. at 393,

58 1d.

37 1d. at 394.
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The per se doctrine announced in Schwinn was rvegarded by most
courts as creating a generally unqualified per se rule against all post-sale
vertical restraints.®® However, a number of lower courts sought to preserve
the perceived benefits of vertical restraints by construing Schwinn nar-
rowly.® Coinciding with this uneasy judicial acceptance of Schwinn’s broad
per se doctrine was extensive scholarly criticism of the opinion.® Thus, by
the time Syfvania reached the Supreme Court, strong pressures militated in
favor of Schwinn’s modification or its complete reversal.

Il. THE REDEEMING VIRTUES OF VERTICAL RESTRAINTS: SCHWINN
RECONSIDERED

A. Continental T.V., Inc. v. GTE Sylvania Inc.

Against this background, the Supreme Court in Syfvania considered
the antitrust conseguences of nonprice vertical restraints for a third time.
The threshhold question faced by the Court was whether Sylvania’s practice
of imposing location restrictions on its franchisees fell within the scope of
the Schwinn per se rule. Rejecting the narrow construction which the Ninth
Circuit majority had given to Schwinn,®' Justice Powell noted that Schwinn
also had imposed a location restriction on its ‘retailers.*? Therefore, the

8 See, e.g., Copper Liquor Inc. v, Adolph Coors Co., 506 F.2d 934, 945 (5th Cir. 19758);
Eastex Avimtion Ine. v. Sperry and Hutchison Co., 522 F.2d 1299, 1308 (5th Cir. 1975); Noble
v. McClaichy Newspapers, 533 F.2d 1081, 1086-87 (9th Cir. 1975); Interphoto Corp. v.
Minalta Corp. 295 F. Supp. 711, 720 (8.1L.N.Y.), aff'd, 417 F.2d 621 (2d Cir. 1969); United
States v. Glaxo Group, Lid., 302 F. Supp. 1. 10-11 (D.D.C. 1969}, rev'd on other grounds, 41
U.S. 52 (1979).

0 See, e.g., Tripoli Co., Inc. v. Wella Corp., 425 F.2d 932, 936 (3d Cir} (exception to
Schuwinn recognized for restrictions on the sale of dangerous products o certain classes of cus-
tomers), ¢ert, denied, 400 U.S. 881 (1970); Janel Sales Corp. v. Lanvin Parfums, Inc., 396 F.2d
398, 406 (2d Cir.) {application of per se rule rejected for lack of firm enforcement of contrac-
tual restriction), cerf. denied, 393 U.S. 988 (1968); Carter-Wallace, Inc. v. United States, 449
F.2d 1874, 1380 (CLCL 1971} (post-sale restrictions allowed where dual price structure allowed
reduced prices for restricted buyer). See generally, ABA ANTITRUST SECTION, MONOGRAPH NO.
9, VERTICAL RESTRICTIONS LIMITING INTRABRAND COMPETITION 13-16 (1977) [hereinafter
MonocRar]; Comment, Exceptions to Schwinn's Per Se Rule: Their Validity and Implications for
the Future, 31 WasH. & Lee L. Rev, 643 (1974).

8 See, e.g., Handler, The Twentieth Aunual Antitrust Review-1267, 53 Va. L. REv. 1667,
1680-86 (1967). Phillips, Schwinn Rules and the “New Economics” of Vertical Relations, 44 ANTI-
TRUST L.J. 573 (1975); Pollock, The Schwinn Per Se Rule: The Case for Reconsideration, 44 ANTI-
TRUST L.J. 557 (1975); Posner, Antitrust Policy and the Supreme Court: An Analysis of the Restricted
Distribution, Horizontal Merger and Potential Competition Decisions, 75 Corum. L. REv, 282 (1975);
Rohinson, Recent Antitrust Developments: 1974, 756 CoLuM. L. REv. 243, 270-81 (1975); Note, The
Per Se Rule As Applied To Vertical Territorial Restraints: An Improper Standard, 1975 Dukk L.J. 935
(1975). Contra, Blecher, Schwinn —An Example of a Genuine Commitment to Antitrust Law, 44
Awnrrrrust L.). 550 (1975); Comanor, Vertical Territorial and Customer Restrictions: White Motor
and its Aftermath, 81 Harv. L. Rev. 1419 (1968); Louis, Vertical Distributional Restraints Under
Schwinn and Sylvania: An Argument for the Continuing Use of a Partial Per Se Approach, 75 Mich.
L. Rev. 275 (1976); Zimmerman, Distributional Restrictions After Sealy and Schwinn, 12 ANTI
TrRUST BuLL. 1181 (1967).

01433 U.S. at 46 n. 12.

8214, at 46. Although the Court in Sehwinn observed that Schwinn's dealers were fran- -
chised subject to a location restriction, 388 U.S. at 370, the legality of the restriction was not
challenged in the district court or on appeal. lronically, on remand the district court permit-
ted Schwinn 10 use a location clause in its franchise agreements. United States v. Arnold,
Schwinn & Co., 291 F. Supp. 564, 565-66 (N.D.11l. 1968).
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only element which distinguished Schwinn’s franchise plan at the retail
level from Sylvania's was the added presence of a customer restraint, pro-
hibiting Schwinn retailers from selling Schwinn products to nonfranchised
dealers. Although it engaged in no economic analysis of either franchise
plan, the Court found that “[i]n intent and competitive impact, the retail
customer restriction in Schwinn is indistinguishable from the location re-
striction in the present case.”*?

Having found that the legality of Sylvania’s location practice was gov-
erned by Schwinn, the Court refused to apply directly that case’s per se
holding, but chose instead to reconsider the analysis of its 1967 opinion.
Characterizing the Schwinn decision as an “abrupt and largely unexplained
departure from” White Motor,** Justice Powell stated that a restraint of
trade must “‘lack .. . any redeeming virtue' "> before it could be regarded
as per se illegal. Under this standard, Justice Powell found that the Schwinn
per se rule failed on several grounds. First, the per se rule in Schwinn had
been drawn oo broadly, failing to distinguish restrictions which limited in-
trabrand competition from those which eliminated it completely.®® Second,
passage of title, the crucial factor in Schwinn, was seen as irrelevant to what
Justice Powell termed “the Court’s effort [in Schwinn] to accommodate the
perceived intrabrand harm and interbrand benefit of vertical restric-
tions.”*" Third, the Sylvania Court also rejected the relevancy of the “an-
cient rule against restraints on alienation” to the issue of whether vertical
restrictions should fall under a per se prohibition.®® In light of these con-
siderations, the Court concluded that Schwinn’s sale-nonsale distinction was
an invalid criteria for application of a per se rule.®

The Court then turned to an examination of the competitive impact
of vertical restrictions. While acknowledging that vertical restraints tend to
reduce intrabrand competition, the Court observed that such restraints may
also promote interbrand competition by allowing manufacturers to achieve
distributional efficiencies.™ The efficiencies recognized by the Court were
twofold: first, vertical restraints enabled manufacturers to induce retailers
to make investments in capital and labor necessary to allow manufacturers
to enter new markets;”! and second, such restrictions could encourage re-
tailers to engage in promotional activities and provide point-of-sale service
and repair facilities.”> More specifically, the Court found that vertically im-

83 433 U.S. at 46.

