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In this I paper I review the economic theory of loyalty discount programs.
The emphasis is on recent developments, both in economic understanding

and its application to recent cases. I begin with a taxonomy of loyalty pro-
grams within which the majority of litigated cases can be identified. A key
feature of recent theorizing about loyalty programs is the importance of the

dominant firms uncontestable market, a market which in which entrants
cannot compete, either because of insufficient capacity, or because in mul-
tiproduct cases, the entrant does not have the technology or expertise to
produce in some products supplied by the dominant firm. Other issues that
are discussed are the analogy between loyalty programs and price discrimi-
nation, which is a helpful one, and the less helpful analogy with predatory
pricing theory and case law. I also assess the potential for "bright-line" tests

for anticompetitive loyalty programs to emerge.

Dans cet expos, je passe en revue la thorie economique des programmes

descompte defidisation. Laccent est mis sur lesfaits nouveaux, tant sur
le plan de la comprhension conomique que sur le plan de son applica-
tion aux affaires rcentes. Je d~bute par une taxonomie des programmes

defidlisation auxquels la majeure partie des litiges peuvent etre rattachs.
Occupe une place depremierplan dans les thories au sujet des programmes

defidlisation l'importance du march non disputable de la soci~t domi-
nante, march sur lequel les entrants ne peuvent pas livrer concurrence,

parce que le manque de capacit ou la multiplicit desproduits les emp~che
de disposer de la technologie ou de l'expertise ncessaire pour fabriquer
certains produits fournis par la soci~t dominante. Sont galement analy-

sues l'analogie entre les programmes defidlisation et la discrimination par
les prix, qui est utile, ainsi que l'analogie, moins utile, avec la thorie et
la jurisprudence sur les pratiques de prix d~viction. J'value galement la
possibilit que ressortent des critkres clairs en matikre de programmes de
fidlisation anticoncurrentiels.

Introduction

he law and economics of loyalty programs have been in a state

of flux for decades due to a lack of a well identified theoretical
framework from which to analyze the competitive effects.
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The lack of consensus has been reflected in divergent decisions taken
in the antitrust courts. As Scott Morton and Abrahamson (2016) have
described, U.S. Courts have often "analogized" loyalty rebates to doc-
trines on tying, exclusive dealing and predatory pricing due to this
absence of a solid theoretical framework for loyalty discounts.

As Giolio Federico (2011) argues, the European Commission seemed
to have developed a stronger framework to guide antitrust cases related
to loyalty discounts with the release of a Guidance Paper in 2009.
However, even subsequent to the paper's release in the European Union
the General Court has varied from an almost per se prohibition of loyalty
rebates when offered by dominant firms (e.g. Tomra) to a more nuanced
rule of reason approach (e.g. Intel).1 This wide variation in how the Euro-
pean courts treat these different cases suggests that there is still a need
for clarifications and strengthening of the economic theory of loyalty
programs .

2

In Canada, several important cases have helped to flesh out the legal
treatment of loyalty programs under section 79, the Abuse of Dominance
section, of the Competition Act. Nutrasweet, the first Abuse of Dominance
case filed by the Commissioner, concerned the use of loyalty discounts
to exploit and abuse market power. NutraSweet offered customers for its
aspartame product a substantial discount if they would both purchase
NutraSweet aspartame exclusively and agree to display the NutraSweet
logo on the retail products (most of which were canned or bottled soft
drinks). The sum of the logo and promotion allowances was on the order
of 40% of the list price, with the logo display allowance accounting for
most of the discount. As with many loyalty programs, the major incen-
tive was for exclusive purchases by the buyer from NutraSweet, and the
competitive effects analysis has significant overlap with that of exclusive
dealing.

The Tribunal found that the loyalty scheme created substantial switch-
ing costs for customers. Also that the set of restrictions on customers
taken together amounted to a practice of anticompetitive acts which had
the effect of preventing or inhibiting entry by competing suppliers.

