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BRI EREREEHT A T4 Dk LR

EHBREXEALTREALE - AERGIEASBPBENR L 4 —LEFRE
R

*F 1 ¥ BHEOHELFEEDRETR

1. FL®IC

520072 A 13 BICKUNEERTIFKTFRAELS 1CET S04 K54 VEMLT.
BHELVS) EZARLE(GBE, XPEITRINHFEHEHERXDEEES 2 S
P2 ABEZOBNZENET S, IEHEOHHHMEAL. Riordan and Salop (1995)°
TERSNEEZAALEBBOLREDBESEZ TR SN TEY ., TOE®RTH—Y Ky
DRIGHLDEHE>TWVS, BYLEL, AF4A2AIC. KER FSR MERERESIE, #
BEITOH-2REHDIER. BRERUKHEIIH L. REDOK MR FBEREMXICE L THREY
REHZEFEFLOLRESELRE LA (BEREORIKR) LEShI-ZOE 1 EBEI 11d
IZBVTERIEZERIE THITARE GERRGIZER FTI0O) BLUBZEER SR FFED0J))
1%, IKFREEHEESOFESECOVTOHRBEEHICBY AL L SHRITOREZEHA K
FAVEBETTRETH D) LEIEL TS5, SEDORIMDFIEHEL. KEDOIEKFERPE
AT EH4 FSA VDOREICAITEERICVHEEFSEZ 53D EFEINDS, IBHED
FHICADFERIT, FTEARMLERS 2 FOEHETS,

2. EHEOSEHTHHE
B2, BEHEOERIT. ERIOEENERLTLFT. KNEESWT. EER
PREAT 20MEA%E TAR] L2 EI2hd L L. ThITRBRAH S, SEO

tAHIEG. TR 7 EENSTREADS BEL  BE - RARCEESORFIRLEICET HERN - k
BUAMBAR. REES 17730041) ICLAHRARDO—HTH D,

1 Ik PRINERES L 1X. EEEMERS (vertical merger) B & WEARIDELES (conglomerate merger) &
Y, BIEE, NEREENTEEOHEDLS(Z, EEMIEIBRICHIEERLTOHEE LS, BREIIK
F(RLTBICH T 2RFBRICHHESE) TLEE (BHEE LBER) THHRVREHSZEL. X #%
BRIcHLEMmEBEET. UTRL) OfRERLTOREE LS (241 5), 2L, KF, EE, EA
ORAFAERBELDOTHY . BYWEBHEIFET S EITERNVETHD BES DIESSH) .

2 541 2BFET3HAN/ATY vy Ay MM ER %, REGMBMEEETL, ERITHA FSAUE
LTHETDFETHD, BB, TLRAYY—RZELY, EHEORERXIMMEERDY T THA FESR
(2007 £ 4 A7), (httpi//ec.europa.eu/comm/competition/mergers/legislation/merger guidelines.html)

3 M. H. Riordan, and S. C. Salop, Evaluating Vertical Mergers: A Post-Chicago Approach, Antitrust Law Journal, 63:
513(1995). 73, CORMXDIBRMNZIHO)DHRHEEOREIHL THAHD T, BESELTW =T hIEE
WTHb.

 REEDRXF. RORISAMERIEER R DR—LR—IESIR(2007 £ 4 AR,

{http://www. amc. gov/report_recommendation/toc. htm)

S BRLEIE. ROVTT YA TRREIN TIVS(2007 £ 4 AR,

(http://www. amc. gov/report_recommendation/chapter1. pdf)

CBRELT. BRNEESD 200742 A B AMTTLRYY—R%EB8HB, 7 —REE GREBREY) X, X
EHEOERICOVT IBXEO-OICHETTRAREGIEHZRET S L) £LTVS,

BEEIC(E. TSEBHE VWS BAZRDIC, HEFIRHNRD TS5 U] ([SDONTIFHEY
HMICBAREIATS, LML, ThithR, BEOHASEDORBICL > TRELY
BIFIDKELEBEIZDVTIKFEAERREINTULEL, 3554, H4 K54 UTE
BORERADETEESAL I LIF, DERESBEENESBHOBERNEERBEPRRE
Bol-EEOEHMEICKILI-EDTHI I ENDTHE, FARETH D, AEHETRS
FIRHMED [FUAE] LWSIRELDTHEMN, ThERRICESLTIEHTLSM
X, ERMICEESDOMITEA T LHEL, FOBE®RTHA K54 VIZ&BBRICIE
BT ERFENH S,

2L, A R4 EVNSHLITEK, BISRHLBAINDEEY=a2T7ILEVSETT
m<. REEZITHEEERICLE > T, DEESORTEEN, BETCERELS P1BE
ICBARET. M ORROFRARMEE—EREERELS ZBICHRE—ELLDOTHDII L
AEELL, EHER, BEHRMEOR b— ) —IZFREABHIN TS =0, BRI
IZIEH A Y 0T VRE. EHEEFNEATHD &, SMHPERHIEESA) M OIXHEREDT
RATREHOFHIERIZES L3 H DD TGN E BN S,

F2(, BEHEICKHLTIE. FKFRLERZESICHET 2BEOZERRTEOHIF & DE
&t - ERELSRT LEBARETIEEGL, £55A. 2AMNICIEELETEER S —X B
ENTVBIEMS LI DONE K SIT, EHlEDEFEFIERTISATIENDG, =72
LERMIZHZ &, BEERCEFEAICEAL T, BHETEIZESD)—T1 V97—
LEESNEBEQEREHMNELAESIASATOED, §E. EERAEESRFIS
T 550 & OEFMEECDIEMEETET 2ITL=>TORSA > FO—DIZH D EBbh
%

E3IZ, EHEICRIEMOBERFI~OREFZDRBTHD, FKFRLEESICHE
LT, BN ERED, HBEFRICETINESHEVSBANID, BEFOHLBESET
HHEBYIELHILEDERIEIKREL, ChlE. REUTTHLMIEhE&S,

3. ARORE

FRBICEZ SNIMBHTIE, BHEOEBEBNT D LIFIETTRTH D, BHE
DRFOBEDRFNER. EHENFERBITHT HERMGIRET. BREXEDOLEKIZD
WTIHHRIEDRE R E. AR TIE—UERT %, AROBRFEELNE X HIRHEDRS v
FERELEOEBEETRY C&ITHD. BE. FEHELE, FKEREREHESICDONTH
MR LI=C EDH D, BANZITRLEANEREZ. SEOEHEL, Ahts

T BEOEEBHMITHI0E, - FE - B+HE. REGDFE2D3IQ) 288,
8 B, RELR, A+HEAT [2E - BEERCEHEERMNOZRT - BFFNEZHICETLHE (AF
G ZRESHEBERR 2 —£FMRHRES)

(http://www2. jftc. go. jp/cprc/reports/040809vertical. pdf) AFalk, #KIEDRIFZR L. BELMICIESIALA
L, BRDZOREEOHARRRICEZA- TS, REFORE, A+ABRKICHHTHEERLL,
LR, EARNEREARMICET ZEEORBICOVTIE. HBEM [EHHRFIORIS, A EEEHDOIRF
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LTRIFFR L TH Tz KIEHEOKRY HIKTEREEESRFOERICOLTOE
BEZE0ESRBL TV ETNEENTHB%

& F2E EHEOBMBLZOER

1. TUEZEHDER & HRE DOHR

EHETRVITTIA SN DDE. [HIBXE S (narket power) | DEETH 5. FHEHE
TlE. TiEXEH%E TFREEONDIHE=HTO, MKE5ILIT. EHEOHIE. EROE
REOFELY. REDET. 41/ X—> 3 VOFR. ZDMiESF L (parameters of
competition) (CEEEZRIFT. 1 L LEROLEDREN LEELTWLS(10), ZZI,
BEmOERFEOFANFARMIZA>TWSAZ EAFE NS, B HA. TGHEEADS

BITEREREOSHRMENRON S ARMNRET HIBEZEDO TS EVSRIZBENT,

BRI TERIZAL (EEZCTHERSA T2 REIRBO S MA B RS I
SHEE [#U OSVMERICTERLOME, XARICIE LTy —RN\A 5—XTHIEFT B
DBELNHD), AREREOSHEITEEERCEEERIFTH 5. REMNICIXMEERZEA
ELTOMSHENDREREZEAL S 5L 05 AT, BIREOZHME, M GEH) (<
BE - BRARELELOTH S,

=120, RESNDIREHBEFRE LT, BONEREICLART FEERETIEH S0,
EORE T TH S ERBROSHEICONTEAHS K5 A U OBELEHEBOR E—
FETHRWIRRT 2ERALNH D", HBENELIL. @E RE BROSHELE
HEEIORLMEEZAERTIHETHY .. HESTARICHT IBZELVSBRAERE
ANE, TISXEADOME - sBILEHIET BBRICE, THEROLREZ T TR, EME
REDHDEELEZERINDIRELEVNSDITEMBTE S,

LA LEREICE, @EIMETT 5 —H CRMERBEOEIIA SN DHEEL, @EAL
B9 5—ATRSBRENEMT 215812, HEEEENEDLSICELT 2N ERAET
31, EEBKICET & YUHMATERARELLSA., FOAFREIESHI ETIEY
We £o0&4, FEBEMZERICRDODZ EDHL SE. BROEREDSHMEOREN
BWELTHERICHFET 205, TOEKRTIIREEMETIEIH D, BRLIFEEN L
LT. ZESHEROBERH ISV THROERFEOZEFREICHET 52 LIZITE
HEFES LN PEIND, EEHELL LIAEEBICETETIMEL & 5 &ThiE, Mg

| HEFTFHHR 06 % 3 - 4 &6 3 H (2005 F) 5,

9 FEIZOVTIE, AEBGIREROERER, A+EBTF. ARRZDERS L UVEHREZRRADBEFZF
g, BEGIA Y MEEMLE, BLTHEERLEL, Tz, HFMSAKOBERELRRE AR
WTERSETUWE R ER/, 6. BERILERARS(EHEEEAR L 2 ) TOERILIET S
CENTE, HHETRHBRLLIFD, 1524, FREORY FHICEEDHET 5.