Mid. at 47.

9 {d. al 50, quoting Northern Pac. R. Co. v. United States, 356 U.S. 1, 5 (1958).
"M 433 U.S, at 52.

%7 fd.
®1d. at 63 n. 21. The Court adopted by reference Justice Stewart’s criticism in Schwinn
that the rule against restraints on alienation is “irrelevant to . . . the effect of the antitrust laws

upan vertical distributional restraints in the American economy today.” 388 U.S. at 392
(Stewart, J., concurting).

% 433 U.S. at 57.

T Id. an b,

"' id. at 55, The Supreme Court previously had recognized the possible validity of such
a “newcomer” justification, applicable 1o new manufacturers and manufacturers entering new
markets. See United States v. Arnold, Schwinn & Co., 388 U.S. 365, 374 (1967); White Motor
Co. v. United States, 372 U.S. 253, 268 (1963). For further discussion of this Jjustification, see
text at notes 114-17 infra. .

" Id. at 55, For further discussion of this justification, see text at notes 118-24 infra.
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posed restrictions facilitate minimization of “free-rider” distributors,”
thereby promoting aggressive marketing. In addition, the Court recognized
the valid concern which manufacturers may have in the distribution of
their products due to the possible strict tort and statutory liability of a re-
mote seller.™

On the basis of this economic reasoning, the Court concluded that the
per se rule in Schwinn should be overruled, and ordered a “return to the
rule of reason that governed vertical restraints prior to Schwinn.”™ In af-
firming the Ninth Circuit decision, the Court declined to draw any distinc-
tions among the forms which such restrictions might take.™ Howéver, the
Court did not eliminate the “possibility that particular applications of verti-
cal restrictions might justify per se!prohibition,” but warned that “depar-
ture from the rule of reason standard must be based upon demonstrable
economic effect rather than—as i’ Schwinn—upon formalistic line draw-
ing 77

78 The “tree-rider” effect has been regarded by the courts and by commentators as a
major justification for allowing the use of vertical restraints. See, e.g., Copper Liquor, Inc. v.
Adolph Coors., 506 F.2d 934, 941 n. 5 (5th Gir. 1975); Bork, The Rule of Reason and the Per Se
Coneept: Price Fixing and Market Division, 75 YaLE L.]. 8373, 430-38 (1966) [hereinafter cited as
Bork 1i]; Posner, supra note 60, at 285. The free-rider effect occurs when one dealer provides
puint-of-sale consumet setvices, such as showroom facilities or a large inventory. Other deal-
ers, rather than provide similar services, encourage customers to utilize the competing dealers
faclhty, while sullutmg buyers to make their pur(,hases from them at a lower price. The “dis-
count” dealer is, in effect, taking a “free-ride” on the competing dealers overhead expendi-
tures. The result of this effect may be that no dealer will provide the extra services, despite
the fact that all dealers might be better off if each provided them. See R. POSNER, ANTITRUST
Casts, ECcoNoMIC NOTES AND OTHER MAIERIAI 5 225-26 (1974).

The free-rider effect also may frustmtc the manufacturer’s desire to induce dealer ad-
vemsmg efforts. Dealers may be reluctant to provide local product promotion if intrabrand
competition allows nonadvertising dealers o benefit from the advertising. See, e.g., Sundura
Co. v. FTC, 339 F.2d 847, 857 (6th Cir. 1964) (defendant’s restrictive distribution practice jus-
titied by the need to provide dealers with insulation from intrabrand competition in order to
induce local advertising effort).

7433 U.S. at 55 n. 23, The Court did not imply that the possible justifications for the
use of vertical restraints were exhausted by its discussion. Rather, the range of such justifica-
tions might be very broad, See, a8 Adolph Coors Co. v. FTC, 497 F.2d 1178, 1187 (10th Cir.
1974) {suggesting that a justification for vertical restrictions may exist where a unique product
requires controlled distribution to prevent spmldge) cert. dented, 419 U.S. 1105 (1975); Snap-
On Tools Corp. v, FTC, 321 F.2d 825, 832 (7th Cir. 1968) (need to achieve market penetra-
tion accepted as justification for territorial restraints on distributors); MONOGRAYH, supre note
59, at 67-70.

433 U.S. at 59.

™ fd. at 58 n. 29. In addition to territorial, customer and location restraints, manufac-
turers have exercised at léast two other means of retaining cottrol over the post-sule distribu-
tion of their products: area-of-primary responsibility and profit pass-over arrangements. Al-
though both of these restrictions limit intrubrand competition to some extent, they both had
been regarded as falling outside the scope’ of Schwinn. See MONOGRAFH, 'supra note 59, at
20-22.

An area-of-primary responsibility restriction requires dealers to concentrate their pri-
mary selling éffort within a specified territory or class of customers, but does not prohibit sell-
ing outside of that area or customer group. See, e.g., United States v. Arnold, Schwinn & Co.,

. 291 F. Supp. 564, 565-66 (N.D. Iil. 1968) (final judgment allowing a primary responsibility re-
striction).

A proﬁt pass-over clause requires a dealer selling in another dealer's territory to pay a
portion of its profit from the sale to the dealer whose territory has been violated. See, e.g.,
Superior Bedding Co. v. Serta Assoc., 353 F. Supp. 1143, 1150 (N.D. Il 1972) (profit pass-
over not per se illegal).

