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In the last couple of decades, several new businesses have come to dominate
the high-tech sector, such as Google and Amazon. Pioneering research by
French economists Jean-Charles Rochet and Jean Tirole has identified these
businesses as two-sided markets or platforms. Two-sided platforms are novel
because they require a business to bring on board two sets of customers so
that they can engage in mutually beneficial interactions. The more users
there are on the platform the more indirect network effects that are generated.
Nevertheless, two-sided platforms are complex and this complexity makes it
difficult to determine when their practices are anticompetitive and when they
are procompetitive. A recent case that tries to grapple with the complex issues
presented by two-sided platforms is the Competition Tribunal’s decision in
Commissioner of Competition v Visa-MasterCard (Visa-MasterCard).
The decision addresses allegedly collusive practices engaged in by credit card
networks. These networks are two-sided platforms where banks, merchants and
credit cardholders interact. The purpose of this Paper is to provide guidance
on how to properly identify collusive practices in two-sided markets. First, the
Paper provides an overview of the economics of two-sided markets. Second, it
analyzes the Visa-MasterCard decision to demonstrate the errors that should
be avoided when trying to differentiate procompetitive from anticompetitive
behaviour in two-sided markets. Third, it analyzes the U.S. Department of
Justice’s Apple e-books case to provide a fuller picture of collusive practices
in two-sided markets. Lastly, it lays out plausible collusive theories of harm.

Au cours des vingt derniéres années, plusieurs nouvelles entreprises
comme Google et Amazon ont assis leur domination sur le secteur de la
haute technologie. Des recherches novatrices menées par les économistes
frangais Jean-Charles Rochet et Jean Tirole ont déterminé que ces entreprises
constituaient des cas de marchés ou de plates-formes bifaces. Concept récent,
les plates-formes bifaces obligent les entreprises a attirer deux catégories de
clients qui interagissent de maniére mutuellement bénéfique. Plus la plate-
forme compte de clients, plus deffets de réseau indirects apparaissent.
Toutefois, la complexité des plates-formes bifaces fait qu’il est difficile de
déterminer quand leurs pratiques sont anticoncurrentielles et quand elles
sont bénéfiques pour la concurrence. Récemment, le jugement du Tribunal
de la concurrence dans la cause Commissaire de la concurrence ¢ Visa-
MasterCard (« Visa-MasterCard ») a mis en lumiére cette réalité complexe
des plates-formes bifaces. Ce jugement portait sur des allégations de pratiques
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collusoires par les réseaux de cartes de crédit. Ces réseaux sont des plates-
formes bifaces caractérisées par Uinteraction de banques, de commercants et
de détenteurs de cartes. Cet article indique des moyens de repérer les pratiques
collusoires au sein des marchés bifaces. Tout dabord, il est question des
principes économiques régissant ce type de marché. Ensuite, une analyse de
laffaire Visa-MasterCard permet de souligner les erreurs a éviter lorsqu'on
tente de différencier les pratiques bénéfiques pour la concurrence des pratiques
anticoncurrentielles dans les marchés bifaces. Puis, une analyse du jugement
du ministére de la Justice des Etats-Unis dans L'affaire des iBooks d’Apple offre
une perspective élargie des pratiques collusoires dans ces marchés. Enfin, on
présente des théories plausibles des effets des pratiques collusoires.

I. Introduction

any revolutionary technologies have been introduced in the
past few decades that have changed the way society engages

in business and commerce. Many of these technologies
have a common and novel economic structure. Economic literature has
emerged over the last decade that has identified certain technologies as
being “two-sided markets”.? Broadly speaking, two-sided markets arise
when an intermediary platform is required to coordinate two sets of
users to allow them to engage in beneficial interactions.

Although the economic literature has identified the many benefits
of two-sided markets, what is less clear is how competition agencies
around the world should evaluate and scrutinize the practices of firms
that participate in two-sided markets. Are the traditional tools of com-
petition law adequate for analyzing two-sided markets? How do you
identify anticompetitive practices in two-sided markets? What are
some features of two-sided markets that can help illuminate the com-
petitive effects of various practices?

In its decision in Commissioner of Competition v Visa-MasterCard,® the
Competition Tribunal (the “Tribunal”) handed down its latest decision
involving collusive practices* in two-sided markets. The case dealt with
credit card networks, which are complex two-sided platforms that
mediate the interaction between banks, merchants and cardholders in
order to facilitate credit card transactions. The Competition Bureau
(the “Bureau”) unsuccessfully tried to challenge practices employed by
Visa and MasterCard, the two largest credit card networks operating in
Canada, that it alleged resulted in merchants paying higher fees when
cardholders used their credit cards to make purchases. This Paper has
two primary purposes. First, the Paper provides a commentary on the
Tribunal’s analysis regarding collusive practices in two-sided markets
and also compares its analysis with decisions from other jurisdictions
involving credit card networks. This analysis will permit a comparison
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of how tribunals and courts from different jurisdictions have tried to
grapple with the difficult competition law issues presented by two-sided
markets. Second, in order to provide a fuller discussion of collusive
practices in two-sided markets, this Paper also analyzes cases in the
online retail sector with a focus on the U.S. Apple e-books case. Online
retailers are two-sided markets that mediate the interaction between
buyers and suppliers. The online retail cases provide a prime example
of two-sided platforms being used to facilitate collusion between users.

Part II of this Paper provides an overview of the economics of two-
sided markets. Part Il goes into greater detail regarding efficiencies
and entry in two-sided markets. Part [V analyzes the Tribunal’s Visa-
MasterCard decision and several other important credit card cases.
Part V analyzes cases in the online retail sector. Based on the analy-
ses in Parts IV and V, Part VI identifies plausible collusive theories of
harm in two-sided markets. Finally, Part VII provides some concluding
remarks.