The Canada Pipe case is discussed in a separate section at the end of
this article so will be reviewed only briefly here. Canada Pipe offered a
bundle of loyalty discounts to distributors who agreed to carry Canada
Pipe's cast iron drain, waste and vent products exclusively (the distribu-
tors were completely free to carry plastic DWV products). The loyalty



114 REVUE CANADIENNE DU DROIT DE LACONCURRENCE

program involved multiple products in that Canada Pipe supplied both
pipe and fittings to distributors. The Tribunal found that although
Canada Pipe was dominant in the relevant markets, the loyalty program
did not constitute a practice of anticompetitive acts. The decision was
reversed by the Federal Court of Appeals and settled shortly thereafter.

The Federal Court of Appeal decision in Canada Pipe was important
in clarifying the legal framework, not just for loyalty programs, but for
Abuse of Dominance cases in general. First, the FCA emphasized the
importance of a "but for" analytical framework for analyzing competitive
effects. The anticompetitive acts must be compared with a counter-fac-
tual world where they were absent, not with some hypothetical absolute
standard of competition. Second, the FCA interpreted section 79 (i) (b)
of the Competition Act as referring to the purpose of a practice of anti-
competitive acts, and not to their effects.

Finally, in 2003 the Competition Bureau investigated the loyalty
program operated by IKO Industries Ltd., Canada's largest manufac-
turer of asphalt roofing shingles. The Bureau negotiated a change in the
program involving a switch to volume based discounts.

Loyalty programs can be defined as any program that offers a discount
to a buyer based on the volume of that buyer's sales. The discount can
be offered either in a previous time period, or the same time period.3

Volume may also be expressed in terms of market share (e.g. if instead
of the supplier requiring that the buyer purchase at least 8 units of the 10
they require from the supplier, the requirement may alternatively be that
the buyer source at least 80% of their needs for this input from the sup-
plier). The discounts are most often provided only once purchases have
reached a threshold. Usually these types of programs require the firm to
have knowledge about the buyer's purchases, not just with the seller, but
also with other firms in the market.4 This last point is where the concern
for antitrust is greatest.

A Taxonomy

I present below a series of four examples, designed to capture the
essential attributes of the common variations of loyalty programs that
we observe in practice and that have comprised the majority of competi-
tion cases in Canada, the U.S. and Europe.
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Example 1

Volume-based All Units Discounts (AUDs). A computer OEM requires
100 memory chips. The dominant chip maker offers a schedule to the
buyer such that the first 80 chips are $1, but purchasing any subsequent
units reduces the price on all units purchased to 90 cents. The entrant/
smaller rival is usually restricted from competing for the whole market
by a capacity constraint, so that the market can be divided into a "con-
testable" segment and a monopoly segment in which the dominant firm
faces no competition.

Key cases

Two important cases involving AUDs are Tomra5 and Michelin HJ.6

In Tomra, the dominant manufacturer of "reverse vending machines"

offered a variety of loyalty discounts to customers (mostly grocery
stores) which the Competition Commission found had impeded entry
and competition and constituted an abuse of a dominant position. In
Michelin II, Michelin offered AUDs on purchases of replacement tires,
usually with more than one tier of discount.

Example 2

Share-based All Units Discounts (AUDs). This time the dominant
memory chip maker offers a pricing schedule: 1$ per chip if the buyer
fills no greater than 80% of their needs from the dominant firm, but 90
cents per chip if greater than 80% of their needs are met by the dominant
firm. This is an example of what Fiona Scott Morton has called "contracts
that reference rivals" because meeting the seller's threshold depends on
the rival's behaviour as well as that of the dominant firm.7

Examples 1 and 2 are closely related. If the buyer has perfectly inelastic
demand (their demand is constant independent of price changes) then
they are identical i.e. it makes no difference whether the threshold for the
loyalty rebate is a specific volume or whether it is expressed as a market
share. But if the buyer's demand has some price elasticity, then with a
volume based rebate the entrant could still increase their market share
by lowering their price sufficiently.

Key cases

In the Concord Boat' case, Brunswick Corporation used three types
of market share based loyalty discounts in the sale of stern drive and
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inboard marine engines. The agreements specified a 3% discount to boat
builders who bought 80% of their engines from Brunswick, a 2% dis-
count for a 70% share and a 1% discount for a 60% share. Although the
jury originally found for the plaintiffs, the decision was reversed by the
Eighth Circuit on appeal. One interesting aspect of the appeals court
decision is the finding that Concord's prices were above costs, and thus
did not violate the predatory pricing standard set out in Brooke Group.'