7433 U.S. at 58-59.
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Although concurring with the majority’s conclusion that Sylvania’s lo-
cation practice should be judged under the rule of reason, Justice White
vigorously disagreed with the Court’s action in overruling Schwinn.™ Ac-
cepting the Ninth Circuit's reasoning,” Justice White argued that the loca-
tion restraint at issue in Sylvania could be distinguished from the restric-
tions present in Schwinn on the basis of the nature of the location restraint,
its competitive impact, and the market share held by Sylvania.®® Justice
White initially found the majority’s conclusion—that the location restraint
in Sylvania was indistinguishable in intent and competitive impact from the
customer restriction in Schwinn—economically unsound.®* The customer
restraint in Schwinn, which prevented retailers from reselling to nonfran-
chised dealers, eliminated discount stores as a source of intrabrand compe-:
tition.*? In contrast, a dealer bound by Sylvania’s location agreement was
free to sell to discounters, thus allowing this source of price competition to
survive. For this reason, the anticompetitive impact of Sylvania’s location
restrictions was seen by Justice White to be significantly less than that of
Schwinn’s customer restraints,*? '

Justice White’s second ground for distinguishing Sylvania’s vertical re-
straints from those present in Schwinn was based on the disparity in the rel-
ative market shares held by Sylvania and Schwinn. Since Schwinn had held
a far greater degree of market power in the bicycle market than had Syl-
vania in the television market,** Justice White argued that Sylvania was sub-
Jject to a greater degree of interbrand competition than was Schwinn.¥s This
interbrand competition reduced any anticompetitive impact visited on the
market by Sylvania’s location restraints. Justice White also observed that in
1962, when its franchise plan was instituted, Sylvania was threatened with
market expulsion.®® "Thus, Justice White found Sylvania’s location restraints
Justified on the basis of Sylvania’s precarious market position and the rela-
tively high degree of interbrand competition existing in the television mar-
ket.*” Unlike the majority, however, Justice White concluded that the
Schwinn per se rule should not be abandoned so easily; instead, he advo-
cated its retention with the added prerequisite that the defendant have suf-
ficiently dominant market power in order for the rule to apply.®

In addition to distinguishing Sylvania’s location restraints on economic
grounds, Justice White sharply criticized the Sylvania majority’s contention
that the Schwinn Court had established a sale-nonsale distinction as a com-

™ 1d. at 59-71 (White, J., concurring).
™ See text at notes 16-21 supra.
#0433 U.S. at 59-66 (While, J., concurring),

81 1d. at 60,

82 388 U.S. at 370-71.

53433 U.S. at 61. .

¥+ Sylvania held a five percent market share in 1965. Id. at 38. Schwinn held a thirteen
percent market share in 1961 when its distribution program was challenged. 388 U.S. a1 368.
Schwinn also had succeeded in differentiating its products to a substantial degree. See United
States v. Arnold, Schwinn & Co., 237 F. Supp. 323, 335 (N.D. 11l 1965), affd, 388 U.S. 365
{1967). ‘

5433 U.S. at 63-66 (White, |., concurring).

8 1d. at 64.

5T Id. at 65.

#8 Id. at 65-66.
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promise between the intrabrand harm and interbrand benefits of vertical
restrictions.® Rather, he perceived the policy of Schwinn to be the protec-
tion ol individual business autonomy. Conceding that the sale-nonsale dis-
tinction in Schwinn might bear little relationship to the economic impact of
vertical restraints, Justice White nevertheless argued that the “concern for
the freedom of the businessman to dispose of his own goods as he sees
fit"™* should not be wholly obscured by the “notions of ‘free rider’ effects
and distributional efficiencies borrowed ... from the ‘new economics of
vertical relationships.” ™' Moreover, Justice White criticized the majority for
appearing to be unmindful of its decision’s obvious relevance to the well es-
tablished per se rule against vertical price restraints.’® Believing that the
justifications the Court offered in behalf of nonprice vertical restraints hore
equal applicability to vesale price maintenance, Justice White faulted the
majority for casting substanttal doubt over the continued validity of that
rule in antitrust practice.”

The differences between Justice White and the majority in Sylvania
are grounded on divergent perceptions of the competitive impact of non-
price vertical restraints and the underlying policy goals of antitrust en-
forcement in the areu of vertical restraints. The Supreme Court has never
before directly examined the economic and policy implications of nonprice
restrictions on intrabrand competition. The opinions in Sylvania thus stand
as the Court’s first analysis of this subject.

B. An Analysis and Evaluation of Sylvania

Although Justice White and the Ninth Circuit majority advanced sev-
eral arguments to show that the location restraints at issue in Sylvania were
not implicated by Schwinn, the Supreme Court appears to have been correct
in finding otherwise. As to Justice White's first contention, that location re-
strictions may have less of an anticompetitive impact on intrabrand compe-
tition than the territorial and customer restraints held illegal in Schwinn,
the majority accurately recognized that it would have been inconsistent with
Schwinn to find on economic grounds that location restraints justify differ-
ent treaumeni. First, Schwinn indicated no distinction between restraints
which merely limit intrabrand competition and those which totally preclude
it. Moreover, the existence of a location restraint imposes an economically
determined territory beyond which limitations on dealer advertising and
delivery costs will discourage intrabrand competition. Through the use of
location restraints, therefore, manufacturers are able to impose de facto

B fd. al 66-69,

" Id, at 67,

"I, at 69, guoting id. a1 54-57 (majority opinion).

"2 fd. at 69-70. Vertical price restraints have long been regarded as illegal per se. See,
e.g., Albrecht v. Herald Co., 390 U.S. 145 (1968) (maximum resale ‘prices illegal per se); Dr.
Miles Medical Co. v. John D. Park & Sons Co., 220 U.S, 373 (1911) (minimum resale prices
illegal per se). See ext at notes 132144 infra, for further discussion of Sylvania's impact upon
the per se rule against resale price maintenance,

»3 433 U.S, a1 70 (White, ., concurring). .

M Id. at 60-62, See also Pollock, Alternative Distribution Methods After Schwinn, 63 Nw. U,
L. Rev. 545, 603-04 (1968); Robinson, supra note 60, at 277-78.
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territorial restraints on retailers.®® Thus, if Schwinn was premised upon the
Supreme Court’s belief that there are no benefits to competition sufficient
to justify vertical restraints on intrabrand competition, then the use of a lo-
cation restraint clearly should act as a sufficient barrier to intrabrand com-
petition to invoke the application of Schwinn.

Justice White’s second ground for distinguishing Sylvania’s location
restraints, that Sylvania’s low market share jusiified an exception to
Schwinn, also seems less compelling than the majority’s rule of reason ap-
proach. Under the rule Justice White evidently would have adopted—a
market power test triggering a per se rule—further consideration of the
legality of a distributional restraint would be precluded once the presence
of a certain degree of market power was shown.?® This approach seems
undesirable for two reasons. First, the level of market power at which a per
se rule would be invoked is highly problematic. As the majority correctly
observed, “[h]aving crossed the ‘failing firm’ line, Mr. Justice White neither
attempts to draw a new one nor to explain why one should be drawn at
all.”" Second, the assumption implicit in Justice White’s suggestion, that all
vertical restraints imposed by a manufacturer with more than a minimal
degree of market power should be illegal per se, seems unwarranted. As
the Sylvania Court implicitly recognized, a broad range of manufacturer
market power exists within which vertical restraints may be highly benefi-
cial to interbrand competition.®®

Thus, the Sylvania Court correctly refused to recognize exceptions to
Schwinn based on variations in the economic impact of the restraint in-
volved or the degree of market power held by the defendant. The Court
perceived that, in view of the possible procompetitive benefits of vertical
restraints, such an approach would be inappropriate. Not only would such
a rule frustrate the certainty inherent in a per se rule, but it would be eco-
nomically disadvantageous, in addition, by mandating lower court prohibi-
tion of potentially desirable marketing devices.