I1. The Economics of Two-Sided Markets

The growth in research into two-sided markets can be traced to the
pioneering work of French economists Jean-Charles Rochet and Jean
Tirole.> Rochet and Tirole provide the following definition of a two-
sided market:

[A] market is two-sided if the platform can affect the volume of trans-
actions by charging more to one side of the market and reducing the
price paid by the other side by an equal amount; in other words, the
price structure matters, and platforms must design it so as to bring both
sides on board.®

In technical terms, a market is two-sided if price structure is non-
neutral and affects profits and the volume of transactions.” In a
single-sided market, price structure is neutral with regard to a transac-
tion. This is exemplified in the application of a value added tax. When
a value added tax is applied in a single-sided market, regardless of
whether it is applied to the buyer or seller, the transaction price will
adjust to make the effect of the tax neutral.

In their research on two-sided markets, Rochet and Tirole’s goal is
to combine the economic research on network externalities with the
research on multiproduct pricing.® The former is used to explain the
importance of indirect network effects’® for two-sided markets. In two-
sided markets, a platform becomes more valuable for users on one
side of the platform the more users there are on the opposite side. For
example, in the videogame industry, a videogame console acts as a plat-
form between videogame developers and videogame players. The more
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videogame developers there are that produce games for a particular
console the more valuable that console becomes for videogame players
because they will have access to more games. Conversely, a videogame
console with many videogame players will be more valuable to video-
game developers because the videogame developers will have a larger
market for their games.

With respect to the economic research on multiproduct pricing,
Rochet and Tirole rely on this research to explain the greater impor-
tance in two-sided markets of price structure (i.e., the distribution of
the price of a transaction between the two-sides of the market) over
price level (i.e., the total price paid from the two-sides). Price structure
is important for multiproduct firms because they structure the prices
of their products to take into account the cross-elasticity of demand
between the products. For example, a firm selling two complementary
products will spread the prices over its products so that if one is sold
at a high price then the other one will be sold at a low price.!® This
price restructure optimally balances the prices of the complementary
products and allows the firm to maximize profits. In contrast, the firm
would sell less products, and receive less profits, if it set the price of
each complementary product at the profit maximizing level in isola-
tion from one another. Similarly, a two-sided platform will create a
price structure that ensures there is an optimal amount of users on
both sides of the platform by taking into account the effect that users
on one side of the platform have on the other. If there is not a sufficient
amount of users on one side of the platform then the platform will not
be valuable to users on the other side, and vice versa.

Furthermore, the economic literature on two-sided markets iden-
tifies factors that are important to determining the optimal price
structure for a platform. First, the price structure will be dependent
on the indirect network effects generated on each side of a two-sided
market.!! The price structure is intended to internalize the network
externalities created by the two sets of users interacting on the plat-
form. For example, readers of a newspaper create indirect network
effects by creating an audience for an advertiser who advertises on the
newspaper. The newspaper creates a price structure that internalizes
these network externalities by charging a fee to advertisers and com-
pensating readers with newspaper content that is offered for free or at
below cost. The price structure reflects the value of readers to advertis-
ers and ensures there will be enough readers and advertisers operating
on the platform.

Second, the price structure will be affected by the elasticity of demand
facing each side of the two-sided market.!? The side with the more
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elastic demand will pay a smaller share of the total price of a transac-
tion relative to the other side. The reason is that providing a lower
price to the more elastic side will have more of an effect on increas-
ing the platform’s total output. This provides a further explanation
for the price structure of newspapers. Newspaper readers have many
alternative options to obtain news and thus have more elastic demand
than advertisers, who have relatively fewer advertising options. As a
result, advertisers pay a larger portion of the price of a newspaper than
readers, who often effectively receive the newspaper at a zero price.

Lastly, the price structure will be affected by the marginal costs of
serving each side of a two-sided market."* An increase in the marginal
cost of serving one side of a market will have two effects. First, it will
increase the overall price level. Second, assuming equal elasticities of
demand on both sides, the price will increase less on the costlier side of
the market relative to the other side. A two-sided platform will find it
optimal to effectively subsidize the costlier side of the market because
this results in a greater increase in output than if the price increases
accurately reflected the increase in costs. In this case, subsidizing the
costlier side has a greater effect on stimulating demand than it would
on the other side of the market.

In addition to network externalities and price structures, there are
two additional characteristics of two-sided markets that are important
for competition law analysis. First, two-sided platforms are either orga-
nized as for-profit firms or not-for-profit associations.! The function
of a for-profit platform is to maximize its own profits. For example, an
online retailer sets its price structure in such a way as to maximize its
profits from all the transactions that occur between buyers and suppli-
ers on its platform. In contrast, the function of a platform organized
as a not-for-profit association is to maximize output for the collective
benefit of its members. For example, the purpose of a not-for-profit
credit card association organized by banks is to maximize the total
quantity of credit card transactions for the benefit of its member banks.
Whether a platform is organized as a for-profit firm or a not-for-profit
association has important implications for determining whether its
practices are plausibly anticompetitive or procompetitive.