10 512 1, Mario Monti, Merger control in the European Union: a radical reform, speech on Nov. 7, 2002.8 & T}
European Commission, New Merger Regulation frequently asked questions, Press Release on Jan.20, 2004(I S ¥#4E AR
FIZHENTHOMEMBELS, HEEITHARRRFERELI ST O+AERENEERESRICEVTHERT
TEINEINTHDILETDESE,

BELE D EISEMMEFHE AT o> T CEICHELERERBTHS S,

B2 1S EKFRERERICHIT HEAMHRELDL, BREEOBHBRENBARTEL S,
HEEOHRZEL-TBXENDESE LTVWEIRBIESND, TiEOREIELCHES
EOBBRALT LLHEBRELEZETSEDEFRSL0, T, FAAMEEENHRE
NEMLEVW> T ENMNNTHIETOREFIHERLELEESA RV ARNEDLHY 55,

2. B=IN—NR—LHEEFBHRO TV F

BHER, FFKTFELEREICOVT, HEEDL 7HAVThOTHIFIZDOLITE 30%
ETFEY FEEEOHI =T 4 8 —)L-N\— 2T U35E) 12000 £ FEIBHE(ZIE.
HELOBEEELIEZIITHVELTVS25), L. Chix. BEIZEEDE—T
N—N—TH>T, FMNGHELZEL T EDHIDTIEAEL(26), F£f=. IFKFRILERES
T HBEERENDLELCEL 1 DOTISTHBXENZRE LEVRY B35S (effective
competition) ~DEE & (T4 55U (23)

FEKTFREEZEESORFHIBMRELE LT, FRAMREBRADREETFL0N, D5
b, NRBEMTNEDIE, FTETH D, BIAMRIE. KFEHREDESELBT HH
IHELDOT, HIBOFIREEIET 5, FERFADRETHEABEIRTHY (18). Thik
EEARADGE. RAFEHLBAEFRELIIHMND, BHEICEITSZOHREEEIR
DBEYFTEMNTES",

4k - B8 - BHE - BB (8) 106 EOR & TIZEE /L,
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[ AMERED 7O —F vy—F] [EEFA#HD 7O—F v — ]
HEATEDNLEHFMNNTS A /1 ILDEA HETEDNITEHMAMNNLS A /LS
DIFEAYIRFTEDIER FE 1= [LHIR SIFAMEBADES F1-$HIR

NTFS A4 NV EERFREERIEAREANO HEATNEANES 1 /LB EDRAYD

AFEEFE (T T OB IEENEL JL BEIEGENEL )
TS A IILEEOERMNEM NESA L EOERAEM
SPHEUEDER ) SMRUEDER )

NTHBIZH TS NETBIZHTS
HHEREOZE LVBEE (i WAMEED LR
BLREE)
TS A 8L EDOERDEM
SYPRMEEDER
NTHBIZEITS
&t RE
A
| B2 LOBS | | 5% L OBS |

THISFENRIE L B ARISEENDELDIL., BIZSA/NILNBRHEZERELRCESNSZ
EFNBRIRIBLEDTIEE L. SA/ULOBEOS A/ LOFBHEMHNEHDETIZE
T, THEERE L THREEAIET L., BRE LT, HHERS (effective competition)
AEZEEINZZEI2HD,

BHEL, FRFERCLESNRBENICHZ A DX LOBREE, BAMEAKECE
EEMHE VBB ER L EHEEDOERS LIFIZHIEEZTVD.HEEERADSIL
IF#ELCT, HECEFNTHBCETIHEXEHNEEET S, CORM, DS, TI5HH
HOLF VABIOFEICOVTIE, TSHEODO M4h1 £Q Tt T4 T AH
BZMEMN. SBICE. QUGHAEBENIITHETOREIZELVEEZEEE5EX5H. O
SHEENNTILELNSHDET S (31,58, 93), COHIMFIZHI=->TlE, KFELELES
NDEETHAVLONS LD LHELUOZEEER ERFEORENE, IMMEENSE) (2D1\T
DHRFHREIZESELTIVD,

—fREIC, FEKTRAEHEEE KERLE-T. BFEROEEOHREEERSE

BHDOTIEELNA2), SOz, FEKRFRIE, KFRLVL, BELOBREZELSES
ERMIFEVDOTHS (1), Ft=, IFKFERIZE, £ - REIBAOHIR. sMEEORR
(ZERFEOHR) &V >=NEERLEOMENH D126 (13, 14), JPKFRLELS
PRERFMICHEDOENOHIMICIE, RAYERASEOBEEFHEIC L SHREFIRHE EER
DIHE) L BHCEREICLIHDEERALODROMEEHRT 2RENH D, I
BEINDDEQDFFIENTTH D, EEINDUFTMIE, a HEFICHEEZL-S
TEDTHDH &, b iEAEE (merger-specific) DHEDTHDZ &, ¢ HRIEATHE
(verifiable) THBHZ L ELEREIN B (51),

3. Tq k2T 47 DY EEEEDOES
RULEBIZHEYESIR A0E2 T4 T] QHBFICS o Tk, fEEETIE. TISEAM
DRIEELY 5 2MESHDBEEAD SHIET 5L LTS (39, 67, 104), FEKFRBELE
ADBA. HRITADEAUNBEEINES ML, BELED 12T 4 T HHRIC
RHLE 5% 20 (R T1T A1 OBEREOFHIRARO 5N D LS AT, KFERDERE
BUEIZA 2 T4 TOBKKRIIBEETH D), 112, MGHAEIFIRL LY 550 ES5H
EWVDTH FIELMEE LS LN 200 E LAV, ZOREETHRHMTHY .
ZOHIEIEERBHICITEENLGLDELL D EZHEL, 524, RETHOFEEX
LEWSRELZEN-LT, EJEEXOERABEREFTEETRERO-LT, SEBES—LA
DZaL—2aVEMAITEEVSERLFENRNNEEEMICLTRETH L.
EBEMIZITFRENTH D, BHETEH, REE~OBRAVORTERDIZHES ) LTS T
DFBEDFALE. NITHISTORFTEDEM, HEITK > TIXRAMBEIC K B)ITHE
Tl %5 E L5 LIk DFBDEM E DLLEEE RAVFEDOBA, 39) 28K
%, Tt N LAHEHMAFEE LY 5 20 E NS BALN STIBHAMTANTHONS &L
SAVEUT 4 TE, BRITAENELITHLIAEMENHD-DTDTEEFEZ /401
T4 D (TSHEITADT A RA V2 T4 D) RLUBEET 5 L EROTLVS (44,70,
108), B3 T4 oo T4 T OHWE. ThBEARERNIZIIZLTIEH I, £0—
A TEDHIEOBEAMY - FRATAEMETRELZ LD ELENE LBV ZTOEDOFLHTIE,
KEDFTCEDOINRITKFRSEREHA K5 A UIZDNTITo1zk 3122, BHIFEHRD
aAAVAY—FHLT, ZOHTERBYICHBHRATRETRENE 50, D EDE
DIESN, EEBEESETIBEFLIUNBORERICESTIE, KYRHYPTED
LB,

BHEICEWT, £5—DFEMNMRELDIE. EEE (consumers) | DHETH D,

? FTCEDOJIFERTRRY IA—RERIL, KFMEEBEDEERBICHTS, THEE, REHEHRD

SV, A, MEEDFHEFICOVT, SHOEEEHIZESIALIARES (2A08!)—)% 2006 4 3 A 27 AIC

DR BE AR —ORXIZUT O URL 25882007 4 4 AR,
http://www.fte.gov/os/2006/03/CommentaryontheHorizontalMergerGuidelinesMarch2006.pdf)




EHEICH T DHEE) L&, TRIEHEE (ultimate consumers) ] D&% 5, THRA
EXREDFES (intermediate consumers) | £ HA TS (15), TD1=8. HEE~DEF
BLVSBEIC. TADREEBEE~OZELIET O, and/or THHEEEOFEE~D
EELEAELTODEOMIDVTIE, FEERVVREIDETH D, IEHEICEITEIEKTE
RAEHARFOLERZ T LH-ONRD [(R1] THD.