In addition to arguing that Sylvania could be distinguished from
Schwinn on economic grounds, Justice White expressed “substantial misgiv-
ings™** over the Court’s abandonment of what he perceived to be Schwinn’s
concern for the freedom of individual businessmen to act according to

* For example, Sylvania franchisces were kimited to an “economic” territory of 25-50
miles from their franchised locations “[bly reascn of the inherent limitations respecting adver-
tising and promotion and delivery and service of sets sold ...." 537 F.2d at 1010 (Kilkenny,
J., dissenting).

#¢ Justice White drew a specific analogy 1o Northern Pac. R. Co. v. United States, 356
U.S. 1 (1958), where the Court held that tying agreements are illegal per se “whenever a party
has sufficient economic power with respect to the tying product to appreciably restrain [ree
competition in the market for the tied product and a ‘not insubstantial' amount of interstate
commerce is affected.” Id. at 6.

7433 U.S. at 46 n. 12. A per se rule based on market power alone would also have the
undesirable effect of creating a high degree of uncertainty among manufacturers regarding
the legality of their restrictions. See, e.g., United States v. Topco Assoc., 405 U.S. 596, 609 n.
10 (1971} (major benefit of per se rules is the certainty they provide to businessmen regarding
what practices are legal and illegal under the Sherman Act). Moreover, it might create an in-
centive for complex and lengthy litigation on the issue of market power alone. For an example
of the problems inherent in market definition in a differentiated product market, see Telex
Corp. v. IBM Corp., 510 F.2d 894, 915-19 (10 Cir. 1975).

8433 U.S. at 53 n. 22,

*1d. at 66 (White, J., concurring).
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their own choice and discretion.'®® Sherman Act enforcement has often
recognized noneconomic goals, such as decentralized decision making and
the preservation of small business, in addition to promoting economic effi-
ciency.'® As Justice White correctly observed, Sylvania represents a change
in the Court’s perception of the policy goals of antitrust enforcement in the
area of vertical restraints. The nature of the Court’s analysis in Schwinn
strongly supports Justice White's assertion that the Schwinn per se rule wus
based on the policy of encouraging individual business autonomy rather
than economic efficiency.'®? In contrast, the Sylvania Court, by emphasizing
economic efficiency to the exclusion of other considerations, has rejected
noneconomic goals as an explicit aim in formulating an antitrust policy for
nonprice vertical restraints.’%

Despite this tension between the Court’s policy objectives in Schwinn
and Sylvania, it is submitted that the Court in Sylvania correctly rejected
Schwinn’s concern for business autonomy. To the extent that vertical re-
straints affect business at different levels of distribution in varying ways,

100 14, 66-69.

©1 Primary among the policies of the antitrust laws has been a concern with cconomic
values as & means of achieving the ultimate economic benefit to consumers. This objective was
expressed by Justice Black in Northern Pac. Ry. Co. v, United States, 356 U.S. | {1458):

The Sherman Act was designed w be a comprehensive charter of economic lib-

erty aimed at preserving [ree and unfettered competition as the rule of trade. I

rests on the premise that the unrestrained interaction of competitive forces will

yield the best allocation of our economic resources, the lowest prices, Lthe highest

quality and the greatest material progress, while at the same time providing an

environment conducive to the preservation of our democratic political and social
institutions.
Id. m 4

However, antitrust enforcement at times has alse sought to achieve additional ohjectives,
such as the preservation of small business units, regardless of whether or not the resulting
market is economically efficient. As Judge Learned Hand observed in United Siates v.
Alumitunn Co. of America, 148 ¥.2d 416 (2d Cir. 1945): *Throughout the history of [the an-
titrust laws] it has been constantly assumed that one of their purposes was to perpetuate and
preserve, for its own sake and in spite of possible cost, an organization of industry in small
units which can effectively compete with each other.” Id at 429.

A third goal of the antitrust laws, most apparent in the treatment of vertical price re-
straints, has been the preservation of individual economic freedom of action. See, ez, Kicfer-
Stewart Co. v. Joseph E. Seagram & Sons, 340 U.S. 211, 213 (1951}, where the Supreme
Court held maximurn resale prices illegal per se in part because they “cripple the freedom of
traders und thereby restrain their ability to sell in accordance with their own judgment.” See
generatly Bohling, Franchise Termination Under the Sherman Act: Populism and Relational Power, 53
Texas L. Rev. 1180, 1186-92 (1975); Bork, The Rule of Reason and the Per Se Concept: Price Fix-
ing and Market Division, 74 YALE L,J. 775 (1965): Elzinga, The Goals of Antitrust: Other Than
Competition and Efficiency, What Else Counts?, 125 U. Pa. L. Rev. 1191 (1977).

102 The contention that Schwinn was not grounded in economic efficiency is supported
by the Court's reliance upon the “ancient rule against restraints on alienation,” 388 U.S. at
380, to establish the sale-nonsale transaction distinction. See, e.g., GTE Sylvania Inc. v, Conti-
nental T.V., Inc., 537 F.2d 980, 1023 (9th Cir. 1976) {(en banc) (Schwinn has “located the
boundary for application of the per se rule in a way that serves the Sherman Act's purpose of
preserving the competitive freedon of independent businessmen”) (Browning, J., dissenting},
aff’d, 433 U.5. 36 (1977); Jones, The Growth and Importance of Franchising and the Role uf Law, 12
ANTITRUST Bunn, 717, 741 (1967) (“The Supreme Court [in Schwinn] would appear to be
evolving a doctrine which embraces the freedom of an individual businessman to conduct his
business as he sees fit.”).

