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INTRODUCTION

Two conflicting interpretations of exclusionary conduct battle for ascen-
dancy in modern antitrust law and industrial organization theory. The first
takes a strategic view and maintains that, given sufficient incentives and in-
ducing circumstances, firms with market power will exploit their rivals in
ways that reduce economic welfare. The second approach, an efficiency ex-
planation, holds that in the absence of cartelization, firms will behave effi-
ciently and will rarely engage in strategic conduct. Contract penalty clauses,
through which a monopolist may penalize customers for switching to rival
firms, provide an illuminating context in which to explore these competing
interpretations of exclusionary conduct.

In the famous United Shoe case,! the court ruled that a shoe machinery
manufacturer’s practice of leasing machines under long-term agreements
that required its customers to pay a penalty for switching to a rival supplier
violated the Sherman Act. The court found that the leases had been an im-
portant means by which United Shoe had monopolized the shoe machinery
manufacturing market for over fifty years. Modern critics of United Shoe
characterize the leasing agreements as an appropriate means of achieving
efficient production. So the matter stood, until a recent article by Professors
Aghion and Bolton illuminated the strategic potential of contract penalty

1. United States v. United Shoe Mach. Corp., 110 F. Supp. 295 (D. Mass. 1953), aff’d per
curiam, 347 U.S. 521 (1954).
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clauses when used by a monopolist.?

Breaking new economic ground, Aghion and Bolton demonstrate that a
monopolist can use a contract penalty clause as a strategic mechanism to
enhance its monopoly power. The penalty clause binds the monopolist and
its customers in a coalition that wields monopoly buying power against po-
tential entrants. The penalty clause forces an entrant to pay a penalty,
through lower prices, in order to solicit customers from the monopolist.
This deprives the entrant of its expected economic return, and in some cases,
deters entry altogether. The economic consequences are reduced output, di-
minished return to innovation and new entry, and enhanced profit for the
monopolist.

The Aghion-Bolton analysis powerfully illustrates how game theory en-
hances antitrust understanding; provides an example of an important family
of strategic models based on credible precommitment; applies to numerous
transactions; and has wide ranging implications for antitrust policy. This
article attempts to distill and restate the new economic learning for legal
readers; to formulate workable criteria for applying the theory to antitrust
analysis; to illustrate several applications of the theory to specific cases; and
to provide a framework for future policy analysis and investigation of con-
tract penalty clauses.

I. A STRATEGIC APPROACH

Aghion and Bolton present a strategic explanation of contract penalties
used by monopolists in long-term contracts. They demonstrate that a con-
tract penalty clause provides a striking and effective means to exploit mo-
nopoly power. Under the contract law definition, a penalty allows the
nonbreaching party to recover more than its actual or reasonably anticipated
losses.? Under the definition we shall adopt, a penalty permits the non-
breaching party to recover more than its actual losses as determined at the
time of breach.* Although the common law holds that penalties are not
enforceable, judicial interpretations are highly permissive and often enforce
contracts with penalty-type provisions. Moreover, in civil law jurisdictions,
which include most industrialized nations except the United States, penalties
are enforceable unless found to be unconscionable.’

Aghion and Bolton demonstrate the pernicious effects of a penalty on
new entrants. The penalty acts much like an import tariff, raising the costs
of market entry. The penalty deters entry by some potential entrants even
though their costs are lower than those of the incumbent monopolist, and
the penalty reduces the profitability of entry for even the most efficient po-
tential competitors. The penalty thus decreases allocative efficiency and

2. Philippe Aghion & Patrick Bolton, Contracts as a Barrier to Entry, 77T AM. ECON. REVv. 388
(1987); see also Peter A. Diamond & Erik Maskin, An Equilibrium Analysis of Search and Breach of
Contract, I: Steady States, 10 BELL J. oF EcoN. 282 (1979).

3. See RESTATEMENT (SECOND) OF CONTRACTS § 356(1) (1981); U.C.C. § 2-718(1).

4, See text accompanying note 141 infra.

5. See text accompanying notes 53-59 infra.
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raises rent-seeking losses, enhancing the profit from monopoly. In addition,
the penalty reduces long-term incentives for innovation and technological
progress.

In United Shoe, an incumbent monopolist leased its most complex ma-
chines under long-term agreements that penalized customers who switched
to a competitor’s machines. Judge Wyzanski denounced these and other
lease terms as creating “unnatural barriers” against actual and potential
competition and ordered the penalty stricken.® Following United Shoe, de-
bate focused on whether long-term leasing and other long-term supply con-
tracts by a monopolist were inherently exclusionary. A naive strategic view
maintained that a monopolist-supplier could preclude market entry through
long-term contracts. Under this view, the monopolist closes off the market
through long-term supply contracts before rivals have the opportunity to
enter. Later, when potential rivals attempt entry, the monopolist’s custom-
ers are already bound by the long-term contracts and cannot be a source of
sales. Thus, long-term contracts enable an incumbent monopolist to perpet-
uate its monopoly.