(B JEHECETLEN- REVERES AN LR

e R Tk B T fl S
AT

N - 2 BT ]
—2o—| MpWme | . . ) Bman -
i— iy A OEAER | RAHDHAEE HER 'ﬂ'*!!’rﬂi.ﬂm
TITFREETT T -3
LA EEE ELRA HIF I E
s | EARRROES [DMEEROIE BOEE |Dwi. 2RE
S PRAMMACRE |SETONBEER GRS BEARCHT
[ YN RICE DA hoRN THREG| LA RE DT
- -~ DBEN JINFERDRA VIS0 E |F2EREBAD
MOEEALEALE |54 92:!_1'14'} . I
Fﬁfuiai'tm é‘l?l#litlﬁ"#
x TUILE B t =
Hane HOF e A T 3. MRRER
Bz ;9!;:‘5 !;ﬁ'ﬁlztl":lmt HEMN (O LHFEAL
mRE He T HH | EMBORED .- HMELE e NIFNRE
L0008 HEMAE REMNECRE SR AMWRIZET |RIZELT |[REROERS
: i | R PN TFRRICE LA (SELLRE-REO EREGY | 2R ESE AR
RE~OHECEER|ENEOTE SHtES [IzHT a8 W
TR R AR L= WO 2R
T R A Wit
LECE TN . AR
TBRE G DEROEN it
G ARIIHTIMERDT o o H-RMTIRA
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TEERRO R 1 =
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T TN 3, MLNeE
i ASTEGL R LY TR |
it rx SNa s ROREN I A
630 Jeyin E s TR M o L
PR [t R GRy HCETARATE iuds (maoR R
WO |REEE [L7 T LERRT SR IEMMRIZELIAL i'ii;_!itﬁ L& IZNEN
prrooa e [LEmmRons ~0 [ atan. (5003 (B
Raut i, e ricotear  Burhygen
REE iz DAELDBAEH HHERLTLRIE
IEEAE BiElZM$ LOBE HAOIE
DB ELELTLOTIZG ELL
I 3
;#gl‘ﬁ TRE-m A
oy A s & ez K38
LET D |G [S1n-omprias i - ﬂﬂ%?;;t
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4. BHERICEIZR—LITAHUAHR
THIC, EHETIEESINDDOE. BREELEHESICOVLTORBL., EEMLEES

ICHRTHEREATH D, IS, Guiness/Grand Metropolitan ZE (1997 ££) SLARE. ERM
DESEESTRVIERICH - TER [IR—r 7+ VAR (CBET 25ERE, FERIC
HoEYLTWB103), ZERIK, TR—FI7+ AR LLT. DEEEICE>TH
BEOEREH (range) NENY, FEENBEHOBER LYY, ThoEROBREEL
HTHBALENELSIZHB (TR by T - 2avELIDA v T4 ITNEED) —
A, tying"{obundling®Iz& > THRALEDTHIEXZEAE T (L/\LYD) [ZLTH®
ARTBICE TR AN EHREERET S L L REMBIT L TEL,
SEDEHETE, TR— I+ UFHRI ELTE TRy T -2avEVID
Aot T4 THEFESLICLDTBHAMERT B2DHTHD, BE. [R—+T+ 1)
AR 2H<oTIE, BN, DERAIZLD TS FEBEDODENR EARADE
DEMMEESHIFERE LT, HEENTEHSHRIN, FHEHREIEESNIESE
DR EERT IERALH >z, ChIZH L. KEEZD &L ST ARIOTEEHE
BARZEZZICEEELLZVEO0, HFEEOMLE, EETEOHRSRLEDEBER-T
AIREREDALE L E L TRUNDRHEBEZ#FIL TV, CoRICEVLWTHEERTRER
BNORFIEEICITBEETEVNH o1z, —EOMIME—BHLAFROLHERT, SEO
EHETEGEAEAEESICHI 2ZERDEZAICIENEADBEAIZERTI#ON 5,
P e, BEDORHFDERMNSIFEEL TWSDIFEASINTH S, GE/Honeywel |E#
(2001 4F) "H# I L -FKBEORE LS EDEHEOLARE L > THLHEEIXINHEH
FERATEWVWTHAS,
BEDREGHCEHEBRHDORFIE 1T HHKDEZFDHEEICDONT, HA THEMIE
LizET. RED [F 2] I2F Lz, TITRLEz&SIZ, EKEERIZBZOEND
HEHIRMITADAEEMZEK BEICANT, BROTARFICERTEFIFEENELT
LESOTIHGEL ., REBFEREOPTTHIRL KL S &7 50, BMELLLHMRTAIE. T
NARE L-ERETITARNE L UBMRITAERY .. DEFBERFIE. ZhTLARALT

'3 Guiness/Grand Metropolitan Case No. IV/M.938(Oct. 15 1997). CZDHEM4ZEEH TR— kT4 UAZIER]
ICBAT 2B HOEEFFHELCIE, M- BiE - A+E - ARARESOFE 203 QLUTESE,

U EHETIE ez &b (tying) ] LIFROD2OMB%5DHEFH096), 120F, /AVavDRARL—2avy
TrETTVT—2a0 VT bO&SIC, BfiICHTERRICHIMURONT, BIHOHREROTHES
NEERELTHREL, HEREEORRLE T /NILOBREUG L ORMMERMEELTET, 4130
DHFETSEN SEET 23R E 15T [HilfitsaE&hHt (technical tying) ). £ 5 12(%, BENE!S
BREBAT DRI, R-2BERERELENSBAT HLEHRT B MZMICE D faEahHE (contractual
tying) TH 5B,

B IRy RY VT bundling) | &I, BHEASROELHEWNCEEI(E5IE)HHRES5Z D LITE-T, EHE
ROBAEERNT ZLOTEIEVELEOD, FHUOBEREEE(IS) THATILYS, Syr—STHATS
ESHATS GET P FARET. NV RYLY) ([ S5I22@BECHT NG, 112, SKvr—SR
FRFTHL, BATLRFZSIATVSIESE, BRE/NY KUY (mixed bundling) J&EWS, 212, /8y
F—UTULARESNAEVESIE, /> K1Y 25 (ure bundling) 1 &0V (BLEIZDE(95)),

16 RESDRMBETRIERELCEEEE=HDE LT, See, European Commission contributions for OECD
Roundtable on Portfolio Effects in Conglomerate Mergers, DAFEE/COMP(2002).

17 GE/Honeywe| |, Case No COMP/M. 2220 (July 3. 2001).




ERVGEIZR-TTS0A, COMEBEDORFEZOENE, FERIZEWTELTL2ITH
HEnf=bTRaneBhrhsd,

& $E3E

EHEOREERL. F2ETRLELBYTHD. REIC. XROBRERET D,

FE 11T, AEHEOEHE, BMODEHEERFICELT, BEZOZBENELELL
PDITHESF-TEEZRHMITRL TS, &, FUNEKEIF, GHRFES - R20X
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1 See, e.g.. G6tz Drauz, Unbundling GE/Honeywell: the Assessment of Conglomerate Mergers under EC
Competition Law, 25 Fordham Intl L.J. 885, 904(2002).
2 See, e.g..William J. Kolasky, Conglomerate Mergers and Range Effects: It's a Long Way from Chicago to
Brussels, 10 Geo. Mason L. Rev. 533, 536(2002).
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Recent Economics at the Japanese Fair Trade Commission

--Revision of the Business Combination Guidelines and Case Analysis--

Koki Arai”

Abstract.

This paper describes revision of the business combination guidelines of Japan, and activities
of the mergers and acquisitions division of the Japanese Fair Trade Commission (JFTC),
during 2006-2007. The article also covers areas in which areas in which future research would

be valuable to the agency.

Introduction

This paper describes the revision of the “Guidelines to Application of the Antimonopoly
Act Concerning Review of Business Combination,” (published on March 28, 2007). It looks
at several cases in 2006-2007 in detail, and interprets the guidelines from an economic point
of view. The new business combination guidelines aimed to improve forseenability for
businesses considering organizational changes, and procedural transparency and promptness
with regard to the mergers and acquisitions (M&A) examinations. Furthermore, four cases
that occurred before the revision of the guidelines in 2006 are analyzed, showing recent
developments in Japanese M&A control enforcement. It is important not only for economists
but also for antitrust practitioners and businesses to provide information on the new Japanese
guidelines and recent cases of examinations, such as Roeller and Stehmann (2006),
Armington, Emch and Heyer (2006), Salinger, Anderson, Garmon Schmidt and Yun (2006),

and Marx (2006).