199 The Syfvania. Court rejected the view that Schwine had been based on neneconomic
concerns, stating that “an antitrust policy divorced {rom market considerations would lack any
objective benchmarks.” 433 U.S, at 53 n. 21.
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the pursuit of noneconomic policy goals in this area of antitrusi law is
highly elusive. Although Schwinn protected the business autonomy of inde-
pendent franchisees, it may have actually frustrated the policy of ensuring
the survival of those same distributors because, in effect, it encouraged
large manufacturers to integrate vertically and to eliminate their wholesal-
ers and retailers.!" Furthermore, by preventing manufacturers from
achieving distributional efficiencies through the use of vertical restraints,
Schwinn’s per se rule may have impaired the ability of small manufacturers
to compete effectively against large competitors.'¥® Thus Schwinn, while al-
lowing independent franchisees business autonomy, may have conflicted
with the perceived antitrust policy of ensuring the survival of small busi-
ness. Under Sylvania, while some small wholesalers may suffer a loss of
business autonomy and find their aspirations for growth defeated through
the use of restrictive franchise agreements, the survival of small business
may be encouraged by the ability of small manufacturers 1o use vertical re-
straints to enable them to compete against large business chains.'*® The
Sylvaniq majority’s correct resolution of this discord between noneconomic
goals was to ground its return to the rule of reason in terms of market effi-
ciency.'®? '

III. NONPRICE VERTICAL RESTRAINTS UNDER THE RULE OF REASON

By removing nonprice vertical restraints from the category of re-
straints of trade which are illegal per se, the Supreme Court has opened
the door to their use in a wide variety of commercial settings. However, the
absence of rule of reason guidelines in Sylvania leaves a large degree of dis-
cretion to the lower courts in determining the legality of vertical restric-
tions Accordingly, two compelling questions remain open after Sylvania:
first, to what extent will a manufacturer's market power limit its legal abil-
ity to impose vertical restraints; and second, which manufacturer justifica-
tions will be recognized under the rule of reason.

'™ Schwinn, for example, vertically integrated its distribution system following its litiga-
tion. Keck, The Schwinn Case, 23 Bus. Law, 669, 686 (1968). See also Simon, Dual Distribution, 37
ANTITRUST L.J. 168, 170 (1968) (pressures for vertical integration created by Schwinn may
“hasten the demise of many independent distributors™).

19% See, e.g., United States v. Arnold, Schwinn & Co., 388 U.S. 365, 380 (1967) (recugniz-
ing the extent to which a per se rule "might severely hamper smaller enterprises resorting to
reasonable methods of meeting the competition of giants™); GTE Sylvania Ine. v. Continental
T.V., Inc., 537 F.2d 980, 999-1000 (9th Cir. 1976) (en banc) (“the ultimate result of a per se
rule might be to undermine franchising as a tool to enable the small, independent
businessman to compete with the large vertically integrated giants of many industries™), aff'd,
433 U.S. 36 (1977).

0% See, e.g., Sandura Co. v. FTC, 339 F.2d 847, 857 (6th Cir. 1964); see note 73 supra.

""" The Ninth Circuit opinions in Sylvania illustrate the difficulty of attempting 10 en-
courage objectives other than efficiency through the use of legal standards for vertical re-
straints, The majority premised its holding that location restraints were to be judged under
the rule of reason, in part, on the apprehension that a per se rule “would undoubtedly hasten
the disappearance from the American marketplace of the small independent mer-
chant ... ."537 F.2d at 999, in contrast, in advocating the application of a per se rule, Judge
Browning, in dissent, found that Sylvania's location practice ran afoul of the Sherman Act by
threatening individual business autonotny, Id. at 1018-19 (Browning, |., dissenting).
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The degree of market power'®® held by a manutacturer is an essential
consideration in determining whether that manufacturer’s vertical restric-
tions have a harmful or beneficial effect on interbrand competition. If a
manufacturer holds an insubstantial degree of market power in an industry
characterized by strong interbrand competition, vertical restraints will have
little impact on overall competition. Thus, the likelihood that the use of
vertical restraints in a competitive market context will ¢nable a manufac-
turer to maximize efficient distribution, and thereby consumer satisfaction,
is strong.'* Conversely, where a manufacturer holds a substantial degree
of market power there is less of a likelihood that inerbrand competition
will be benefited by vertical restrictions which impede intrabrand competi-
tion.''" Under conditions of strong product differentiation and substantial
market share, the ability of territorial and customer restrictions to enhance
interbrand compeltition to a degree which more than offsets the loss to in-
trabrand competition is greatly reduced. The Sylvania Court specifically re-
served the possibility that upon a showing of “demonstrable economic ef-
fect” particular applications of vertical restraints might justify a per se
rule.'" It would not be surprising, therefore, if after repeated judicial in-
quiry into the competitive impact of vertical restraints under the rule of
reason, courts establish a rule of presumptive illegality based on market
power.''?

Similarly relevant in rule of reason analysis is the validity of a manu-
facturer’s justification for employing vertical restrictions. Although the
Court in Sylvania stated that the need to attract new dealers and to avoid
free-rider effects among distributors could justify the use of vertical re-
straints,''3 the Sylvania opinion neither suggested other justifications, nor
intimated where vertical restraints might be inappropriate. It appears man-
ifest that limitations to otherwise acceptable justifications for vertical re-
straints do exist, however, and analysis of a proffered justification in indi-
vidual market situations is an essential requirement for effective application
of the rule of reason.

One justification recognized in Sylvania was the use of vertical re-
straints to attract investment by new distributors.''* A new manufacturer,

108 Economic theory defines market power as a function of market share and product
differemiation. Product differentiation occurs when consumer preferences for otherwise sub-
stitutable products are influenced through physical differences, ancillary services or advertis-
ing. Market power, whether achieved through market share or product differentiation, en-
ables its possessor to exércise some degree of power over price. F. SCHERER, INDUSTRIAL MAR-
KET STRUGTURE AND ECONOMIC PERFORMANGE 10 (1970). See also Comanor, supre note 60, at
1423,

198 Cf. F. SCHERER, supra note 108, at 512 (vertical restraints most likely to yield benefits
in unconcentrated, weakly differentiated market).

1 See Adolph Coors Co., [1973-76 Transfer Binder] Trapg ReG, Rep, (CCH) 1 20,403
at 20, 293 (F.'T.C. 1973) ("It is where the manufacturer . . . possesses substantial market power
... that vertical territorial restrictions are especially pernicious, for they eliminate the possibil-
ity of intra-brand eompetition which in an imperfect market is a critical supplement o compe-
tition between and among different brands.”), aff'd, 497 F.2d 1178 (10th Cir. 1974}, cert. de-
nied, 419 U.S. 1105 (1975).°

11433 U.S. ar 59,

"o Baker, Vertical Restraints in Times of Change: From White to Schwinn to Where?, 44
Anrrrrust L.J. 537, 545-46 (1975) {proposing a rule of presumptive illegality based on market
power).

L3 433 U.S. at 55.