Example 3

Multiple products, Bundled Loyalty Discounts. Suppose that there are

two leading types of boat engine, powered by diesel and gasoline respec-
tively. Engine Maker A, the dominant firm, makes both types but has
a monopoly in the market for diesel engines. The market for gasoline
engines is competitive: as well as A, firm B also supplies them, but firm
B does not have the capacity or the technology to enter the market for
diesel engines. Firm A offers a 5% discount over the list price for buying
both types of engine from them.

Key cases

Two key cases that have defined US legal standards with respect to
multiproduct loyalty discounts are Lepage's1° and Meritor11. In Lepages,

3M offered bundling rebates to office supply stores that carried multiple
3M products. In Meritor the maker of a full line of truck transmissions

offered discounts to truck manufacturers who maintained high market
share thresholds with the incumbent across all product lines. In both
cases the plaintiffs were successful despite the incumbent's pricing in the
identified product line being found to be above cost.

Example 4

Preferential dealing contracts. A supplier of multiple products offers

two pricing menus: one in which the buyer can pick and choose which
products to take, with the remainder of their needs being met by other
suppliers; and one in which the buyer undertakes to meet all of their
needs from the seller's product line i.e to purchase from the dominant
firm exclusively. Clearly this is an extreme form of a Contract that Refer-

ences Rivals (CRR), where the rivals share must not exceed zero.12
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Key cases

NutraSweet and Canada Pipe13, both described elsewhere in this article,
are examples of the above contract type.

Some Dimensions of a Competitive Effects Analysis of
Loyalty Programs

The importance of the Dominant Firm's
uncontestable market

Several dimensions of the competitive effects of loyalty programs
are worthy of note. In this article I place an emphasis on multiproduct
loyalty programs, in which a dominant producer supplies several prod-
ucts (which may be substitutes, complements or unrelated) of the sort
described by my Examples 3 and 4 above. An illustrative case is Lepage's
v. 3M,14 in which 3M, a maker of a multitude of office supply products,
offered loyalty discounts to distributors who met volume goals across
a range of six product categories in purchases from 3M, thereby fore-
closing the entry of Lepage's, the leading manufacturer of unbranded
transparent tape, who made only Scotch tape but had no capacity to
supply the other products.

Central to Lepage's and many similar cases is the concept of an uncon-
testable market for the incumbent."i The idea is that the incumbent is
already supplying a set of products to the buyer which the entrant does
not have either the capacity, or access to the required intellectual prop-
erty, or the knowhow, to manufacture. Equivalently, in the single product
case, the entrant may have a capacity constraint such that they can
produce equivalent or even superior products to those of the incumbent
but in a limited volume, but cannot match the full volume supplied by
the incumbent.16

The concept of a contestable and uncontestable market has played a
critical role in many U.S. cases involving loyalty discounts. However,
the application of the concept is not as straightforward as it may sound.
For example, the contestable and uncontestable parts of the dominant
firm's product line should be defined with respect to a particular buyer.
For example, in Lepage's the big retailers like Wal Mart were presumably
purchasing a full line of 3M products but a smaller retailer might not be.
The implication is the share of market that is contestable will vary across
different buyers and would have to be evaluated on a case-by-case basis.17
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A separate issue is that the contestable and uncontestable markets
that are relevant to a particular loyalty discount may not match well, or
at all, with the identification of relevant product markets. To illustrate
again from LePage's - 3M supplied products in several distinct product
markets which were considered uncontestable to Lepage's and one
product market which was contestable to Lepage's. Thus the traditional
approach to market definition is of only limited usefulness, because the
strategic use of market power cuts across several traditionally defined
antitrust product markets.