" Senior Planning Officer, JFTC and visiting professor of Osaka University, The views in this paper my
own, not those of my organization.
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1. Background of the Revision

The Antimonopoly Act (the antitrust law in Japan) regulates business mergers and the like
as described in Chapter 4, prohibiting business combinations that substantially restrain
competition in a specific field of trade. Submission of prior notification (partially ex post
facto notification) concerning business combinations is obligatory, to meet certain
requirements to collect information on the business combination and ensure enforcement of
these regulations. On examining the content of the notifications, the JFTC prepared the
“Guidelines to Application of the Antimonopoly Act Concerning Review of Business
Combination” to clarify its principles and accelerate the reviewing process.

The recent efforts of the JFTC in the M&A area encompass three aspects. First,
concerning the review of business combinations, in May 2004 the criterion of “whether or not
stockholding or mergers and other business combinations ‘substantially restrain the

295

competition of a specific field of trade’” was abolished. This was replaced by the recently
developed the “Guidelines to Application of the Antimonopoly Act Concerning Review of
Business Combination” (hereafter called “guidelines for business combination”). Second, the
JFTC announced detailed review results, i.e., major business combination cases since 1993, as
well as summaries of business combination reviews. Third, the Commission now accepts
prior consultation regarding whether a business combination plan presents problems in the
light of the Antimonopoly Act before companies officially announce their plans. In
preparation for this, in November 2002 the JFTC formulated “Policies Dealing with Prior
Consultation regarding Enterprise Combination Plans” (See Yamada (2004)).

In addition, the Competition Policy Study Group Reports (May 2006) of the Ministry of

Economy, Trade and Industry, have expressed the view that business combination reviews

correspond to environmental changes such as economic globalization and corporate law
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amendments. ' In June 2006, the Liberal Democratic Party’s Committee on Corporate
Governance and Committee on Economy, Trade and Industry resolved to revise the standards
for business combination reviews in the light of international competition, such as in market
share, to define the market with the integration of Japanese and overseas markets, and to
clarify the review method of competitive situations with foreign companies.

In response to this, the Economic Growth Strategy Outline of July 2006 described its aims
as follows: “to deal with the progress of international intercorporate competition associated
with economic globalization and to further resolve uncertainty, and improve procedural
transparency and promptness in corporate reorganization, and with the underlying history of
examination, revise the market definition, the standards concerning the business combination
range that are considered compliant with the Antimonopoly Act, and standards concerning the
assessment of import pressures with regard to securing international consistency and to reach

a conclusion by the end of the FY2006.”

2. Examination of Revision

With regard to these situations, the JFTC has examined the issues of market definition,
including the safe harbor rule (business combination range, which is considered within the
compliance of the Antimonopoly Act) and import pressures, and has actively exchanged
opinions with the business community including Nippon Keidanren (the Federation of
Business Associations), legal practitioners, M&A advisors, related ministries and agencies
including the Ministry of Economy, Trade and Industry, the US and EU competition
authorities, and has organized draft guidelines. Moreover, the discussions in the LDP’s

Committee on Corporate Governance held from November to December 2006 have promoted

! Announcement of the “Competition Policy Study Group Report,

“ <http://www.meti.go.jp/press/20060519004/20060519004.htmI>

% A similar description can be found in the FY2006 Large-boned policy document “Basic Policies for
Economic and Fiscal Management and Structural Reforms, 2006 (July 7, 2006)
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the organization of the drafts.

The JFTC released draft guidelines for business combination in order to have views
concerning the proposed partial amendment of the “Guidelines to Application of the
Antimonopoly Act Concerning Review of Business Combination” on January 31, 2007.
During the public comment period, business associations, law firms and legal practitioners
submitted comments (14 in total). The majorities of the comments were positive and expected
appropriate enforcement in the future, as well as suggestions for revision of the guidelines.

The JFTC published the final version of the revised guidelines on March 28, 2007.}

3. Points of Guideline Revision
(1) Specific field of trade (Section 2)
A. Principle of defining the specific field of trade (Section 2—1)

A specific field of trade determines the scope in which competition would be restrained
because of business combination, and it has been made clear that this is fundamentally made
by substitutability from the consumers’ perspective, although substitutability from the
suppliers’ perspective will also be considered. Details of substitutability assessment methods
are also described.

When examining substitutability from the users’ perspective, the guidelines state that one
must assume that a specific product is supplied exclusively by a specific producer in a specific
region. Then, under that premise, one must consider the possibility of the user purchasing an
alternative product when a small but significant nontransitory increase in price (SSNIP;
generally a price rise with a rise ratio of five to ten percent that persists for approximately one

year) is implemented by the relevant business with the prospect of maximizing profit (SSNIP

3 See JFTC (2007), < http://www.jftc.go.jp/e-page/legislation/ama/RevisedMergerGuidelines.pdf> and
<http://www.jftc.go.jp/pressrelease/07.march/07032801.pdf> (in Japanese).
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test).*

When considering substitutability in terms of suppliers, it is noted that one should
consider the degree to which other suppliers are able to perform the transition to another
relevant product or geographical area without substantial extra costs or risks within a
relatively short time period, i.e., of approximately one year, for which the supplier in question
has implemented a small but significant nontransitory increase in price.

Stipulating the SSNIP test as the basic principle in the course of the latest amendment has
clarified that the primary market definition factor is substitutability from the users’
perspective. Furthermore, these are the first time “five to ten percent,” and “mostly within one
year,” have appeared in the guidelines. These figures should only be used as a guide, and

should be considered with respect to each case.

B. Product range (Section 2-2)

The product range is primarily defined from the perspective of whether a product is
substitutable from the users’ point of view. The ratio of product substitutability frequently
matches the degree of similarity to the relevant product, such as in terms of functions and
efficacy. The conventional guidelines limited its description of market definition as “should
be determined by the ‘function and efficacy’ of the product as a tool with a view to
substitutability from a users’ perspective,” which raised a concern that a qualitative factor of
similarity in function and efficacy would be perceived as the main determiner. Therefore, the
description was amended such that the function indicating substitutability for the users is
clearly stated as the primary factor and the wording was changed to “such as function.”

However, with regard to the relevant definition method, the concern is frequently raised that it

4 The adoption of SSNIP is not clearly stated in the conventional guidelines; however, it was not opposed.
cf. Yamada (2004)

> Functions and/or efficacy of products will continue to be considered a factor that contributes to
determining the substitutability of demand, which is no different from before.
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cannot be implemented without quantitative analysis of price elasticity of demand. To
alleviate such concerns, it is stated that there are many cases in which similarity of function
can be utilized as qualitative evidence for implementing the principle of the SSNIP test, that

the concerns are irrelevant, and that similar routines will be the principal practice.

C. Geographic range (Section 2-3)

The geographic range is defined by inter-regional substitutability from the users’
perspective. It is shown that range can often be determined from the behaviors of producers
and users and issues related to the transportation of products. Moreover, if a product is traded
impartially, irrespective of whether the supplier is inside or outside the users’ region, the
guidelines stipulate that in such a case it is possible for the geographic range to be defined
across an international boundary.

There have been business integrations, such as that between Sony and NEC concerning
optical disks (FY2005: Collection of major cases, Case 8 (June 7, 2006)). “Regarding the
market for major PC manufacturers, leading PC manufacturers comprehensively procure
worldwide demand at their central office, thus allowing the optical disk manufacturers to set a
unified international product price. In addition, major PC manufacturers request estimates
from leading optical disk manufacturers from all over the world, having them compete against
each other on trade terms such as price, quality, and delivery, and choose from among them.
Considering these situations, it was determined that the formation of one global market has
become a reality, and that international competition is reflected in the competition in domestic
markets.” The threat of competition restraint has been determined by analyzing the global

competitive situation, and these ideas will be clearly stated in the guidelines.®

© “FY2005 Major Business Combination Cases,”
<http://www.jftc.go.jp/pressrelease/06.june/06060701.pdf>
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(2) Substantial restraint on competition concerning horizontal business (Section 4)
A. Basic principle (Section 4-1(3))

There are reports that the latest revision of the guidelines reduces regulations for mergers.
However, it is actually intended to resolve uncertainty and improve transparency and
swiftness of business combination examinations. Therefore, the acceptability of a business
combination under the Antimonopoly Act depends on whether it substantially restrains
competition in a specific field of trade. The revision of the guidelines does not alter the
requirements of the Antimonopoly Act and thus does not influence substantial standards of
business combinations such as mergers.

On this basis, in order to implement the actual business combination examination, it is
essential to focus on the structural changes in the market. Therefore, the use of the
Herfindahl-Herschmann Index (HHI), which is considered appropriate to represent the
structure of the entire market, and its increments were adapted as indicators of a standard in
which substantial restraints on competition are not normally found (safe harbor). “Safe
harbor,” as referred to here, is generally not considered necessary under Section 4-2 and its
subsequent subsections in the Guidelines, provided that the indicators of the company group
are within the designated range after the business combination, according to the definition of
the specific field of trade. By presenting such a range, safe harbor aims to improve
transparency and efficiency in business combination examinations.

The specific range of safe harbor is determined on the basis of previous examination
records, when it falls under any of the following criteria. Moreover, it is regarded as
applicable to the analysis of both unilateral and coordinated conducts.