.
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or an established manufacturer entering a new product line, may be able to
induce dealer investment only by providing some degree of insulation from
intrabrand competition.''® The use of territorial restrictions, by eliminating
or reducing the price erosion which results from intrabrand competition,
may allow new dealers to recover high investment costs initially incurred in
distributing a new product line. This Justification must be qualified, how-
ever, by the recognition that once a new manufacturer attains a viable mar-
ket position, or a new product line gains consumer acceptance, competitive
forces in the market place should be allowed to determine the extent to
which further dealer investment takes place. The continued use of vertical
restraints, at this point, may serve primarily to increase industry concentra-
tion and raise enwry barriers for potential entrants.!’® Hence, a court
evaluating a dealer recruitment justification should be alert to two pos-
sibilities before sustaining a distribution restriction. First, it should deter-
mine whether vertical restraints are in fact necessary to attract dealer in-
vestment. For example, an established manufacturer with a favorable brand
image may not need to use vertical restraints to induce dealers to carry its
new product. Second, if restraints are alleged to be necessary to attract in-
vestment, it should be determined whether the product has had sufficient
time, under the restrictive distribution plan, to auain commercial viability.
Once such a period of time has passed, as determined by industry stan-
dards, the dealer recruitment justification should lose its vitality.!!”?

A second justification for vertical restraints noted by the Syluania
Court was the fact that without such restraints, dealers providing point-of-
sale services, such as showrooms, advertising and repair faciliues, would
have their territories invaded by “free-riders” who would take advantage of
local sales efforts.""® However, the free-rider justification may not always be
valid for one of several reasons. First, most low priced, nondurable “con-
venience goods” are distributed through a saturation sales method to as
large a group of retailers as possible.!” Hence, in the distribution of con-
venience goods the need to reduce intrabrand competition for the purpose
‘of avoiding the free-rider effect will rarely be present. The free-rider jus-
tification, therefore, is limited primarily to “shopping goods,” products

13 See, e.g., Copper Liquor, Inc. v. Adolph Coors Co., 506 F.2d 934, 938 {56th Cir. 1975)
{beer distributors unwilling to make necessary capital expenditure unless insulated from in-
trabrand competition); Note, supra note 18, at 806.

"'% §ee Comanor, supra note 60, at 1438. Professor Comanor observes that consumer
demand for a product should auract dealer invesiment, rather than high returns anificially
created through the use of vertical restraints. He contends that investment risk at the dealer
level should no more serve as a justification for vertical restraints than investment risk at the
manufacturing level should serve as a valid justification for horizontal restrictions. /d. at
1428-29. Se¢ also Louis, supra note 60, at 296-300.

"7 Cf. United States v. Jerrold Electronics Corp., 187 F. Supp. 545 (E.D. Pa. 1960) (al-
though a tying arrangement was justified at its inception o protect product reputation, de-
fendant failed 1o prove that it remained justifiable throughout the period of its use), aff'd per
curiam, 365 U.S. 567 (1961).

119 388 U.S. at 55. See note 73 supra.

1" See M. PORTER, INTERBRAND CHOIGE, STRATEGY AND BILATERAL MARKET POWER 24
{1976). Convenience goods, such as wothpaste, soap or cigarettes, are usually purchased by
consumers at the nearest “convenience outlet.” Most product differentiation for convenience
goods, therefore, is achieved through manufacturer advertising, rather than by point-of-sale
services. Id, ar 26,
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which are infrequently purchased and for which price and quality gains can
be achieved through comparison shopping.'*®

Second, the ability of manufacturers to avoid free-riders on dealer
advertising through the use of vertical restraints has been signiticantly lim-
ited by the increasingly high concentration of nonconvenience retail outlets
in many metropolitan areas. The broad reach of conventional advertising
methods, such as television, radio and newspapers, along with increased
consumer mobility, makes the free-rider effect on’ dealer advertising in
many areas difficult to avoid. The courts should be alert, therefore, to the
fact that in many markets advertising is likely to be provided by the manu-
facturer rather than by local dealers.'?! In such situations, it is submitted,
vertical restrictions should be strictly scrutinized.

Another limitation on the free-rider justification js the extent to which
product ditferentiation at the dealer level may promote low consumer sub-
stitutability, thereby diminishing sensitivity to interbrand price competition
and contributing to manufacturer market power.'** The ability of retailers
to contribute to product differentiation varies, depending on the extent to
which a stove’s reputation and image reflects upon the quality of the prod-
uct. In the case of some nonconvenience goods, the extent to which a spe-
cialized retail outlet is able to contribute to product differentiation may be
substantial.’® In this context the Court’s concern for beneficial product
differentiation may serve as a shield: for product differentiation which is
spurious.’® By uncritically accepting the free-rider justification, the lower
courts may encourage some manufacturers to increase their market power
through the use of retail product differentiation which adds nothing to
product quality. Therefore, the free-rider justification should be carefully
considered under the rule of reason to determine whether retail services

"®04d. at 24, Shopping goods, which are purchased at “nonconvenience outlets,” gen-
erally require demonstration, inspection and m[m mation services to be provided by the retail
outlet. Id. at 30

121 Comanor; supra note 60, at 1433,

%2 Professor Comanor coutends that the primary motive for restricted dlmlbutlon is a
desire by the manufaciurer and its dealers to achieve the higher prices uttainable through
product differentiation, /4. at 1425, He also observes that point-of-sale services induced by
vertical restraints result in resource misallocatibpn, since consumers are forced to pay a joint
price for services and product, where in an open market consumers, might opt for lower prices
and fewer services. fd. at 1429-30.

123 §e¢ M. PORTER, supra note 119, at 31.

124 The Splvania Court dismissed the contention that vertical restraints result in spurious
. product differentiation leading to a decrease in interbrand competition, stating that “[t]his ar-
gument is flawed by its necessary assumption that a large part of the promotional efforts re-
sulting from vertical restrictions will not convey socially desirable information about product
availability, price, quality and services.” 433 U.S. at 56 n. 25.

Although product differentiation often may fulfill a socially desirable function, as the
Court observed, it may also result in substantml economic costs, Professor Scherer has found
that

[slome of the most serious market perfurmance -problems in the contemn-
porary American economy are due more to ifadequate knowledge on the con-
sumer's part than to structural imperfections of a traditional sort .. .. [Clonsum-

ers pay unnecessarily high prices for heavily advertised and otherwise differ-

entated products because they lack thé technical knowledge to tell whether a

particular gasoline, dentifrice, detergent, pain remedy, vacuum cdeaner, weed

killer or fabric is actually better than less expensive unadvertised substitutes.

F. SCHERER, supra note 108, at 417, :
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are being encouraged primarily for the purpose of gaining market power
through product differentiation, or of providing valid services which might
otherwise be eroded by free-riders.