Second, users of two-sided platforms either single-home or multi-
home.!> Users that single-home only use one platform while those
that multi-home use multiple platforms. For example, private users of
Microsoft Windows normally single-home because the costs of buying
an additional personal computer in order to obtain another operat-
ing system make multi-homing prohibitively costly. In contrast, many
merchants multi-home by accepting cards from multiple credit card
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networks because the costs of accepting an additional credit card brand
are small. The prevalence of multi-homing is important because multi-
homing encourages two-sided platforms to compete to steer a user’s
transactions toward their platform and away from rival platforms.
This competition for a user’s transactions puts downward pressure on
the price level of two-sided platforms. For this reason, practices that
deter or facilitate multi-homing are important from a competition law
perspective.

l1l. Efficiencies and Entry

In order to accurately identify anticompetitive practices in two-
sided markets, it is essential to understand potential procompetitive
justifications. The primary efficiency justification that is specific to
two-sided platforms is the need to coordinate demand on the two sides
of the market. Two-sided platforms normally do this by instituting a
price structure where one side of the market is charged prices signifi-
cantly above marginal cost in order to cross-subsidize the other side.
As stated above, whether a side is cross-subsidized is dependent on its
elasticity of demand, ability to generate indirect network effects and
marginal cost. This feature of two-sided markets provides an efficiency
justification for many practices that in a single-sided market would be
considered anticompetitive. For example, because a two-sided plat-
form is charging a price to one side of the market that is below cost
does not necessarily indicate it is engaging in predatory pricing.!® The
fact that Google gives away its Android mobile operating system does
not necessarily mean it is engaging in a predatory strategy against
Microsoft, which charges $23-31 per phone for a license to its mobile
operating system.!” Although it does not make money off Android
directly, Google gains revenue indirectly from selling licenses to com-
plementary products such as Google Maps!® and from selling mobile
ads.? In this situation, requiring Google to charge for Android a price
that reflected cost would interfere with a business strategy it considers
optimal. In order to make out a proper case of predatory pricing in a
two-sided market, one would have to compare costs and revenues for
the platform as a whole and not just for one side.

A two-sided platform could justify tying for similar reasons.?’ For
example, a platform may find it optimal to offer users on one side of
the platform a negative price. This situation may arise if a platform
wants to pay potential users to use its platform in order to gain a foot-
hold into a market. But because of adverse selection and opportunistic
behaviour, it would not be practical for the platform to offer users
direct cash payments. The platform could get around this problem by
tying a complementary product and giving away the bundle for free.
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Examples of this practice include shopping malls that give away free
parking and online retailers that give away free shipping.

The ability to manipulate its price structure in the above ways is also
important when a two-sided platform is attempting to enter a market.
Entry is a particularly important and difficult stage in the life of a two-
sided platform. The reason is that platforms need to be able to establish
a critical mass of users on both sides of a two-sided market before they
can become viable.2! In the economics literature, this is referred to as
the “chicken and egg problem”.?> The chicken and egg problem arises
when a two-sided platform cannot get a sufficient amount of users on
one side to commit to the platform because a sufficient amount of users
on the other side will not commit, and vice versa. This problem can be
demonstrated by looking at the online retail sector. An online retailer
needs to get a critical mass of suppliers to sell their products on its plat-
form before it can get buyers to start visiting its platform. Conversely,
if an online retailer cannot attract a critical mass of buyers to use the
platform then suppliers will not commit to selling on the platform. In
this situation, an online retailer may be able to use its price structure
to obtain critical mass by, for example, offering a negative price in the
form of a free bundle of complementary services, such as free product
reviews and descriptions, to buyers in order to reach critical mass on
that side of the market.

Two-sided platforms can also employ other strategies to overcome
the chicken and egg problem.? For instance, a platform can adopt a
zigzag strategy by signing up one group of users first and then obtain-
ing the other group at a later time. This strategy will work if the indirect
network effects only go in one direction. For example, because search
engine users place little to no value in ads, Google was able to obtain
a critical mass of search engine users first before it attempted to sign
up advertisers. Alternatively, if the indirect network effects go both
ways, a platform can employ the zigzag strategy by vertically integrat-
ing upstream and self-supplying the product in order to attract users.
Once it has obtained a critical mass of users then it can start attract-
ing suppliers to the platform. An electronic device maker, for instance,
could initially produce its own software applications before obtaining
a critical mass of device users. Once it has obtained a sufficient amount
of device users, the device maker could attract third-party software
developers to produce their own applications for the device. Further-
more, a platform can solve the chicken and egg problem by obtaining
pre-commitment. For example, videogame players will not commit
to buying a videogame console unless they know there will be games
available on the console that they wish to play. A videogame console
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can solve this problem by obtaining contractual commitments from
videogame developers to produce games for its console.?*

An important point to keep in mind from a competition law per-
spective is that entry into two-sided markets can also be more difficult
because the markets are prone to “tipping”.?® Tipping arises when a
market has a natural tendency to gravitate towards having one domi-
nant firm. Markets with network effects often experience tipping
because of the positive feedback effects that occur when users gravitate
toward a single firm. The prevalence of tipping in a market depends
on the level of consumer heterogeneity and product differentiation.
Examples of firms that have become dominant because of tipping are
Facebook (social media) and eBay (online auctions). Once a market has
tipped, the dominant firm may become entrenched because the oppor-
tunity cost of switching to a new entrant increases and users become
locked in.?* Markets that are prone to tipping are thus more difficult
to enter. For this reason, whether users multi-home is important to
determining whether a new entrant can overcome the network effect
barrier to entry.”” If users on one side of a platform multi-home then
that becomes a viable entry point for a new entrant and provides a
means for it to try to tip the market toward its platform. The prevalence
of multi-homing thus disciplines the dominant platform even in the
presence of tipping. Furthermore, although multi-homing may inhibit
a market to tip towards only one platform, since users could always use
multiple platforms, there may be instances where this would not be the
case. For example, multi-homing may only be a practice that occurs
initially but then dies out once a platform achieves a certain coverage
of a market. This is likely what happened with respect to social media
platforms. Users may have initially multi-homed on both MySpace and
Facebook but once Facebook achieved a certain coverage of the market
MySpace users abandoned multi-homing and started using Facebook
exclusively.