1 HHI 1500 and below;

2 HHI over 1500 but on or below 2500, while the HHI increment is 250 or below; or

3 HHI over 2500, while the HHI increment is 150 or below.
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With this revision to the safe harbor guideline, the record for the previous five years is

estimated as follows. However, the number of fields of trade in the box is possibly the most

accurate calculation from the numbers derived from references, etc. Therefore, it does not

include all cases that were published in the “Major Business Combination Cases,” in the five

years of 2001-2005.”

HI 1,500 and below 1,500 to below 2,500 2,500 over Total
Total Detailed | Number | Total Detailed | Number of | Total Detailed | Number | Total Detailed | Number of
Number | examinat| of number | examina | remedial Number | examinat| of Number | examinat| remedial
AHHI ion remedial tion mesures ion remedial ion mesures
number | mesures number number | mesures number
150 or below 8 0l 0 19 0] 0(0.0%) 9 1(11.1 0 36 1 0 (0.0%)
(0.0%)| (0.0%) (0.0%) %) | (0.0%) (2.8%)
150 to below 1 oo 13 1 0 (0.0%) 3 0 0 17 1 0 (0.0%)
250 (0.0%)| (0.0%) (7.7%) (0.0%) | (0.0%) (5.9%)
over 250 4 0l 0 40 13| 2(5.0%) 81 30 20 125 43 22
(0.0%)| (0.0%) (32.5% (37.0% | (24.7% (34.4% (17.6%)
) ) ) )
Total 13 0l 0 72 14| 2(2.8%) 93 31 20 178 45 22
(0.0%)| (0.0%) (19.4% (333% | 21.5% (25.3% (12.4%)
) ) ) )

The amendment made to the concept of safe harbor is that the combination of the HHI
and market share index was changed to a combination of the HHI and its increments. From
the viewpoint of international conformity, the standard of safe harbor is not the same as that in
the US/Europe and Japan, but the indicators used in considering the safe harbor, i.e., with the
HHI representing the degree of oligopoly of the market and its increments representing the

influence of business combinations, are the same.

(Table)

Draft of Revision us Europe

7 The detailed examination was introduced in December 2002 (“Policies dealing with prior consultation
regarding enterprise combination plans,” December 11, 2002). The total number consists of the number of
detailed examinations after the introduction and the number of remedial measures taken before the
introduction. AHHI denotes the increment of HHI.
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Standard
using only the|
[HHI

If the HHI is below 1500, it
is generally not considered
to restrain competition

If the HHI is below 1000, it is
unlikely to have a
noncompetitive effect

If the HHI is below 1000, a
competitive threat is unlikely to
be recognized

If the HHI is 1500—2500
and the HHI increment is
below 250, it is generally

If the HHI is 1000—1800 and
the HHI increment is below
100, it is unlikely that it will

If the HHI is 1000—2000 and the
HHI increment is below 250, a
competitive threat is unlikely to

S;?r?di;i not considered to restrain have a noncompetitive effect | be recognized
com%ination competition If the HHI is over 1800 and the| If the HHI exceeds 2000 and the
If the HHI exceeds 2500 HHI increment is below 50, it | HHI increment is below 150, a
of HHI and . . . . o " . .
- and the HHI increment is is unlikely that it will have a | competitive threat is unlikely to
its increments . .. .
below 150, it is generally | noncompetitive effect be recognized
not considered to restrain
competition

With regard to standards such as the “below HHI 1500 criterion that differs from the EU
and US, each region is said to have decided on a standard according to local business
combination review records and has hence decided on a figure corresponding to actual
circumstances in the region. Japan also decided on the basis of records for the previous five
years, and this procedure conforms to internationally shared practice.

In addition, cases that do not comply with safe harbor will be subject to individual
examination, although the guidelines also mention that the probability of substantially
restricting competition is low in cases where the HHI is below 2500 and market share is
below 35%, according to previous cases. However, this does not imply simplification of the
examination if the case falls below the range. It states that although business combination in
that range will be subject to individual examination according to its corresponding case, the
probability of the combination becoming a problem is low, in the light of the information

provision regarding situations up to the point of examination.

B. Determining factors for substantial restraint of competition through unilateral conduct
(Section 4-2(1))
(A) The position of the corporate group and the state of its competitors

a  Market share and ranking (Section 4-2(1)a)

20

Concerning the calculation of the change of market share resulting from business
combination, it states that the fundamental rule is to calculate on the basis of the most recently
available market shares, and if market shares after the business combination are expected to
change drastically, or if competitors with decreasing investment have already lost their
competitive pressure, it is necessary to take those factors into account when determining the

impact on competition.

b Handling of products that have a geographic range definition crossing an international
border (Section 4-2(1)f)

For products with a defined geographic range that crosses borders, such as products with
qualities that are substitutable with domestic or international counterparts and those with an
established international price index through commodity exchange such as nonferrous metal,
it is made clear that market shares, position, and the competitive situation of the corporate
group in the geographic range, including the cross-border ranges outside the country, should

be considered.

(B) Import (Section 4-2(2))

Factors that influence import pressures and their analytical framework are described in
more detail concerning the assessment of potential import pressures.

The current descriptions of import pressures explain nothing beyond simply listing the
cases that have import pressures. However, this amendment categorizes the cases into four
major items and describes the situations where the import pressure is specifically active for
each item. The following items will also be considered, and if it can be proven that the factors
that are considered to cause import pressure outweigh the factors that do not cause import

pressure, the relevant business combination plan will be considered to be under import
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pressure.

(i)  The degree of barrier that each regulation imposes (degree of legislative barriers).

(i) Whether the transportation cost for the product is high (degree of import-related
transportation costs and the existence of problems in distribution).

(iii) Whether a user chooses a relevant producer’s products for their quality (substitutability
of the corporate group’s product with import goods).

(iv) Whether the excess supply capacity of the import goods supplier is high (“possibility of
international supply”)

It is stated that assessments of possible future import pressure is generally considered to
be within two years.

The latest amendment states that for a specific field of trade, if the geographic range does
not extend beyond an international boundary and can be defined within Japan, the import
pressure from overseas will mainly be considered to be future import pressure. This statement
was made according to the definition method set out in Section 2 of the Guidelines, in
response to a remark that if geographic range can be defined across boundaries, there is no
need for the concept of “import (pressure).” On the other hand, in cases where a specifically
defined field of trade goes beyond the border, if it remains within the range it will not fall
under “import” in terms of the Guidelines even if the supply is from outside Japan, and only

supplies from outside the defined field of trade will constitute “imports.”

(C) Entry (Section 4-2(3))

The assessment of entry pressure is described in detail with relation to the changes made
to “import,” involving the factors that influence entry and their analytical framework. The
assessment period of future entry pressure probability is also stated to be generally within two

years.
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(D) Competitive pressure from users (Section 4-2(5))

The principle of assessing competitive pressure from users, such as cases of active
competition among users or where it is easy for users to switch suppliers, is described in
detail.

In the guidelines before amendment, Section 4-2(4) “Competitive pressure from
neighboring markets” showed a mixture of competitive pressure from “competing products,”
which are at the same stage of trade with the product in the defined product range; “state of
geographically neighboring markets”; and “state of next stage of trade,” which refers to the
market not sharing the defined product range and stage of trade. In the latest amendment,
these were distinguished and described.

Furthermore, the title “state of next stage of trade,” was for conciseness changed to
“restraint from users.” In addition, separate examination criteria “in cases where there is
active competition among users” and “probability of switching suppliers” were stipulated, and

specific examples of trade relations were additionally stated for each item.

(E) Efficiency (Section 4-2(7))

When competition—promotional effect due to improvement of efficiency is expected, it
was clarified that this point must also be considered to determine its impact on the
competition. In addition, it was made clear that efficiency is to be determined from three
aspects: (i) Improvements in efficiency should be specific to the business combination; (ii)
Improvements in efficiency should be evident; and (iii) Improvements in efficiency should
contribute to users’ welfare.

Specifically, after the business combination, when improvement of efficiency including

economies of scale, integration of production facilities, specialization of factories, reduction
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in transportation costs, and efficiency in research and development, is deemed likely to cause
corporate groups to take competitive actions, this point must also be considered to determine
impact on the competition. On the other hand, it is also stipulated that business combinations
that create a state of monopoly or quasi-monopoly are hardly ever justified by their efficiency.

Looking at each aspect, for (i) Improvements in efficiency should be specific to the
business combination, it is noted that there is a need to show evidence considering economies
of scale, integration of production facilities, specialization of factories, reduction in
transportation costs, efficiency in research and developments such as new generation
technologies and environment-responsive abilities and other efficiency-related factors, that
the improvement of efficiency cannot be achieved in any less competition-restricting manner.
As for (ii) Improvements in efficiency should be evident, such evidence includes documents
concerning internal procedures leading to the business combination decision, explanatory
materials for stockholders and financial markets regarding expected efficiency, and

investigatory data including the improvement of efficiency from external specialists. Finally,

(iii) Improvements in efficiency should contribute to users’ welfare, will also require evidence.