The two cases, that of multiple products where the smaller rival can
only compete in some markets, and the case of a homogeneous or nearly
homogeneous market where the smaller rival is capacity constrained,
are more or less symmetric from a strategic and a competitive effects
perspective. One potential difference could arise from the presence of
demand side interactions in the multiproduct case e.g. where the buyer
needs to stock the full range of products supplied by the seller, as was
suggested in Canada Pipe. In Lepages also, the buyers had a preference
for buying a bundle of products all from 3M, as opposed to buying them
separately from individual suppliers. There are also potential supply side
interactions that are relevant - the dominant firm may exploit econo-
mies of scope between the different products that are supplied to the
buyer, and as a result there may be an efficiency advantage for the buyer
to keep a single supplier for all of the relevant products. Some examples
of such economies of scope could arise with economies of joint delivery
of multiple products from a single supplier, or common in store display
advertising of an array of products from a single supplier.

The reason why the uncontested market concept is critical to the com-
petitive analysis of loyalty discounts is that without it, it can always be
argued that an equally efficient entrant could potentially supply the entire
market and that no loyalty discount program could exclude such a firm.18

For example, in Canada Pipe, the Tribunal accepted that Canada Pipe's
Stocking Distributor program contained no contractual restrictions to a
customer purchasing from rival suppliers, and that at the beginning of
each calendar year, all suppliers and potential suppliers were actually in
a symmetric position since no accrued rebates were owing at that point.

Tying and Price Discrimination

The competitive effects of loyalty programs support a close analogy
to the analysis of tying, a point made by several commentators. The
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uncontestable and contestable markets play the role of the tying and tied
goods in tying analysis. By leveraging their control of the tying good,
the dominant firm is able to increase the price of the tied good above
competitive levels and possibly induce the exit of rival producers in the
tied good market.

The analogy of loyalty programs with tying is not exactly one-to-one,
however. In the classic analysis of tying by Whinston (1990) the decision
to tie has the effect of making the dominant firm more aggressive in its
pricing in the competitive tied market. In turn, more aggressive pricing
can force the exit of one or more rival firms in the tied market. There
are, however, two striking and related differences between the use of
tying and the use of loyalty programs as strategic devices to improve the
position of the incumbent. First, as Chao, Tan and Wong (2016) show,
a loyalty program can induce a partial foreclosure equilibrium where
the competitor survives but with a reduced market share. By contrast, a
profitable tying contract would generally only be profitable if the entrant
were excluded completely.

The second point is really a corollary of the first. In a tying equilibrium,
the incumbent induces exit by creating price competition that is more
aggressive than without the tying contract.19 But, as Chao et al and Scott
Morton and Abrahamson both show, loyalty programs make the pricing
in the competitive segment less aggressive i.e. they soften price competi-
tion. It is even possible for a loyalty program to make the competitive
firm better off. The reason for this is that the loyalty program creates
a "cliff" in the smaller firms profit function, where it cannot expand
market share without charging significantly lower prices, and hence a
more profitable option is actually to increase prices and extract more
profits from the smaller customer base to which it has access.

The Analogy with Predatory Pricing

Because loyalty programs appear to involve aggressive discounting
aimed at the buyers in the competitive market, an analogy with preda-
tory pricing is a natural one to consider. Predatory pricing involves
aggressively low pricing by an incumbent dominant firm that is explic-
itly designed to induce the exit of a smaller rival. Predatory pricing also
involves a profit sacrifice by the dominant firm in the short term with the
expectation that, after the exit of the "victim" firm, the dominant firm
will be able to increase prices to monopoly levels and recoup the earlier
loss in profits.20
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A well designed loyalty program need not involve any profit sacrifice at
all, however. By a strategic choice of the threshold (h) and the discount
(d) the incumbent can ensure that their profits increase as a result of the
loyalty program.21 Moreover, the goal of the program may not be the exit
of the rival, but rather an increase in market share and a softening of price
competition in the contestable market. And finally, there is no need for
a recoupment phase when the predator seeks to regain their lost profits
from strategically low pricing, since a well-designed loyalty program can
help to preserve the market power of a dominant firm indefinitely.

Finally, the above analysis suggests the traditional price-cost tests for
predatory pricing, which are predicated on a profit sacrifice model, will
be of little use in identifying anti-competitive loyalty programs. I return
to this point in a subsequent section.