IV. Commissioner of Competition v Visa-MasterCard

As credit card networks, Visa and MasterCard are complex two-
sided platforms.?® Financial institutions participate in the platforms by
acting as either issuers or acquirers. Issuers distribute credit cards to
cardholders who are normally charged annual and transaction fees for
the use of the card. Acquirers, on the other hand, process credit card
transactions on behalf of merchants who accept credit cards as a form
of payment from cardholders for purchases. Merchants pay a fee to the
acquirer, referred to as the “merchant discount fee”, for this service.
The merchant discount fee consists of three components: a fee paid
to the acquirer for processing the transaction (acquirer services fee),
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a fee paid to the credit card network for use of the network (acquirer
network fee) and a fee referred to as the “interchange fee”. The inter-
change fee is the largest component of the merchant discount fee and is
set by the credit card networks. The interchange fee is collected by the
acquirer but is transferred entirely to the issuer who issued the credit
card that was used in the transaction.

In addition to this complex fee structure, Visaand MasterCard impose
two primary restraints on merchants: the “no-surcharge rule” and the
“honour-all-cards rule”?” The no-surcharge rule prevents merchants
from levying fees on cardholders when they use their credit cards. The
purpose of the rule is to prevent merchants from transferring the costs
of the merchant discount fee onto cardholders.*® The honour-all-cards
rule requires merchants to accept all credit cards issued under a specific
credit card brand.’! The rule prevents merchants from discriminating
against different types of credit cards that may charge different mer-
chant discount fees. In addition to the above restraints, MasterCard
also imposes the “no-discrimination rule”.?? The rule is an anti-steering
provision that prevents merchants from steering business away from
MasterCard toward another credit card network.

In Visa-MasterCard, the Bureau attempted to challenge as anticom-
petitive the merchant restraints imposed by Visa and MasterCard. The
Bureau relied on Section 76 of the Competition Act (the “Act”),’* which
prohibits resale price maintenance, as the basis of its challenge against
the restraints. At first glimpse, the decision to initiate the case under
resale price maintenance appears to be a strange choice. The Bureau
initially tried to argue that it was not required to prove that there was a
resale of a product under Section 76(1)(a)(i) but merely that there was a
vertical relationship.** The Tribunal reviewed the language of Section
76 and its legislative history and held that the Bureau’s interpretation
found no support.*® Indeed, the Tribunal found that the clear legislative
intent of Section 76 was to require a resale of a product. Alternatively,
the Bureau tried to argue that if Section 76 requires a resale then that
requirement was met because acquirers resell credit card network
services from Visa and MasterCard to merchants.*® The Tribunal also
rejected this line of argument based on the fact that the evidence sug-
gested that the credit card networks and acquirers provide different
services to merchants.” The networks supply authorization, clearance
and settlement of transactions services to acquirers while the acquirers
provide credit card acceptance services to merchants.

The reason that the Bureau tried to awkwardly shoehorn its case
under Section 76 is likely because its challenge to the merchant
restraints did not comfortably fit under any other provision. The
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Tribunal suggested that the case may have been more appropriately
brought under Section 79, which prohibits abuses of dominance.?
However, the Tribunal pointed out that it also would have been dif-
ficult for the Bureau to make its case under Section 79 because the
provision requires an anticompetitive act that has the intent of exclud-
ing a competitor.” The Bureau’s case was built on a collusive theory
of harm rather than an exclusionary one. In other words, it alleged the
merchant restraints resulted in reduced price competition rather than
the exclusion of a rival credit card network. Alternatively, the Bureau
could have attempted to argue that Visa and MasterCard’s rules, by
reducing competition between the credit card networks, were pro-
hibited anticompetitive agreements under Section 90.1.%° This line of
argument also would have had difficulties, however. Section 90.1 only
prohibits anticompetitive agreements between competitors. Visa and
MasterCard’s rules were agreements with their acquirers and they do
not compete with their acquirers. Only an agreement between Visa and
MasterCard or between the acquirers would have fallen under Section
90.1. The inability of the Bureau to challenge non-horizontal agree-
ments that have collusive, rather than exclusionary, effects under any
of the provisions in the Act other than Section 76 suggests the Act may
have an enforcement gap. For example, the Bureau may not be able
to challenge meet-or-release clauses under the Act even though these
clauses are known to facilitate collusion by deterring cheating among
cartelists.”! These clauses are non-horizontal and can be employed by
non-dominant firms to facilitate collusion.