The amendment states that such evidence includes information related to improved
capabilities that cause price-reducing effects, reports on price reductions achieved under
competitive pressure from both suppliers and users, quality improvements, provision of new
products, etc. Thus, the objective may be regarded as actually making the business

combination review process visible.

(F) Financial conditions of the corporate group (Section 4-2(8))
With regard to a business combination with a company or department that is suffering
from poor performance, the current guidelines set a standard of market shares being below

50% after the business combination, as a range that “would generally not be considered to
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substantially restrict competition.” However, in the amendment, the market share limitation
was abolished and merely states a range within which “the threat (of substantially restricting

competition) is generally considered small.”

C. Determining factors of substantial restraint of competition through coordinated conduct
(Section 4-3(3))
In determining the substantial restraint of competition through coordinated conduct, the
framework of assessment for competitive pressure from imports, entry, and neighboring

markets are described in more detail.

(3) Substantial restraint of competition through the vertical and conglomerate business
combinations (basic principle (Section 5-2(1)a))

As vertical and conglomerate business combinations have an HHI increment of zero
because of the effect of the combination, whether substantial restraint of competition will
cause a problem is examined from the closed nature or exclusivity of the market. For this
reason, as before, a safe harbor based on the HHI and market shares is stipulated. In addition,
in relation to the revision of the standard concerning horizontal business combinations, the
standards of vertical and conglomerate business combinations including safe harbor have also
been revised. Another recent revision was to cases where (i) the market share of the corporate
group after the business combination is below 10% in all its specialized fields of trade, and
where (ii) after business combination, the HHI is below 2500 and the market share of the

corporate group is below 25% in all its specialized fields of trade.

(4) Measures to remedy substantial restraint of competition (Section 6)

The amendment clearly states that, as a principle, remedies should be structural measures
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such as business divestiture. Also, it has been stipulated that in a market with fast-changing
market structure due to technical innovations, there may be cases where it is appropriate to
take measures with regard to a specific behavior under ex-post supervision. Additionally,
based on a request from the corporate group, considering the changes in competition
conditions after the business combination, it is stated that remedies may be changed or
terminated.

The amendment also provides more examples of remedial measures.

4. Prior Consultation Policies

In addition to the revision of the guidelines, from the viewpoint of enhancing procedural
transparency and promptness with regard to an M&A examination, the JFTC has revised and
published “policies dealing with prior consultation regarding enterprise combination plans,”
and “About examination of business combination concerning a case of revitalization of
enterprise and/or industry.”®

When, with regard to concrete business combination plans, there are consultations prior to
the statutory notification from the parties (this refers to the individuals planning the business
combination and includes the directors and employees stipulated in Section 13 of the
Antimonopoly Act and individuals other than companies stipulated in Section 14 of this act;
all references below shall have this meaning) concerning whether the plans raise issues of
concern in light of Chapter 4 of the Antimonopoly Act, the FTC responds concerning the
results of its review. In recent years, there have been demands for further improvements in
both the speed and transparency of the FTC’s reviews regarding prior consultation.

As a result, from the perspective of further increasing the speed and transparency of prior

consultation, the FTC has established “policies dealing with prior consultation regarding

¥ See footnote 3.
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business combination plans.”

The main points of revision are as follows:

— To show the list of being prepared materials at the start of prior consultation,

— To clarify the time required for the JETC’s (20 days) to make the additional list of
materials,

— To clarify the reasons for any requests for remedial measures, and

— To clarify the right to submit any opinion and materials after the second request period.

5. Application of the Revised Guidelines
The revised guidelines are to take effect from March 28, 2007. The 14 responses referred
to above positively acknowledged the guideline revision and showed expectations of future

applications.

6. 2006-2007 Major Cases
(1) Toshiba—Westinghouse

After examination of prior consultation of stock acquisition, the JFTC announced that
Toshiba and two other firms would not have a problem with the Antimonopoly Act on the
premise of material submitted on October 30, 2006. Not only the JFTC but also the US
Department of Justice (DOJ) and EU Commission examined this case in extenso; the EU
Commission gave clearance with a certain of a kind of remedy on September 19, 2006, and
the US DOJ accepted the transaction on September 28, 2006.

Toshiba conducts plant design and manufacturing for boiling-water reactors (BWR) and
plant maintenance businesses. Moreover, Toshiba has integrated its nuclear fuel business for
BWR with other firms as well as Global Nuclear Fuel (GNF), and provides nuclear fuel

worldwide, including in Japan. Westinghouse constructs BWR plants and provides
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maintenance services and nuclear fuel worldwide.

BWRs differ from pressurized-water reactors (PWR) in terms of the structure of the
coolant water system and control system of output of the reactor, so the skills of operating and
maintaining the reactors and the structure of the nuclear fuel are also different. Therefore, it is
difficult for an electric power company as a user to change the type of reactor once it has been
commissioned, so the company continues to use one type of reactor. Based on the view of an
electric power company as a user, the following six areas are defined as particular fields of
trade: (i) providing plants for BWRs, (ii) maintenance of BWRs, (iii) providing nuclear fuel
for BWRs, (iv) providing plants for PWR, (v) maintenance of PWRs, and (vi) providing
nuclear fuel for PWRs.

As for assessments of a particular field of trade of (i), (ii) and (iii), Toshiba is running the
businesses of (i) providing plants for BWRs, (ii) maintenance of BWRs, and (iii) providing
nuclear fuel BWRs in Japan. Westinghouse is involved in any of these activities. Thus, this
acquisition might not have restrained trade at that time in each field of trade. The examination
was of potential competition (Westinghouse provides BWR businesses in foreign countries).
Notwithstanding, in the field of trade of each BWR business, there are a few significant
competitors in the market. It is important for the users of the BWR plant business and BWR
maintenance business to continue to manage the business of incumbent domestic customers
with technical continuity. In addition, it is an important issue to domestic customers that
suppliers respond to trouble promptly. For these reasons, if the effects of Westinghouse’s
actions were limited to potential competitors, then the acquisition might not restrain trade
substantially.

As for assessments of a particular field of trade of (iv) and (v), Westinghouse is in the
businesses of (iv) providing plants for PWRs, and (v) maintenance of PWRs, while Toshiba is

not and will not do so itself. Thus, Toshiba and Westinghouse do not compete in either (iv) or
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).

As for assessments of a particular field of trade of (vi), Toshiba and Westinghouse are not
running businesses of (vi) providing nuclear fuel for PWRs in Japan, and Westinghouse will
not in the near future, because Japanese users prefer to procure nuclear fuel from a domestic
firm.

According to these examinations, the JFTC decided that this case did not restrain

competition substantially in any of these particular fields of trade (i) through (vi) respectively.

(2) Nittetsu Kenzai Corporation—Sumitomo Metal Industries Ltd.

The JFTC announced that Nittetsu Kenzai and the Sumitomo Metal business integration
would not present a problem under the Antimonopoly Act, based on their material submitted
on October 30, 2006, after prior consultation and examination. Nittetsu Kenzai and Sumitomo
Metal planned to make a joint incorporation-type demerger (meaning an incorporation-type
demerger that a corporation affects jointly with another corporation) and to create a new
company formed mainly from Nittetsu Kenzai’s acquisition of Sumitomo Metal’s road and
civil engineering-related businesses.

While both companies have many products in competition, the JFTC focused on liner
plates and light steel sheet piles in its detailed examination of competition effects, among
other products, because they have a small number of competitors and the planned integrated
company would have a large market share (over half).

The trade in liner plates is from manufacturers through wholesalers (Tokuyaku-ten) to
construction firms. Many major firms do not have a relationship between the planned
integrated company and Tokuyaku-ten, and these firms account for over half of the liner plate
market share. The Tokuyaku-ten and alternative construction methods might hold the planned

integrated company’s movements in check with regard to any increase in price and/or

29




gooooo Oooobooooboobooooboo

JLEA

restriction of output, indirectly. In addition, it is easy for a user to switch to other providers,
since other providers have sufficient reserve capacity, and it is anticipated that less expensive
Korean products will be imported. Therefore, it will be difficult for the planned integrated
company to increase its prices unilaterally and coordinately.

As for light steel sheet piles, lease use accounts for a high proportion of total sales of the
product. Many major lease companies do not have relationships with the planned integrated
company, and they buy most of the market share of these products. The major lease
companies and alternative construction methods might hold the planned integrated company’s

movements in check with regard to any increase in price and/or restriction of output. In

addition, it is easy for a user to switch to other providers, who have sufficient reserve capacity.

Therefore, it will be difficult for the planned integrated company to increase prices
unilaterally and coordinately.

From these examinations, the JFTC decided that this case did not restrain competition
substantially in this particular field of trade. The planned integrated company will adopt

measures to strengthen its compliance program.

(3) Nittetsu Kohan Corporation—Sumitomo Metal Industries Ltd.