A third justification for vertical restraints recognized by the courts
and commentators, although not articulated in Sylvania, concerns the man-
ufacturer’s interest in achieving full market coverage for its product.!?* Ab-
sent vertical restraints, there may be competition among distributors over
wide geographical areas for large, high profit accounts.’*® Under some cir-
cumstances, therefore, distribution may not reach small, relatively low
profit customers.'*” By eliminating intrabrand price competition for high
profit accounts through the use of vertical restraints, however, dealers may
be encouraged to concentrate on sales in their own territories. Moreover,
profits obtained from high profit customers may be used to subsidize sales
to buyers who, in a competitive market, otherwise might not be reached.!2¢
Thus, through the use of territorial restrictions some manufacturers may
be able to achieve greater market coverage for their products.

Significantly, though, the consequence of such a system may be eco-
nomic price discrimination'®” and resource misallocation.’®® The free mar-
ket alternative would allow varying costs of distribution to be reflected in
prices in order to permit consumer demand for a product to regulate its
distribution. Because the widest distribution of goods in the economy bene-
fits the consumer as well as the manufacturer, the justification of greater
market coverage may be acceptable in some instances. But a distribution
system which severely restricts intrabrand competition under this justifica-
tion should be examined to determine whether the same degree of market
coverage could be attained through a less restrictive system of restraints,!3!
Society's interest in a broad distribution of goods and its concomitant inter-
est in avoiding the misallocation of resources should engender a sensitive
Judicial balancing process in evaluating market coverage justifications for
nonprice vertical restraints. ‘

The Supreme Court’s retutn to a rule of reason standard in Sylvania
will require the lower courts to engage in complex economic investigations
to determine the overall competitive impact of vertical restraints in various
market contexts. Moreover, the Sylvania Court has given the lower courts

128 8¢, r.g., Copper Liquor, Inc. v. Adolph Coors Co., 506 F.2d 934, 942 n. 5 (5th Gir.
1975); Sandura Co. v. FTC, 339 F.2d 847, 853 (6th Cir. 1964); Preston, Restrictive Distribution
Arrangements: Economic Analysis and Public Policy Standards, 30 Law axp ConTEMP. Prog. 506,
512-19 (1965); Warren, Economics of Closed Territory Distribution, 2 ANTITRUST Law & Econ.
Rev, L1, 117-18 (1968). )

120 See Note, supra note I8, at 811. This activity is termed “skimming the cream™ of a
given area. Id.

127 Id .

' See Comanor, supra note 60, at 1430; Louis, supra note 60, at 304.

‘% By encouraging its dealers to charge a single price to all buyers, the manufacturer is
able to use profits from low-cost customers to subsidize sales to high-cost customers. Because
sales costs are not reflected in price under this scheme, the low-cost “cream accounts” suffer
from economic price discrimination, Comanor, supra note 60, at 1430-31,

130 By encouraging market coverage through the use of vertical restraints, a greater
commitment of resources is being made to distributive activity than would result from the free
interplay of market forces. Id. at 1431.

181 See Zitnmerman, supre note 60, at 1184-85. For example, the use of a profit pass-
over or area-ol-primary responsibility agreement may encourage dealers to concentrate on
sales within a given territory without eliminating all or as much intrabrand competition,
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substantial discretion in determining what justifications for distributional
restrictions will be accepted under the rule of reason, and to what degree
the potentially anticompetitive implications of those justifications will be
recognized. Only through careful analysis of the economic impact of verti-
cal restraints in different market situations will the courts develop the
knowledge essential 1o enabie them to deal effectively with chailenges 1o
vertically restricted distribution systems.

IV, SyLranNid: IMPLICATIONS FOR RESALE PRICGE MAINTENANCE

Although the Syfvania Court specifically rejected the contention that
its holding had any negative implications for the continued validity of a per
se rule against resale price maintenance,'®® Justice White was correct in ob-
serving the uncertain rationaie for such a rule in light of the procompeti-
tive benefits of nonprice vertical restraints recognized in Syfvania.'™ The
economists relied upon by the Court in Sylvania have argued forcefully that
the same distributional efficiencies available from the use of nonprice verti-
cal restraints may be derived through the use of vertical price restraints.'#4
Sylvania therefore calls into question the propriety of refusing to allow
manufacturers to provide justifications for vertical price restraints which
would be accepted for nonprice resiraints. '

In an etfort to distinguish resale price maintenance from nonprice
vertical restraints, the Sytvania Court suggested several differences which
would justify per se treatment. First, the Court contended that vertical
price restraints hold a significanty greater risk of reducing interbrand
price competition than nonprice restraints.'® It is unclear, however,
whether the risk of harm 1o interbrand competition is as great as the Court
suggested. The imposition of vertical price restraints does not enable a

192435 U.S. w1 51 n. 18,

Wt at 69-70 (White ], concurring).

1 Vertical price restyaints serve the same purpose as nonprice vertical restraints by re-
duung intrabrand competition and allowing dealer profits to be maintained at supracompeti-
tive levels. As Proliessor Posner has observed,

if fthe free rider L“LCI] is a good |usl1|u..|uon for exclusive territories, it is an

equally good justification for resale price maintenance, which ... is simply

another method of dealing with the free rider problem ..., In fact, any argu-

ment that can be made vn behalf of exclusive territories can also be made on be-

half of resale price maintenance.

Posner, supra note 60, at 293, See also Bork 11, supra note 73, at 3915 Carstensen, Vertical Re-
straints and the Schwinn Doctrine: Rules for the Creation and Dissipation of Economic Power, 26 CASE
W. Res. L. Rev. 771, B24-25 (1976): Elman, “Petrified Opinions™ and Competitive Realities, 66
CoLum. L. Riv, 625, 627-34 (1966).

5 As the Supreme Court noted in Albrechi v. Herald Co., 390 U.8. 145, 151 n. 7
(1968), resule price tmaintenance may benefit manufacturers by enabling them to influcnce the
availability of dealer services. Hence, the justifications for resale price maintenance are essen-
tially the smine as those recognized in Syfuania for nonprice vertical restraints. 433 U.S. at 55,
Professor Posner has observed that resale price maintenance may be more efficient than non-
price veriical restraints in enconraging point-of-sile services from dealers, because it enables
manufacturers 1o set resale prices at a level which will provide precisely the level ol services
desired. Posner, supra note 60, at 294.