With respect to its analysis of the interchange fees, the Tribunal
erred by inferring that the credit card networks’ ability to increase
the interchange fee without losing market share alone was evidence of
their market power.*> The purpose of an interchange fee is to increase
transaction volume on a credit card network by balancing the demand
between the users on the two sides of the platform, in this case mer-
chants and cardholders.”® The fee does this by providing issuers with
the funds to offer cardholders rewards and subsidized card fees. Exer-
cises of market power result in reduced quantity rather than increased
quantity. The fact that increased interchange fees may result in higher
transaction volumes suggests the increases alone should not be con-
sidered evidence of market power. Indeed, the increased competition
on the issuer side of the market can account for the observed historical
rise in interchange fees.* Credit card networks increased their inter-
change fees on merchants in order to allow issuers to compete more
aggressively for cardholders.
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Furthermore, the Tribunal explicitly rejected the increased
competition for cardholders resulting from increased interchange fees
as an offsetting procompetitive benefit. In its decision, the Tribunal
held that:

The Merchant Rules may also have contributed to the observed increase
in demand for Credit Card Network Services. Indeed, it is hard to
imagine that either network would have agreed to set higher default
Interchange Fees unless it anticipated that this would increase network
volume. To the extent that they have resulted in higher Interchange Fees than
would otherwise have prevailed, the Merchant Rules may have provided Issuers
with both the means and incentive to promote card use more heavily. In the
Tribunal’s view, this should not be interpreted as an offsetting pro-competitive
effect of the No-Surcharge Rule [emphasis added].*

This statement indicates that the Tribunal did not believe the
increased interchange fees imposed on merchants could be offset by
increased competition for cardholders. The Tribunal, however, over-
looks the fact that the increased competition among issuers not only
benefits cardholders, but also merchants. The reason is that when a
credit card network competes and gains additional cardholders this
amplifies the indirect network effects generated by the platform. The
amplified indirect network effects increase the value for merchants
of being part of the credit card network. Furthermore, the increased
competition between issuers stimulates market demand for credit
cards, which increases credit card use in absolute terms and not just
for a single credit card network. The Tribunal acknowledged the pos-
sibility that the restrictions imposed by Visa and MasterCard may have
resulted in increased transaction volumes, which would directly benefit
merchants. If the merchant restraints plausibly result in benefits that
accrue to merchants then this should be taken into consideration as an
offsetting benefit.

Even assuming that one side of the market benefits from a restraint
at the expense of the other, should that matter in a two-sided market
case? In its decision involving the credit card sector, the European
Court of Justice (“ECJ”) suggested that one should not look at whether
a restraint causes one side to benefit at the expense of another but
rather whether the two-sided market as a whole is better off because of
the restraint.* Specifically, the ECJ stated that:

(Iln the case of a two-sided system such as the MasterCard scheme, in
order to assess whether a measure which in principle infringes the pro-
hibition laid down in Article 81(1) EC — in so far as it creates restrictive
effects in regard to one of the two groups of consumers associated with
that system — can fulfil the first condition laid down in Article 81(3)
EC, it is necessary to take into account the system of which that measure forms
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part, including, where appropriate, all the objective advantages flowing from
that measure not only on the market in respect of which the restriction has been
established, but also on the market which includes the other group of consumers
associated with that system, in particular where, as in this instance, it is undis-
puted that there is interaction between the two sides of the system in question.
To that end, it is necessary to assess, where appropriate, whether such advan-
tages are of such a character as to compensate for the disadvantages which that
measure entails for competition [emphasis added].”’

The ECJ’s approach to the analysis of competitive effects in two-
sided market cases is arguably preferable to the Tribunal’s approach.
Because the two sides are so intertwined in a two-sided market, it does
not make sense to only look at competitive harms and benefits that
accrue to one side. Both sides of the market are essential so it would
often not be rational for a two-sided platform to harm one side, merely
to benefit the other side, unless doing so would benefit the platform
as a whole. What should matter is not whether a restraint benefits one
side sufficiently to offset the harm done to it but rather whether the
benefits and harms on the whole platform result in a net benefit. This
approach would increase consumer welfare in comparison to the Tri-
bunal’s approach where benefits and harms are only examined from
one side. The reason is that if a restraint causes one side of the market
to be harmed marginally but the other side to receive substantial ben-
efits, under the Tribunal’s approach the benefits could not be taken into
consideration.

Furthermore, in contrast to the Tribunal, the U.S. Court of Appeals
for the Eleventh Circuit (“11th Circuit”) in NaBanco v Visa correctly
identified the efficiency rationale of interchange fees.® In that case, the
11th Circuit stated the following with respect to interchange fees:

Another justification for evaluating the [interchange fee] under the rule
of reason is because it is a potentially efficiency creating agreement
among members of a joint enterprise. There are two possible sources
of revenue in the VISA system: the cardholders and the merchants. As
a practical matter, the card-issuing and merchant-signing members have a
mutually dependent relationship. If the revenue produced by the cardholders is
insufficient to cover the card-issuers’ costs, the service will be cut back or elim-
inated. The result would be a decline in card use and a concomitant reduction in
merchant-signing banks’ revenues. In short, the cardholder cannot use his
card unless the merchant accepts it and the merchant cannot accept the
card unless the cardholder uses one. Hence, the [interchange fee] accom-
panies “the coordination of other productive or distributive efforts of
the parties” that is “capable of increasing the integration’s efficiency and
no broader than required for that purpose.” Bork, The Rule of Reason and
the Per Se Concept, 75 Yale LJ. 373, 474 (1966) [emphasis added]...*
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The 11th Circuit recognized that credit card networks use inter-
change fees to coordinate the demand between merchants and
cardholders. Further, in the absence of interchange fees, a merchant
would not be willing to pay a fee that took into consideration the indi-
rect network effects generated by the credit card network because it
does not fully internalize all the benefits that accrue since other mer-
chants benefit from the effects generated. Thus, credit card networks
set interchange fees in order to internalize the positive externalities
that additional cardholders produce for all the merchants that transact
on the network.

There are also efficiency justifications for why the interchange fee is
set by the credit card network rather than negotiated independently
between acquirers and issuers.®® Bilateral negotiations between indi-
vidual issuers and acquirers to determine interchange fees would
significantly increase transaction costs. Furthermore, the bilateral
negotiations would suffer from holdup problems because of the
honour-all-cards rule. The rule would disadvantage acquirers in the
negotiations because their merchants could not decline cards from
issuers that require a large interchange fee.