The JFTC announced that Nittetsu Kohan and the Sumitomo Metal business integration
would not present a problem under the Antimonopoly Act, based on their material submitted
on October 30, 2006, after prior consultation and examination. Nittetsu Kohan and Sumitomo
Metal planned to make a joint incorporation-type demerger and formed mainly from Nittetsu
Kenzai’s acquisition of Sumitomo Metal’s road and civil engineering-related businesses.

The JFTC focused on color steel plates for construction in a detailed examination of
competitive effects among other products because the planned integrated company would

have a large market share.
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It is easy for a user to switch to other providers at the time of a new product launch or
changeovers of stock, and other providers (over 10 percent of the market share) have
sufficient reserve capacity. In addition, potential imports and import materials will face
competition pressure in the future. Therefore, it will be difficult for the planned integrated
company to increase prices unilaterally and coordinately.

From these examinations, the JFTC decided that this case did not restrain competition
substantially in this particular field of trade. The planned integrated company will adopt

measures to strengthen its compliance program.

(4) Osaka Seitetsu Co. Ltd. and Tokyo Kohtetsu Co. Ltd.

The JFTC announced that integration in the form of Tokyo Kohtetsu’s stock being
acquired by Osaka Seitetsu would not present a problem under the Antimonopoly Act, based
on their planned remedial measures and the material submitted on February 9, 2006, after
prior consultation and examination.

The JFTC examined general shape bar steel in detail as a particular field of trade. General
shape bar steel is a collective term for a broad range of specially shaped bar steel excluding
H-shaped bar steel and light shaped bar steel, such as L-shaped and C-channel shaped bar
steel. A manufacturer makes general shape bar steel at a one-line plant for some shapes and
sizes of bar steel, but generally uses separate lines for large sizes of shaped bar steel and small
sizes of shaped bar steel for economic reasons. Thus, large sized shaped bar steel is a different
field of trade from small sized shaped bar steel, and is not considered to have supply
substitutability.

In this case, the planned acquired company has a 45 percent market share and other
providers have little reserve capacity, and it is not anticipated that less expensive products will

be imported from China or elsewhere because of an over-demand situation in China, caused
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by the Shanghai World Expo being held there within two years. Therefore, it would not be
difficult for the planned integrated company to increase prices unilaterally. Moreover, the
number of competitors producing a broad range of specially shaped bar steel would change
from four to three. Other providers have little reserve capacity, and it is not anticipated that
imports would create competitive pressure. Thus, it would not be difficult for the planned
integrated company to increase prices in coordination with others.

The JFTC indicated the above problems and the parties then submitted remedial measures
that consisted of undertakings of cost-based OEM with a low-ranked competitor. The
measures would allow a small competitor to become a large competitor (with over 10 percent
of market share). In the long run, it is anticipated that imports from China will grow.
Measures in the near term might resolve the problem.

From these examinations, and on the premise of the submitted materials and planned
remedial measures, the JFTC decided that this case did not restrain competition substantially
in this particular field of trade. In addition, the JFTC announced that it would monitor the

enforcement of the measures and the market situation carefully.

7. Concluding remarks

During consideration of the guidelines, major business combination plans such as Oji
Paper’s business integration with Hokuetsu Paper Mills and Nissin Food Products’ integration
with Myojo Foods were announced in the newspapers. The guidelines are considered to
promote fair and free competition by means of actual business combination reviews, through
appropriate and prompt application of business combination guidelines. Recent merger
controls in the US, the EU and Japan tend to be on the same course, and the analytical method
links actual enforcement on a reciprocal basis.

Furthermore, on February 13, following the announcement of the draft of the Guidelines
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for Business Combination in Japan, the European Commission announced its draft guidelines
for vertical and conglomerate mergers.” According to the draft, a safe harbor is set as a market
share of 30 percent and an HHI of 2000 (the due date for submissions is May 12). A study of

these comprehensive and analytical guidelines would be a worthwhile next step.
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Does the amendment of Japanese Commercial Law
increase the board’s monitoring intensity ?:

A legal and economic approach

Mitsumasa Imamura, Hideaki Sakawa, and Naoki Watanabel

Abstract

The purpose of this paper is to analyze the impact of the amendment of the
Japanese Commercial Law in 2002, which aims at corporate governance reforms. We
empirically examine whether corporate governance of Japanese firms improves with the
smaller board size and the larger share of independent directors. It is difficult to
directly examine whether the corporate governance is improved by the amendment
because there is not enough time to realize stronger governance system after it. In this
paper, we check the relevance of the amendment by estimating the effect of governance
structure before it. Using a 1991-1995 panel data of 522 firms listed at the 1st section of
the Tokyo Stock Exchange, we examine the relationship between governance structure
and profitability. Then, we find that the board size effect exists in Japan as in the US, as
shown in the previous studies such as Yermack (1996), and also that there is no
significant relationship between the share of independent directors and profitability.

This means that the monitoring of independent directors is inadequate in Japan.

JEL Classifications : G30; G32; K22
Key Words: Board Size, Corporate Governance, Independent Directors,

Japanese Commercial Law’s amendment, Monitoring
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The effects of breach remedies of contract are compared under a situation
with incomplete information and litigation costs. It will be assumed that
a contract is made between a buyer and a seller, and expectation interest
of the buyer is his private information. If the seller breaches, the buyer
proposes a settlement offer, and if it is accepted by the seller, the game
ends, and if the seller rejects the offer, then the buyer sues the seller
based on breach of contract, and the players receive the payoff according
to the court-imposed breach remedy.

In this situation, welfare effects of breach remedies on breach decision
and reliance expenditure are discussed. As for incentives on breach, a
trade-off between inducing optimal breach decision and inducing settlement
is analyzed. It is shown that expectation interest rule can internalize
the damage of a breachee, but incurs social costs due to bargaining power
and private information of the breachee. If these social costs prevail,
awarding reliance interest or awarding only limited expectation interest
are shown to be more efficient. As for reliance expenditure, it is shown
that overreliance caused by expectation interest rule can be mitigated in
this situation.

Based on the above analysis, policy implications on some legal rules
on contract are discussed.
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The effects of breach remedies of contract are compared under a situa-
tion with incomplete information and litigation costs. A trade-off between
inducing an optimal breach decision and inducing a settlement is analyzed.
It is shown that the expectation interest rule can internalize the damage of
a breachee; however, it incurs social costs due to the bargaining power and
private information of the breachee. If these social costs prevail, either
awarding reliance interest or awarding only limited expectation interest
are shown to be more efficient. Some policy implications on the consumer
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1 Introduction

The economic analysis of the effects of various breach remedies is one of the most
well established fields of law and economics. A typical situation in Shavell’s(1980)
classical argument is that of production contract, where a seller decides whether
to breach or perform a contract after observing some contingency (e.g., produc-
tion cost), and a buyer makes a reliance investment beforehand. An important
implication of these classical models is that there is a trade-off between a seller
inducing optimal level of breach, and a buyer inducing optimal level of reliance
expenditure. Further, there is an argument that it is possible to balance this
trade-off and induce both parties to exhibit efficient behavior (Cooter and Eisen-
berg (1985)). On the other hand, one of the main strands in the modern economic
analysis of breach remedies is the application of an incomplete contract theory.
In the most standard form of the discussion, some agents make a reliance invest-
ment before some contingency is realized, and upon its realization, the agents
enter into a renegotiation under complete information to modify the contract.
This investment results in an ex post efficient decision whether to perform the
contract or change the original one. The outcome of the renegotiation affects
the ex-ante reliance investment, which can be too small in the case of hold up,
too large in the case of some breach remedies such as the expectation interest
rule. There is also an argument that these two effects can be balanced under

other remedies such as specific performance (See Edlin and Reichelstein (1996)).
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In any event, modern contract theory often focuses on the analysis of reliance
expenditure rather than breach decisions (See Edlin (1998) and Shavell (2004)).

This paper proposes another kind of trade-off that is different from that of
the classical model: a trade-off between inducing an optimal breach decision and
inducing a settlement instead of litigation. Here, the economic analysis of breach
remedies and game-theoretic analysis of the settlement-litigation decision are an-
alyzed in a unified framework. As explained, the studies on breach remedies are
often integrated with the incomplete contract theory. Numerous important find-
ings have been obtained by using this approach, as summarized in Edlin (1998)
et al. On the other hand, the incomplete contract theory (in most standard forms
at least) excludes the possibility of ex post inefficiency in order to focus on the
ex-ante incentives of a reliance investment. All disputes are renegotiated and set-
tled in an efficient way even though this renegotiation induces inefficient ex-ante
behavior. Although it is true that most of the contract disputes are settled, some
disputes go to trial; it happens even though it is efficient to avoid costly, time-
consuming civil procedure. A standard explanation of this has been given by law
and economics; bargaining whether to settle or go to trial sometimes fails due
to asymmetric information. This paper assumes that renegotiation is impossible
(due to the transaction cost) and analyzes settlement-litigation incentives under
asymmetric informaion in the case of contradt disputes. This approach is similar
to the approach of Williamson (2000), who empasized the importance of “mal-

adaptation in the contract execution interval” rather than ex ante investments,
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which is a primary focus of Grossman and Hart (1986). !