Pro-competitive and anticompetitive
attributes of Loyalty programs

The majority of Competition Authorities have recognized that loyalty
programs have complex attributes and need to be judged by a rule of
reason standard.22 The welfare effects of loyalty programs are complex,
and certainly not always harmful. There is a valid analogy with price
discrimination, in that both loyalty programs and price discrimination
can have the effect of lowering the "marginal price" - the price paid for
the marginal unit purchased, which in turn is likely to lead to an expan-
sion of total sales. If, prior to the implementation of the loyalty program,
the dominant firm is exercising market power, than an output expan-
sion will be welfare increasing. In addition, to the extent that a loyalty
program causes a displacement of sales by a more efficient dominant
firm in favour of a less efficient entrant, that will also imply a welfare
improvement. But loyalty programs also have the potential for causing
exclusionary harm. Finally, the antitrust standard matters, whether a
practice is judged according to a standard of consumer welfare, or total
welfare - the latter being more likely in Canada. Since the welfare analy-
sis of loyalty programs is complex and technical, I have summarized in
the paragraphs below the properties that are of the greatest significance.

Pro-competitive attributes of Loyalty programs

It is worthwhile emphasizing an obvious point that may have been
obscured in recent scholarship on loyalty programs: Loyalty programs
are ubiquitous, appearing everywhere from the local coffee house or
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bakery, to airlines and PC chip makers. The vast majority of programs
do not raise competition concerns; to the contrary, it is reasonable to
infer that since they are practices being pursued in competitive markets
their role must be to enhance efficiency. A safe rule of antitrust analysis is
that something so ubiquitous is highly unlikely to be anticompetitive in
every case, or even in the majority of cases. The well-known observation
of Ronald Coase is instructive.

"One important result of this preoccupation with the monopoly problem
is that if an economist finds something-a business practice of one sort
or other-that he does not understand, he looks for a monopoly explan-
ation. And as in this field we are very ignorant, the number of ununder-
standable practices tends to be very large, and the reliance on a monopoly
explanation, frequent."'23

There are two broad categories in which loyalty programs can be
pro-competitive

Loyalty programs in many cases are efficiency enhancing.

a. Loyalty programs can be used to correct inefficiencies arising from
double marginalization. Double marginalization arises when an
upstream supplier is already exercising market power by pricing
above marginal cost and a downstream distributor or manufacturer
creates additional inefficiency and distortion by marking up the man-
ufacturers prices a second time. In the resulting pricing equilibrium
the quantities supplied are too small and prices are too high, even
compared to a benchmark of quantities (and prices) that maximize
joint monopoly profits. A loyalty discount, because it creates an incen-
tive to expand the quantity demanded, can correct such distortions.

b. Second, loyalty programs may help to align incentives between man-
ufacturers and distributors. Efficient distribution may require that
retailers and distributors engage in sales and marketing activities
where their incentives are not easily aligned with those of the manu-
facturer. There are well known efficiency distortions created by the
problems of hold-up and free riding. Loyalty programs can help to
correct these distortions and promote efficient distribution.

c. Higher quality brands may use loyalty programs to help custom-
ers become better informed, leading to an equilibrium with better
matching of customers with the high quality brand, which in turn
can imply increase welfare.
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Deterring a high cost entrant can increase welfare.

If the entrant is less efficient or higher cost than the incumbent - even
where an entrant or smaller competitor is deterred from entering (or
their market share is lower than it would have been without the loyalty
program) economic welfare may be higher with the loyalty program
than without it.

This is a complex issue to evaluate in any individual case. As Salop
(2016) and others have pointed out, the entry of even a less efficient
entrant can make consumers better off because of the increased compe-
tition that the entrant provides. The effect on total welfare would likely
require a careful modelling of the specific case with and without the
loyalty program (the counter factual). In the general case, by deterring a
less efficient competitor a loyalty program initiated by a dominant firm
could both increase or decrease welfare.

Anticompetitive properties of loyalty programs

The early discussions of loyalty programs were often in the context of
oligopolistic markets, an example being airline frequent flyer programs.24

Absent a framework of dominance a typical conclusion was that loyalty
programs were likely to increase switching costs between rival produc-
ers, and possibly imply an increase in the ability of producers to exercise
market power.25

As Guofo Tan26 and others have observed, loyalty programs when
practiced by a dominant firm resemble tying contracts practiced by a
dominant firm. The dominant firm leverages its market power in its
captive market to exploit additional market power in the competitive
market segment (the small competitor either has a capacity constraint
(examples 1 and 2) or can only produce in only one product (example
3). We can harvest intuition from the theory of tying to provide insight
into the likely anticompetitive effects. First, tying is generally only profit-
able and anticompetitive when the dominant firm cannot exploit all of
its market power in the tying good just by pricing in that market alone.27

Second, the welfare effects of tying are ambiguous - it is not always
anticompetitive.