In Visa-MasterCard, the Bureau only challenged the no-surcharge
and honour-all-cards rules rather than the interchange fee itself. This
is still problematic, however, because the merchant restraints provide
efficiencies for the credit card networks. Allowing merchants to levy a
surcharge to offset the interchange fee would defeat the demand coor-
dinating function of the interchange fee.>! The purpose of the fee is
to cross-subsidize cardholders, who have more elastic demand relative
to merchants, in order to attract them to the platform. If merchants
were to charge cardholders a surcharge to offset the interchange fee, it
would remove any subsidy the cardholders receive from the issuers. In
addition, removing the honour-all-cards rule and allowing merchants
to discriminate between a brand’s low- and high-fee credit cards would
devalue the credit card network.>? If cardholders cannot rely on mer-
chants to accept their credit cards when they advertise they accept a
specific brand then it reduces the value of the brand.

The honour-all-cards rule provides a useful contrast to the no-
discrimination rule that was used by MasterCard and successfully
challenged by the U.S. Department of Justice (“DOJ”) in the Amex
case.” The DOJ challenged Amex’s no-discrimination rule because it
prohibited merchants from steering customers away from Amex to
credit card brands with lower interchange fees, such as by stating a
preference for a particular brand or by offering a discount or free ser-
vices for using another brand. The U.S. District Court of the Eastern
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District of New York (“Eastern New York District Court”) held that the
rule unjustifiably interfered with the interbrand competition between
the credit card networks:

[Bly preventing merchants from influencing their customers’ payment
choices, Defendants’ [no-discrimination] rules render merchant demand
for network services less responsive to changes in the price charged for
those services. In so doing, the [no-discrimination rules] effectively
remove the incentive for American Express or its network competitors
to compete with one another by offering merchants a lower price, as
without merchant participation in the point-of-sale payment decision, a
lower price will not translate into increased volume for the network. In
undermining the competitive process and price-setting mechanism in
the market for GPCC card network services, the challenged restraints
impede a critical form of horizontal, interbrand competition.*

The Eastern New York District Court recognized that the no-dis-
crimination rule reduced the incentive of the credit card networks
to offer lower interchange fees to merchants because they would not
be rewarded with increased transaction volume since the rule pro-
hibited merchants from steering their customers toward non-Amex
credit cards. In contrast, the honour-all-cards rule only prevents mer-
chants from discriminating between credit cards within a brand and
not between the credit cards of different networks. Merchants that
multi-home on several credit card networks are still able to steer their
customers toward lower cost networks and thus incentivize the net-
works to offer lower fees in return for steering transactions toward
them. The honour-all-cards rule thus only interferes with intrabrand
competition and not interbrand competition. For that reason, the rule
islesslikely to be considered anticompetitive because competition law’s
“primary purpose...is to protect interbrand competition”’* Although
the Tribunal did not go into detail regarding the differences between
the no-surcharge rule and the no-discrimination rule, the rules do have
a crucial difference. The no-surcharge rule prohibits merchants from
steering through surcharging while the no-discrimination rule prohib-
its any type of steering. As a result, the no-discrimination rule is clearly
the more anticompetitive rule.

A more nuanced economic critique of Visa and MasterCard’s mer-
chant restraints is that they result in an excessive amount of credit card
transactions because they partially externalize the cost of credit card
usage.>® The basic argument is that, because merchants cannot pass on
the costs of credit card usage onto cardholders, it results in more credit
card usage than is socially optimal. The inability of merchants to pass
on the costs requires them to raise prices on all goods to recover these
costs. This effectively requires non-credit card users, such as those
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who pay with cash or cheque, to pay higher prices and to subsidize
cardholders. This reasoning provides the basis for jurisdictions like the
EU that require interchange fees to be set lower than they would be if
they were set by the credit card networks. However, many merchants
offer services that only benefit some customers but are paid for by
all customers.” Examples include parking, advertising and extended
store hours. More importantly, forcing credit card networks to lower
their interchange fees interferes with their ability to cross-subsidize.
The inability to cross-subsidize will result in fewer rewards and higher
fees for cardholders.’® This results in higher costs for cardholders
and reduces credit card transactions to merchants. It is not clear that
legal interference in the credit card market would enhance consumer
welfare.®® As a result of the ambiguous effect on consumer welfare
of any judicial remedy, the Tribunal declined to provide the Bureau
with a remedy under Section 76 of the Act and provided the following
explanation:

The Tribunal is mindful that a change in one part of the credit card
system is likely to have consequences in other parts, such as cardholder
fees and benefits while price reductions to consumers may be undetect-
able. The law of unintended consequences is likely to be a significant
force. It is uncertain that the supposed ‘cure’ will not be worse than the
‘disease’.®

V. Online Retailers

Online retailers are two-sided platforms that allow users to come
together to buy and sell products. The viability of such platforms
depends on their ability to sign up both buyers and suppliers. Com-
petition agencies, however, have been scrutinizing various contractual
clauses employed by online retailers with respect to their suppliers.
Of particular concern are the use of Most-Favoured-Nation (‘MFN”)
clauses.®t MFN clauses require a supplier to sell a product to a buyer at
a price that is not higher than the lowest price given to a rival buyer.?
The competition law literature has identified the potential harms to
competition from MFN clauses.®® For example, MFN clauses can make
price coordination among suppliers easier by providing a mechanism
to deter cheating. Furthermore, MFN clauses dampen price competi-
tion by making it more costly for a supplier to lower prices since any
decrease in price has to be applied to all buyers with the clauses. The
clauses also deter downstream entry by preventing a potential entrant
from obtaining a cost advantage through lower input prices from
suppliers. However, firms may have procompetitive justifications for
adopting MFN clauses. A buyer, for example, may be tied to a supplier
because it has made product-specific investments. In this situation, an
MEN clause can be used to constrain the supplier from raising prices
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opportunistically and disadvantaging the buyer relative to its rivals.
Furthermore, MFN clauses may be efficient because they reduce the
transaction costs of having to renegotiate prices in industries where
prices often fluctuate.