Posner, Bork, and others challenge this logic, arguing that customers will
not sign contracts restricting their future choices unless compensated for
their lost economic freedom.” Posner and Bork’s argument appears econom-
ically compelling on its surface. As a matter of economic logic, if a monopo-
list forecloses a customer’s future source of supply through contract, the
customer will have to be compensated, perhaps by a reduction in the monop-
oly price. However, Posner and Bork explicitly assume that the compensa-
tion must come from the incumbent monopolist; this is not necessarily true.
Aghion and Bolton show that the compensation may come from the extrac-
tion of rents from future, more efficient suppliers. This rent extraction oc-
curs through a contract penalty that forces future entrants to reduce prices
to the monopolist’s customers or prevents entry altogether, as discussed
below.?

6. United States v. United Shoe Mach. Corp., 110 F. Supp. 295, 345, 347-50 (D. Mass. 1953),
aff’d per curiam, 347 U.S. 521 (1954).

7. See RICHARD A. POSNER, ANTITRUST LAW: AN ECONOMIC PERSPECTIVE 203-04 (1976);
see also ROBERT H. BORK, THE ANTITRUST PARADOX: A PoLICY AT WAR WITH ITSELF 138-42,
304, 309 (1978).

8. The Posner-Bork argument can also be challenged for its unrealistic assumptions about con-
sumer behavior. Posner and Bork implicitly assume that customers are fully informed, not influ-
enced by technological switching costs, and capable of accurately calculating the lifecycle price of a
durable good. However, some, if not all, of these assumptions may not be true. In a recent decision,
the Supreme Court questioned the assumption of consumer rationality in the context of a tying
arrangement for a durable good. Eastman Kodak Co. v. Image Technical Serv., Inc., 112 S. Ct.
2072 (1992). The Court would not accept without proof the assumption that consumers fully evalu- *
ated the costs and benefits of a durable good over the product lifecycle. Id. at 2085-87. However,
for purposes of this analysis, we ignore the potential weaknesses of the Posner-Bork assumption of
rational and fully informed consumer behavior because we believe that this context provides the
most rigorous test of the Aghion-Bolton theory. If penalty contracts injure competition when con-
sumers are fully aware of their costs and unhampered by technological switching costs, penalty
contracts will surely injure competition when consumers are less informed and less able to switch.
Moreover, even in a market with imperfect information, consumers’ inability to evaluate economic
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A. The Aghion-Bolton Model

Aghion and Bolton depict a strategic interaction or economic game
among three actors: an incumbent monopolist, a customer, and a potential
entrant who wishes to sell to the same customer. A self-enforcing coalition
forms between the incumbent monopolist and its customer with the goal of
exploiting the entrant. It is assumed that all actors seek only their individual
profit and respond opportunistically to the actions of others. Nevertheless,
the coalition will survive despite the entrant’s effort to drive a wedge be-
tween the coalition partners. We illustrate the formation of the coalition
with an informal explanation, written as a fable, followed by a more system-
atic description.

1. An intuitive fable.

Once there was a monopolist with many small customers. The monopo-
list, protected by patents, behaved as monopolists do, charging a high price
and leaving its customers no choice but to pay. As the monopolist’s patents
gradually expired, there came a time when both the customers and the mo-
nopolist realized that a more efficient entrant might some day appear. If
that happened, the market price would fall, the customers would pay less,
society would save productive resources, and the monopolist would be disci-
plined to improve its performance. While it was not certain that an entrant
would appear, the customers were hopeful. But the monopolist, who had
never faced competition, was fearful. So the monopolist consulted a strate-
gist versed in the theory of economic games, asking if there was some way to
avoid this dreaded possibility.

The strategist had a proposal: If the monopolist would follow the strate-
gist’s advice, the monopolist would be able to increase its profits by captur-
ing a share of a future entrant’s earnings. The strategist advised the
monopolist to offer its customers a long-term contract requiring payment of
a large penalty for switching to a rival supplier; the monopolist followed this
advice.

The customers were incredulous, asking why they should agree to such
an onerous restriction. The monopolist told its unbelieving customers that
they would benefit from signing: “It is true that if you sign this agreement,
you must pay a penalty for switching to a new entrant, but the entrant will
compensate you. The penalty will force the entrant to offer you a reduced
price so you can pay the penalty and still gain from switching. This will be a
much lower price than you could otherwise obtain from the entrant. To be
sure, the entrant will not be happy about this because it stands to lose most
of the expected profit from its lower cost technology, but there is no way to
avoid this result. Renegotiation is impossible because you are bound by the
contract, and of course, we will not release you from the contract.”

effects is only partial. Thus, the Aghion-Bolton model would still explain the significant rational
component of consumer behavior.
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“Although the penalty will be paid to us, that detail need not concern
you. We will divide the penalty with you! Not only that, we will pay you in
advance by reducing your price immediately, and we will give you that price
reduction regardless of actual entry. You could not do as well on your own
because you have no way of negotiating with the entrant individually, and
both the antitrust laws and your large numbers prevent you from negotiating
jointly.”