198433 U.S. at 51 n. 18. The Court cited Justice Brennan's somewhat cryptic statement
in White Motor that "[rJesale price maintenance is not designed (o, but alimost invariably does in
fact, reduce price competition not only among sellers ol the attected product, but quile as
much between that product and competing brands.” 372 U.S. at 268 (Brennan, J., concurring)
(emphasis in original),
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manufacturer to achieve a greater degree of retail market power than it
would otherwise possess.'¥ Manufacturers engaging in resale price mainte-
nance remgain subject to the same level of interbrand competition that deal-
ers would be faced with if free to set their own prices. Hence, in many
competitive industries manufacturers imposing vertical price restraints
should remain highly responsive to interbrand price competition. Balanced
against this analysis, however, is the possibility that, due to the broad im-
pact of a price reduction, manufacturers will not be as responsive to local
price competition as would be individual dealers. Furthermore, resale price
maintenance may result in inefficiencies by allowing efficient distributors to
realize high profit margins which otherwise would be eliminated through
interbrand price competition, and by permitting inefficient distributors to
remain in the market. Whether these anticompetitive implications of resale
price maintenance are sufficient to outweigh its procompetitive effects is
uncertain. However, it is incorrect to suppose, as the Court did in Sylvania,
“that resale price maintenance “invariably"!®® reduces interbrand competi-
tion. '

The second reason proposed by the Court in distinguishing resale
price maintenance from nonprice vertical restraints was that resale price
maintenance might facilitate dealer or manufacturer cartelization.*?" It is
uncertain, however, whether the threat of cartelization is sufficiently great
to justify a per se rule against resale price maintenance. In the case of a
dealer cartel, a majority of the dealers in an industry or a market would
have to be included to give the cartel effective market power. In many in-
dustries, this would involve a large number of dealers, and organizational
requirements of such a cartel suggests a low likelihood of its evading detec-
tion.'** This may be equally true with respect to manufacturer cartels. As
in the case of dealer cartels, an effective manufacturer cartel would have to
be comprised of the manufacturers controlling the industry. In many in-
dustries differences in production costs and changing market conditions
require frequent readjustment of retail prices. The parallel movement of
retail prices which would result under these conditions significantly reduces
a manufacturer cartel’s ability to conceal itself under the guise of indepen-

'37 By vertically restricting competition, a manufacturer can affect only as much of the
total output of an industry as it produces. Bork 11, supre note 73, at 402,

W5 433 U8, at 51 n. 18,

8 Id. A dealer price cartel consists of a horizontal agreement between dealers, whereby
the manufactuter supplying the dealers is coerced to administer a resale price maintenance
program at price levels set by the cartel. Bork 11, supra note 73, at 405-06. A manufacturer
price cartel is an agreement between competing manufacturers to set resale prices at an
agreed upon level. Resale price maintenance enables manufacturer cartels to police their
members by ensuring that any change in retail prices has as its origin the manufacturer,
rather than individual dealers. /d. at 411.

Fhe possibility is also present that cartelization will occur in the context of nonprice re-
straints, However, the Court in Sylvania, although recognizing that there may be “occassional
problems” in distinguishing dealer cartels, did not “regard the problems of proof as sufficient
to justify a per se rule.” Id. But see Note, The Supreme Court, 1976 Term, 91 Harv. L. Rev. 70,
237-38 (1977).

1% Bork 11, supra note 73, at 408-09. Professor Posner suggests that enforcement agen-
cies can base an inferrence concerning the existence of a dealer price cartel on the nature of
the product. if the product typically is sold with services, it is likely that resale price mainte-
nance is vertically imposed by the manufacturer to encourage those services. Alternatively, if
the product is not sold with services, an inference may be drawn that resale prices are being
imposed on the manufacturer to eliminate dealer competition. R. POSNER, supra note 73, at
134. )
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dently imposed vertical restraints.'*! Morcover, in the case of both dealer
and manufacturer cartels, the high visibility of industry wide uniform
prices would serve to call government attention to industries where there
was a possibility of cartelization. Thus, in light of the inherent instability of
cartels, the Court’s belief that a per se rule against resale price maintenance
is justified by the threat of cartel formation may be unfounded.

Despite the Sylvania Court’s inability to adequately distinguish resale
price mamntenance from nonprice restraints on economic grounds, it is un-
likely that a doctrine so strongly rooted in antitrust law will be significantly
weakened as a direct consequence of Sylvania. The particularly sensitive
reaction which the courts have demonstrated toward restrictions on price
suggests that the use of vertical price restraints is unlikely o be accepted as
easily as nonprice vertical restraints.'*? Furthermore, the Sylvania Court
found the recent repeal of the fair trade laws,™* which had previously al-
lowed the states o provide an exemption to the judicially created per se
rule against resale price maintenance, suggestive of a congressional inten-
tion that a rule of per se illegality be applicable to all vertical price re-
straints.'* The Sylvania Court’s recognition of the efficiency based justifica-
tions for nonprice restraints, however, creates some pressure for the Court
to reexamine the economic rationale underlying the per se rule against ver-
tical price restraints.

CONCLUSION

.

In Sylvania the Supreme Court found, upon reexamination of the
Schwinn per se rule, that nonprice vertical restraints hold sufficient eco-
noinic benefit to require determinations of legality to be made under the
rule of reason. Viewing vertical resiraints solely as a means ol ataining
economic efficiency in distribution, the Court rejected Schwinn's sale-
nonsale distinction and its reliance upon the “ancient rule against restraints
on alienation” as grounds for a per se rule. Rather, the Court held that re-
strictions on intrabrand compeltition may be justified by their overall bene-
fit to interbrand competition. However, by requiring the lower courts to
engage in a complex economic balancing process without providing rule of
reason guidelines, the Supreme Court has left the impact of its decision
largely (o the discretion of the lower courts. Adequate enforcement will re-
quire a substantial degree of economic sophistication on the part of the
lower courts, and a recognition that limitations to manufacturer justifica-
tions do exist.

In addition, the Supreme Court’s efficiency-based approach to non-
price vertical restraints in Sylvania leaves in some doubt the validity of the
rule of per se illegality for resale price maintenance. By recogmzmg that
economic justifications for restricted distribution may often exist the Court
has, by implication, created a strong case for the limited use of vertical
price restraints.

LEE GESMER

Hef. Bork 1, supra note 73, wt 412-13,

12 See, e.g., United States v. Socony-Vacuum Oil Co., 310 U.S. 150, 221 (1940); United
States v. Trenmon Poueries Co., 273 U.S. 392, 397 (1927); Dr. Miles Medical Co. v. John D.
Park & Sons Co., 220 U.8. 373 (1911).

142 The fair trade laws were repealed by the Consumer Goods Pricing Act of 1975, Pub,
L. No. 94-145, 89 Stat. 801.

H4433 U.S. at 51 n, I8, 771