MEN clauses present unique competition law concerns in two-sided
markets because many online retailers have combined them with an
agency model of distribution. Under the agency model, a supplier sets
prices for its products on the platform and compensates the online
retailer by giving it a per transaction fee, usually a percentage of the
price of the transaction.* In contrast, under a traditional wholesale
model, the supplier sells its products to the retailer and the retailer
resells the products at its own prices. The economic literature suggests
that the combination of MFN clauses and the agency model has several
potential anticompetitive effects. First, the arrangement reduces com-
petition among online retailers to lower their fees and thus results in
suppliers charging higher prices.®® The reason is that an online retailer
has an incentive to raise fees because any subsequent compensatory
price increase by suppliers will be spread across all online retailers. The
online retailer also does not have to worry about buyers switching to
another online retailer because any supplier price increase will apply
equally to the other online retailers. Second, the arrangement deters
low-cost entrants from attempting to enter the market.® A potential
low-cost online retailer wanting to enter the market by offering suppli-
ers a smaller fee to induce them to offer lower prices is unable to do so
because the MFN clause would prevent it from gaining an advantage
on price. Lastly, in markets where some online retailers use the whole-
sale model, and thus act as resellers, and others use the agency model
and MFN clauses, the result is higher retail prices as though there
was industry-wide resale price maintenance.”” The reason is that the
resellers have no incentive to lower prices because any price cuts will
be matched by the suppliers selling on platforms through the agency
model. The resellers thus end up raising prices as though the suppliers
had imposed resale price maintenance.

The EU and its Member States have been aggressive in attacking
MEN clauses in the online retail industry. The EU recently announced
that it is conducting an investigation into Amazon’s use of MFNs in the
sale of e-books.®® Amazon already abandoned its use of MFN clauses in
Germany and the UK after being investigated by the Bundeskartellamt
and the Office of Fair Trading, Germany and the UK’s competition
agencies, respectively.® The Competition Commission, another UK
competition agency, issued a report condemning the use of MFN
clauses by auto insurance price comparison websites.”” The Commis-
sion found that the clauses reduced the websites’ incentive to innovate
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and compete on price and deterred entry. Similarly, competition agen-
cies in Germany, the UK, France, Sweden and Italy have attacked MFN
clauses in the online hotel booking sector for reducing price competi-
tion and deterring entry.”!

In the United States, the most notable competition law case involv-
ing MEN clauses in the online retail industry is the DOJ’s case against
Apple for colluding with a group of major publishers to raise the price
of e-books.” In that case, the U.S. District Court for the Southern Dis-
trict of New York (“Southern District New York Court”) found that the
publishers had been looking for an opportunity to force Amazon to
raise e-book prices because it had adopted a loss leader strategy that
priced e-books at $9.99. Amazon’s low e-book prices threatened the
publishers’ profits in the sale of print books. Apple knew of the dis-
content among the publishers and used its impending entry into the
e-book retail market to facilitate a cartel to raise e-book prices. Apple
adopted the agency model to give the publishers the power to set prices
and adopted MFN clauses to ensure that it would not have to compete
with Amazon on price. The publishers used their agreements with
Apple to pressure Amazon to adopt the same pricing arrangement.
Under these facts, the Southern District New York Court found Apple
liable for colluding with the publishers to fix e-book prices.”

A critical part of the case against Apple was that it facilitated a hori-
zontal price-fixing agreement among the publishers. Otherwise, the
fact that Apple had employed the agency model and MFN clauses has
potentially procompetitive justifications because they facilitated Apple’s
entry into the retail e-book market.”* As a new entrant, Apple could not
have had any market power. Consequently, Apple’s use of MFN clauses
could not in themselves have had any anticompetitive effects. Rather,
the MFN clauses facilitated Apple’s entry by ensuring that it would not
be undercut on price by Amazon, the dominant incumbent. Although
the MFN clauses would reduce price competition between Apple and
Amazon, the two-sided nature of the market would just cause com-
petition to be directed towards the other side of the market. This
procompetitive explanation for the MFN clauses is evident from some
of the factsrelied onby the Court to find that Apple was part of the cartel:

Asdescribed above, Apple, quite simply, did not want to compete with Amazon
on price. Apple was confident that the iPad would be a revolutionary and
wildly popular device. It was happy to compete with Amazon on that
playing field, where it believed its strength resided. It would match its
device — the iPad — against the Kindle. As HarperCollins executive
Robert Zaffiris observed on January 20, Apple is cutting a blanket agency
deal to level the playing field and ultimately compete in two areas they feel good
about — technology and iTunes [emphasis added].”
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With respect to the agency model, although it contributes to the
theory that Apple was part of the cartel because it provides a means for
Apple to extract a portion of the monopoly profits, there are still pro-
competitive reasons why Apple would prefer the agency model over
the wholesale model. For example, it is more efficient for a two-sided
platform to give suppliers the power to set prices on the platform when
they have better information on customer demand.”® Furthermore,
Apple used the agency model to sell apps through its App Store, which
suggests that Apple may have legitimate business reasons for adopting
such a pricing model for its platforms.”