The customers were skeptical; they knew the monopolist would receive
large gains. Indeed, if entry occurred, the monopolist would be likely to
make more money through the penalty than through actual sales. More-
over, entrants with costs only slightly below the monopolist’s would be de-
terred from entry because their cost advantage would be less than the
penalty. While a highly efficient entrant could still enter, most of its eco-
nomic profit would go to the monopolist through the penalty. But these
facts did not prevent the customers from signing the penalty contract.

Each customer reasoned: “I am really facing a lottery. If I refuse to sign
the contract, an entrant will either appear or not appear. If an entrant ap-
pears, I will get a cheaper price, but the entrant will confer no gifts. The
entrant will offer me a price no lower than just necessary to displace the
monopolist. If an entrant never appears, I will continue to pay the high
monopoly price. On the other hand, if I agree to sign the penalty contract, I
receive an immediate and unconditional price reduction.”

After reflecting, the customer reasoned further: “I believe I am better off
signing up with the monopolist. The immediate price reduction the monop-
olist offers is worth more than the lottery I will face if I refuse to sign. This
difference is not an illusion, but arises because my commitment to pay a
penalty for switching forces the low cost entrant to offer a price much below
what the entrant would ever have considered otherwise. It is true that the
immediate beneficiary of this economic strategy is the monopolist, but since
it will share the gain with me, I am better off.” Thus, the customer decided
to sign the contract.

An additional reflection erased any doubt in the customer’s mind about
his decision. The customer thought to himself: “Suppose I were to refuse to
sign the agreement with the monopolist. Unless a sizable number of others
also refuse, even the most efficient entrant will not be able to achieve the
scale economies necessary to enter the market. In that case, entry will not
occur, and I will be forced to negotiate with a monopolist who knows I now
have no other options, and has recently been making little asides on the
importance of customer fidelity. On the other hand, if I sign the contract, I
earn no disfavor, and I may even be rewarded for my loyalty if some other
customers refuse to sign.” The customer realizes that if a low cost supplier
later enters the market, he may live to regret signing the agreement and
instead wish to be free to switch to the entrant. But at the time he signs the
contract, the customer knows that it is the best option, and his later regret
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will be nothing more than the pangs he sometimes feels at the race track for
not betting on a long shot who surprises everyone by winning.

Thus, the customer is induced to sign the penalty contract by both a
carrot and a stick. The carrot is the lowering of the contract price by the
monopolist. The stick, which comes into play when there are multiple cus-
tomers, is a “reverse free rider” effect that discourages the customer from
refusing to sign the penalty contract without a firm commitment that other
customers will also refuse. The end result, whether achieved by the carrot
alone or in combination with the stick, is that highly efficient entrants lose
most of the profit from entry, and less efficient entrants are deterred
altogether.

2. A more systematic account.

The key element of the Aghion-Bolton model is a penalty requiring cus-
tomers who switch to a rival to pay an amount that exceeds the monopolist’s
lost profit. By way of the penalty contract, the monopolist forms a coalition
with its customers to exert monopolistic buying power against more efficient
entrants. In the absence of a penalty contract, a more efficient entrant could
offer customers a lower price and keep the entire economic surplus resulting
from its lower costs. However, if the incumbent monopolist and its custom-
ers enter into a long-term penalty contract before the entrant appears, they
can force the entrant to price below the level at which entry would have been
feasible without a penalty and thereby capture some or all of the entrant’s
economic surplus.

The leverage of the penalty contract is an application of Schelling’s prin-
ciple that credible commitment is a powerful bargaining strategy: “[Tlhe
power to constrain an adversary may depend on the power to bind oneself

..”% The penalty contract binds customers in advance to pay a substantial
switching penalty. When an entrant later appears and offers customers a
lower price, customers can credibly respond that the penalty contract pre-
vents them from accepting any offer that does not fully compensate them for
the switching penalty. Accordingly, the entrant must lower its price to com-
pensate the customers for the penalty; at the extreme, the entrant loses its
entire economic profit because of the penalty.

This bargaining strategy will succeed, however, only if entry is uncertain
at the time the penalty contract is signed. If entry is certain, as in the case of
actual entry, a coalition between the incumbent and its customers will not be
mutually beneficial. The lower cost entrant can always induce customers to
reject the contract by undercutting the incumbent’s price. Thus, the custom-
ers will not sign the penalty contract, preferring to play off the entrant
against the incumbent, and the entrant will gain to the extent of its cost
advantage over the incumbent. A penalty contract strategy will succeed
only in cases of potential competition because the customers bind themselves

9. THOMAS C. SCHELLING, THE STRATEGY OF CONFLICT 22 (1960):
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