As mentioned above, the economic effects of loyalty programs are
very similar to those of tying. The non-contestable market segment (in
Example 1) or the incumbent monopoly product (in Example 3) can be
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seen as the tying good. While the contestable market segment (Example
1) and the competitive product (Example 3) act as the tied good. It has
been known since Whinston (1990) that tying can be exclusionary, and
potentially anticompetitive.28

Bright Line Tests for Anticompetitive
Loyalty Discount Programs

The analogy drawn between loyalty programs and predatory pricing
suggests that a traditional cost-based pricing test might be adapted to
identify whether a loyalty program is anticompetitive or not. The issue
has come to the fore in several high profile U.S. cases.29

In classifying cases according to the application of price-cost tests, I will
restrict my discussion to their use in multiproduct cases. In both LePage's
and Cascade Health the courts applied a form of discount attribution test
(more on this below). In Canada Pipe the Competition Tribunal did not
explicitly apply a price cost test. However, they did make reference to
price cost margins in their decision, but did not go into detail on the role
of contestable and uncontestable markets in performing a test.3"

In order to assess the usefulness of price-cost tests in this context, a
first step is to review how such tests came to prominence with respect to
allegations of predatory pricing. Such tests have become so familiar and
embedded within the case law of predatory pricing, that it is possible to
forget their underlying economic framework. In the context of predatory
pricing, price cost tests owe their origin to the important paper by Areeda
and Turner (1975)31 and its various refinements, notably that by Baumol
(1996)32. The rationale for a price cost test is that if a dominant firm is
pricing no lower than its own average variable cost, an equally efficient
(or more efficient) competitor would not be deterred from entering (for
entry to be socially beneficial, the entrant's average total costs should be
less than the incumbent's average variable costs).33

Several authors have pointed out that it is not necessary for an entrant
to be equally or more efficient for entry to increase economic welfare.34

This is because entry creates more competition, and competition ben-
efits consumers. However, this issue is more important in jurisdictions
where consumer welfare is the primary criterion for antitrust action, and
less important where total welfare is the criterion, as it is in Canada.35

Thus, particularly in Canada, the test of "is the practice likely to deter an
equally efficient entrant?" is still an important one.
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The advance in the use of price-cost tests in multiproduct cases is the
recognition that the uncontestable market must be factored in to the con-
struction of any such test for it to have any interpretative value. Suppose
for example that Deep Cove Express36, a monopolist manufacturer of
gasoline engines for powerboats, also makes and supplies diesel engines
where there are several competing suppliers. The manufacturer offers
boatbuilders a 10% discount if they purchase both types of engine from
Deep Cove. If Deep Cove's diesel engines have average variable costs
of $50,000 per engine and they sell for $60,000 without the discount,
the discounted diesel engine price is $54,000. A conventional price-cost
test would find price exceeding variable costs and no reason to presume
harm. Assume in addition that Deep Cove sells the same volume of gaso-
line engines and at the same price as its diesel engines. If the discount
is computed as an attributed discount, comparing the incremental cost
to the buyer of buying diesel engines from Deep Cove (in addition to
the purchase of gasoline engines) with Deep Cove's variable costs for its
diesel engine, the comparison would be of $48,000 with $50,000 so that
Deep Cove would be found to be selling below cost, and at least trigger
further investigation of predatory behavior.