The Apple case presents a useful contrast with the credit card cases
analyzed in Part IV of this Paper. In Visa-MasterCard, the honour-all-
cards rule reduced intrabrand competition between the credit card
networks but not interbrand competition. Although the no-surcharge
rule prevented merchants from steering through surcharges, it did not
prevent merchants from engaging in other types of steering. In contrast,
the no-discrimination rule employed by MasterCard and by Amex in
the Amex case prevented steering of any type. As a result, the no-sur-
charge rule may reduce platform competition between the credit card
networks but not to the same degree as the no-discrimination rule. The
recognition that the no-discrimination rule may pose a greater risk to
competition compared to the no-surcharge rule explains why the DOJ
challenged the former but explicitly declined to challenge the latter in
Amex.”® In the Apple case, on the other hand, Apple’s agreements with
the publishers reduced both user and platform competition. The agree-
ments facilitated a publisher cartel and thus reduced price competition
between the publishers. The agreements also reduced platform com-
petition because they forced Amazon to adopt the same distribution
arrangement as Apple and reduced the price competition between the
two platforms.

VI. Collusive Theories of Harm

The case law and economic literature analyzed in the previous
parts of this Paper provide guidance on how to identify plausible
collusive theories of harm in two-sided markets. First, platforms can
potentially engage in collusion with other platforms. They can do this
by expressly entering into a price-fixing agreement. MFN clauses can
assist platforms to collude by reducing the incentives to cheat and
deterring entry by maverick platforms. However, some characteristics
of two-sided platforms make entering into a price-fixing agreement
implausible or at least less likely. For example, a theory alleging that a
platform organized as a not-for-profit association entered into a price-
fixing agreement is implausible because its function is to maximize
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output and not profits.” Furthermore, price-fixing by two-sided
platforms is more complex because the cartelists have to coordinate on
both sides of the market.® If the colluding platforms agree to restrict
competition on only one side of the market, then competition will just
shift to the other side to reduce the monopoly profits.?! In addition,
it is important to keep in mind that the fact that price is well above
marginal cost on one side of the platform does not necessarily suggest
there is collusion. The platform could be pricing high on that side in
order to cross-subsidize the other.

Second, a two-sided platform can potentially facilitate collusion
among its users. Again, looking at the organization of the platform
would be important. A platform organized as a for-profit firm would
not have an incentive to facilitate collusion among its users. The reason
is that, since the platform is in a vertical relationship with its users,
allowing them to collude would effectively raise the platform’s costs.
This situation would be analogous to a retailer facilitating collusion
among its suppliers. This would not be in the retailer’s interest unless
it was vertically integrated upstream or it was receiving side-payments
from the cartel to compensate it. But even if a two-sided platform had
an incentive to facilitate an upstream cartel, it would be constrained by
the fact that users raising price on one side of the market would induce
users on the other side to exit. The exit of users would reduce the indi-
rect network effects and thus reduce the value of the platform.®? As
a result, a platform would only facilitate collusion if it received side
payments sufficient to offset the loss of profits from users exiting the
platform. Alternatively, if users on the non-colluding side had inelastic
demand or produced no indirect network effects,® then the platform
would have more of an incentive to facilitate a cartel because the exit of
users would be less likely or would result in less of a reduction in value
to the platform.

If a two-sided platform implemented an agency model, rather than a
wholesale model, then it would have more of an incentive to facilitate
a user cartel. The reason is that the agency model provides a mech-
anism for the platform to extract a portion of the monopoly profits
from the cartelists.® With the agency model, a platform would extract
a portion of any monopoly profits since its fee is based on the price of
the product being sold on its platform. A higher collusive price would
mean a higher fee. Furthermore, if the platform is organized as an asso-
ciation then there is the heightened risk that the members will use it to
facilitate a cartel. Associations can be useful mechanisms for facilitating
cartels because they provide a means for members to reach a price-
fixing agreement, to detect and punish cheaters and to prevent entry.?
Similarly, members of a platform could use the platform to implement
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a cartel agreement, to detect and punish members that cheat and to
prevent the entry of potential members that would undercut the cartel.

VII. Conclusion

Courts and academics are still wrestling with the complex compe-
tition law issues surrounding two-sided markets. With respect to the
online retail sector, the case law and literature all suggest that MFN
clauses and the agency model of distribution may be used by two-sided
platforms to lessen price competition and to deter entry by low-cost
entrants. With respect to the credit card sector, however, the case law
and literature are less clear. The restrictions on merchants may have
anticompetitive harms but there are also plausible and substantial effi-
ciency justifications for these practices. Consequently, it is not clear
that with the current state of knowledge of two-sided markets that one
can proclaim confidently that these practices have a negative effect on
consumer welfare. Until we gain a better understanding of the effect
on consumer welfare of these practices, a rule of thumb that can be
applied in two-sided market cases is to treat as presumptively suspect
any practices that have the effect of reducing competition between
platforms, but to treat as permissible any practices that restrain compe-
tition within a platform if there are plausible and substantial efficiency
justifications for such restraints.

As more competition law cases get litigated and economic analyses
are conducted, our understanding of how to properly set competition
law policy in two-sided markets will improve. This improved under-
standing will allow competition agencies to minimize error costs and
maximize consumer welfare. This Paper hopes to contribute to this
understanding by providing deeper insight into how to accurately
identify collusive practices in two-sided markets.
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