The example above captures the concept of exclusionary bundling
articulated by Barry Nalebuff.37 This concept can be applied directly to
my example 3 in the introductory section of this paper, where a customer
who purchases both of two products from the incumbent can do so at a
discount of 5%. As defined by Nalebuff:

Exclusionary bundling arises when a firm has market power in product
A and faces competition in product B. A firm engages in exclusionary
bundling when the incremental price for an A-B bundle over A alone is
less than the long-run average variable costs of B.38

The key concept with Nalebuff's test is "incremental price" which is
calculated as follows. The incremental price is defined as the additional
amount that the customer would have to pay in order to buy both A and
B from the monopolist compared to buying just A alone. Provided that
the incremental price exceeds the incumbent's average costs for product
B, an equally or more efficient rival will not be deterred from entering
market B. Or in Nalebuff's words "The intuition behind the test is that
exclusionary bundling forecloses equally efficient rivals"39 As Nalebuff
points out, if the entrant has a capacity constraint, an incumbent may
be able to pass the exclusionary bundling test but still exclude an equally
efficient entrant with a capacity constraint because of an inability to

VOL. 30, NO. 1



CANADIAN COMPETITION LAW REVIEW

achieve sufficient scale.4° The exclusionary bundling test is therefore at
best an incomplete test.

A different but related construction of a price statistic has been pro-
posed by Fiona Scott Morton and Zachary Abrahamson in a recent
paper.41 The authors define a statistic that they call the Effective Entrant
Burden (EEB) which measures the magnitude of the penalty that a buyer
must incur in order to purchase from an entrant in quantities that will
overcome the incumbent's threshold (a parameter of the all units dis-
count program). Although the EEB statistic is primarily designed to
apply to all units discount programs for single products, it can equally be
computed in the context of multiproduct loyalty discounts.42

The EEB statistic is defined as:

EEB = hd/s

Where h = the requirements threshold at which a buyer receives a
discount across all units purchased up to that point (O<h<1); s = the con-
testable share of the market which is accessible to an entrant (possibly
due to the entrant's capacity constraint or the entrant's lack of expertise
and/or intellectual property in manufacturing some of the incumbent's
products); and d = the discount received by the buyer upon reaching a
share h of their purchases from the incumbent (O<d<1).

In the Deep Cove Express example, the threshold is actually 100%, the
AUD discount (after exceeding that threshold) is 10% and the contest-
able share is 50%. The EEB statistic for this example can therefore be
calculated as 0.2 i.e. the entrant must price at a discount of at least 20%
below the incumbent's list price in order to gain any market share at all
in the diesel engine market. In order to formulate the EEB statistic as a
price cost test we would require that the incumbent's variable costs in
manufacturing diesel engines were no greater than (1-EEB) x Incum-
bent's price as a necessary condition for an equally efficient entrant to be
deterred by the multiproduct loyalty discount.

In this example the applications of the Exclusionary Bundling test and
of the EEB statistic are essentially the same, leading to the same con-
clusion. Where they could differ would be in a case where either the
threshold h or the contestable share s do not coincide with a product
boundary. For example, suppose that the entrant only has the capacity to
produce ha/of the diesel engine market. The Exclusionary Bundling test
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would remain unchanged, but since s is now 25% the EEB statistic would
increase to 0.4 with the implication that the entrant must discount their
price to 60% of the incumbent's price in order to capture any sales at all.

In this last example, the EEB statistic runs into a problem when used as
a screen for predation against an equally efficient competitor. It does tell
us that the entrant must price 40% below the incumbent's price in order
to encourage the buyer to switch some business, but there is no reason to
expect that the EEB price is either above or below the incumbents vari-
able costs (the EEB statistic can take values greater than one, meaning
that the entrant must pay buyers to take its product). Thus, an EEB price
that is below the incumbent's long run variable costs is neither necessary
nor sufficient for exclusion of an equally efficient entrant.

Scott Morton and Abrahamson do present some interesting calcu-
lations of the EEB statistic derived from important contested loyalty
discount cases.43 What these data suggest, albeit in an inconclusive way,
is that "high" levels of the EEB statistic are likely to lead to legal findings
of liability against the incumbent dominant firm, whether or not there is
any normative basis for concluding that the loyalty program is respon-
sible for a substantial lessening of competition. Prominent examples are
the Intel litigation in both the U.S. and the EU, where the EEB was cal-
culated at 70% and Concord Boat where the EEB was only 2% and the
defendant escaped liability.44

To conclude this section, price cost tests, including the newer Effective
Entrant Burden statistic are of extremely limited usefulness in determin-
ing whether a particular loyalty discount program is anticompetitive.
What is required is a full competitive effects analysis of the program in
question, with consideration given to the role of contestable and uncon-
testable markets, and there do not appear to be any simple screens
available that would avoid a full investigation in some cases.

Canada Pipe (2005) seen in the context of the modern
theory of loyalty discounts

The Canada Pipe Company produced cast iron drain, waste and vent
(DWV) pipe and related products through its Bibby Ste-Croix division
in Quebec. Bibby sold these DWV product to various distributors in
Canada, who in turn sold them to contractors for use in construction
projects. Bibby offered distributors a Stocking Distributor Program (SDP)
wherein Bibby gave quarterly and annual rebates to distributors in return
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for stocking only Bibby-supplied cast-iron DWV products. In addition,
the list price was reduced by up to 40% for exclusive distributors.

The Canada Pipe case fits into the framework that I have set out as a
loyalty program with a 100% threshold i.e. the distributors were required
to stock Canada Pipe's products exclusively in order to receive the rebates
and discounts. From an economic theory perspective of course, when a
loyalty discount has a threshold of 100%, it becomes indistinguishable
from exclusive dealing or possibly preferential dealing45, and the theory
of exclusive dealing applies as much as that of loyalty programs.

In Canada (Commissioner of Competition) v. Canada Pipe Company
Ltd. the Competition Tribunal dismissed an application by the Com-
missioner, with the Commissioner arguing that the SDP contravened
sections 79 and 77 of the Competition Act. The Tribunal found that
Canada Pipe was dominant within the relevant markets, but that the
SDP did not constitute a practice of anticompetitive acts. The decision
was later reversed by the Federal Court of Appeals. The Canada Pipe
case raised many important legal issues concerning the application of
the Competition Act in Abuse of Dominance cases. My purpose is to
comment on the economic analysis of the case as articulated by the Tri-
bunal and the Federal Court of Appeals, in light of more recent work on
loyalty discount programs.

The most significant finding of modern work on loyalty discounts is the

significance of non-contestable market segments that may allow domi-
nant firms, whether multiproduct or single product, to design loyalty
schemes that offer the buyer a steep incentive to purchase from the dom-
inant firm in the contestable segment. A second and related lesson to be
drawn from modern research is that standard product market identifica-
tion methodologies can be misleading in multiproduct loyalty program
cases. Although several individual products may be correctly identified,
it is the interaction of purchases of these products, incentivized through
the loyalty discount, that can create anticompetitive effects. An excellent
example occurred in the Lepage's case where the loyalty incentive offered
by 3M was across many products, not the single adhesive tape product
manufactured by Lepage's.

Applying these insights to Canada Pipe, several things emerge. First,

three product markets were identified by the Tribunal, consisting of cast
iron pipe, fittings and couplings.46 Both Canada Pipe and its only domes-
tic competitor, Vandem Industries, were active producers of both pipe



128 REVUE CANADIENNE DU DROIT DE LA CONCURRENCE

and fittings but not couplings. It is unclear whether Canada Pipe pos-
sessed a multiproduct advantage of the sort that I have discussed above
- Canada Pipe did offer a larger variety of products than its rival. It is also
true that Vandem had a small market share, holding at most 10% share
of domestic production at any time during the period of alleged abuse
of dominance. Had a clear articulation been made of an uncontested
market theory based on a capacity constraint for Vandem, it is possible
that the Tribunal would have found it compelling, but only if they were
also convinced that barriers to entry were high. In fact the Tribunal was
impressed by the extent of actual entry at the distribution level i.e. com-
petition among buyers, which had an important role in their conclusion
that a substantial lessening of competition had not taken place.47

The economic analysis presented by both sides in Canada Pipe consid-
ered the SDP more as a set of incentives for exclusive dealing rather than
as a loyalty discount program. But as I have noted, this was appropriate
given that the threshold for the discount was 100%, or exclusive purchas-
ing from Canada Pipe.48 Apart from explicitly setting out a case for a
small and capacity constrained constestable market from Canada Pipe's
domestic competitor, the modern research on loyalty discounts, which
has focused on loyalty thresholds that are endogenous and less than
100%, would not appear to have much to add to the economic analysis
that was presented at the time.
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