Among most standard models on settelement and litigation, Bebchuk (1984)
proposed a screening model where an uninformed defendant proposes a settlement
offer of damage to a plaintiff with private information; Reinganum and Wilde
(1986) proposed a signaling model where an informed plaintiff makes a settlement
offer to a similar uninformed defendant; and Daughtey and Reinganum (1994)
proposed two-sided asymmetric information. This paper applies a signaling model
of Reinganum and Wilde to contract disputes. Although this literature had
primarily focused on tort cases initially, it is now rapidly expanding the area
of other applications too. Spier (1998, 2002) analyzed bankruptcy law, while
Spier (2003a, 2003b) and Daughety and Reinganum (2004) examined the effects
of most-favored-nation clauses. This paper attempts to apply a classical model
of settlement and litigation to issues on breach remedies of contract.

Besides such theoretical interest, this paper has also has a policy-oriented
practical interest, especially on the consumer contract. In the case of a consumer
contract, contrary to an intra-firm contract, it is normally quite difficult to mea-
sure the expectation damage of the consumer in the case of a firm’s breach because
the expectation interest here corresponds to the consumer surplus. Therefore, it

is often difficult to decide on the amount of award to be given to a consumer.

1 Some papers deal with the problem of asymmetric information in different ways. Aghion
and Hermalin (1990), Chung (1992), and Stole (1992) discuss the effects of the regulation of

liquidated damage.
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In a famous case in the United States, Sullivan v. O’Conner (1973), plastic
surgery operations were contracted between a surgeon and a woman. However,
after the surgery, her nose was misshapen. An additional operation was neces-
sitated and this caused her pain and suffering. The Supreme Judicial Court of
Massachusetts found that expectation damage can be excessive and awarded only
reliance damage. > Farnsworth (1990) interprets the court in this case is “frank
in discussing (the) possibility of limiting recovery”, as stated in Restatement
Second 351(3) 3 (See Farnsworth (1990)p274 and Birmingham (1998) for more
details on this case).

A recent influential case in England is Ruxley Electronics and Construction
Ltd. v Forsyth (1995).* This case is important because one judge has made an
explicit reference to consumer surplus as the expectation damage of a consumer.

The defendant had built a swimming pool for the plaintiff with a diving area

2 The court suggests that the recovery should be limited to the patient’s reliance interest,
including “her out-of-pocket expenditures” and damages “for the worsening of her condition,
and for the pain, suffering and mental distress resulting from additional operation.” However,
it was not required to decide whether the patient could “recover the difference in value between
the nose as promised and the nose as it appeared after the operations,” since she waived her

claim for that part of the damage.

3 It states that “a court may limit damages for foreseeable loss by excluding recovery for loss
of profits, by allowing recovery only for loss incurred in reliance, or otherwise if it concludes
that in the circumstances justice so requires in order to avoid disproportionate compensation.”

43 Al E. R. 268 (H.L.).
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having a depth of only between 6 feet and 9 inches rather than 7 feet and 6 inches
that was clearly specified in the contract. The court had a choice between the
following two damage measures: the measure based on the cost of completion and
the measure based on the difference between the market value of the defendant’s
performance in its defective or incomplete state and that of the performance if it
had been properly completed (Harris, Campbell and Halson (2002)p212). Since
the pool remained perfectly suitable for the type of diving contemplated, this
breach had no effect on the market value of the property. However, the cost to
complete the pool to the required measurements was very large. The trial judge
chose a third alternative, which was uncommon in such a building contract case:
the owner was awarded 2,500 pounds as general damages for loss of amenity. The
owner appealed the case, and the Court of Appeal awarded 21,560 pounds as the
cost of completion (by completely rebuilding the pool, whose original price was
17,797 pounds). This judgement was reversed by the House of Lords because of
the obvious disproportion between the high cost to the defendant and the small
benefit conferred on the plaintiff. The first judgement of the trial judge was
restored and 2,500 pounds was awarded for loss of amenity (Harris, Campbell
and Halson (2002)p214-216).

This topic was highly debated in England. Harris, Ogus and Phillips (1979)
presented the first famous argument. They claimed that the expectation interest
for a consumer is consumer surplus, and implied that there are cases where it

should be awarded, although this implication was very carefully stated. Their
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paper was quoted by a judge in the Ruxley case. Further, in the U.S, Posner
(1997) referred to the Ruxley case. He claimed that the real loss of the consumer
in this case was the difference between the consumer surplus that the desired
pool would have conferred and the one that the substituted pool conferred. He
mentions a difficulty with respect to the consumer surplus as a damage award: it
is extremely difficult to measure consumer surplus and the result of the measure-
ment is merely the aggregation of all consumers, which may vary greatly among
consumers. However, he still finds that such an under-compensation of this dam-
age is problematic for consumers, and suggests restitution interest (profit earned
by the breaching firm) in this place: this is because it is much easier to measure
restitution interest, and its value is normally between expectation interest and
reliance interest. On the other hand, Harris, Campbell and Halson (2002) are
cautious in completely awarding consumer surplus because it extremely increases
the firm’s liability.

The analysis of this paper can be useful in deciding the optimal breach reme-
dies in such situations. The following three breach remedies are compared in the
model: expectation interest rule, under which the entire expectation interest can
be awarded, “partial expectation interest rule,” under which only some portion
of the expectation interest is awarded, and reliance interest rule. The partial ex-
pectation interest rule corresponds to rules such as Restatement Second 351(3),

5

or Hadley and Baxendale rule. It is shown that the expectation interest rule

® Bebchuk and Shavell (1991) analyzes Hadley and Baxendale rule as a problem of informa-
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can internalize the valuation of a buyer: however, a social cost of litigation due
to asymmetric information and the bargaining power is incurred.

The next section presents the basic model and the main results. A situation
dealing with a production contract is presented: here, a seller decides whether
to breach or perform the contract, and a buyer makes a reliance expenditure
preceding the seller’s decision. If a breach occurs, they decide whether to settle
or go to trial. The buyer, who has private information on his expectation interest
of the contract, makes a settlement offer that is accepted or rejected by the seller.
In this situation, the litigation-settlement decision, breach-performance decision,
and decision on reliance level, are analyzed under the three breach remedies. The

third section makes a brief concluding comment.

2 The Model

It will be assumed that a contract is made between a risk-netutral buyer and a
risk-neutral seller. After the contract is signed, the seller will produce the good
and deliver it in exchange of the contract price 7. The players face uncertainty
over the seller’s production cost C', whose value is realized only after the contract
is signed and before the performance (or breach) of the seller. Let F'(C') be the
distribution function of C, which is a common knowledge to both the players.

The contract is assumed to be not completely contingency-specified and T is

tion revelation.
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only a constant (the parites cannot agree on a price schedule T(C') due to the
transaction cost). After signing the contract and before the production cost C'
is realized, the buyer makes reliance expenditure 7, which enhances the value
of the good to the buyer, V(r). Let V(r) = v(r) 4+ 6 and v'(r) > 0, v"(r) < 0,
assuming that the variable r and the function v(r) are common knowledges to the
players. However, 6 is private information of the buyer and the seller only knows
the distribution of 6, G(6) (whose support is [0, f], which is common knowledge
of the players). Hence, although the reliance level of the buyer is known to the
seller, but the value of the good to the buyer is only recognized with an error
term 6, due to asymmetric information.

After the production cost is realized, the seller makes a decision whether to
perform the contract incurring the realized production cost C, or instead breach
the contract and pay some damage to the buyer, thus avoiding the production
cost. If the seller performs, the game ends, and the buyer receives the payoff
V(r) — T — r while the seller receives T — C. If the seller breaches, the players
make decisions whether to settle the case or go to trial. In this stage, the buyer
(the plaintiff, the breached party) moves first. The buyer proposes a settlement
offer S, and if it is accepted by the seller (the defendant, the breaching party),
the game ends: the buyer receives the payoff S — r, and the seller receives the
payoff of —S. If the seller rejects the offer, then the buyer sues the seller based
on the breach of contract, and the players receive the payoff according to the

court-imposed breach remedy denoted as d. Let c¢p and c¢p denote the expected
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litigation cost for the plaintiff and the defendant, respectively. The payoff of the
buyer is then d — r — cp and that of the seller is —d — ¢p in the case of a trial.
The court is assumed to be perfectly informed about all the variables. This is of
course unrealistic but does not affect the main conclusion of the analysis if the
court’s error is unbiased. It is further assumed that d > c¢p + ¢p, excluding the
possibility of frivolous suit. Let us suppose first that the court-imposed breach
remedy is the expectation damage rule, that is, d = V(r)—T = v(r)+60—T. The

time sequence can then be shown as the following extensive form representation.

Figure: Contract and Litigation Game

perform (v(r)+0—-T—r,T—-C)

S: settlement offer

(S-r,=9)
%ept
Seller dal
(d—r—c¢p,
Example: d =v(r)+60 —T —d—cq)

reach

Nature Buyer Nature

Buyer

Two steps are used to solve this game. In the first step, suppose that both the
strategy of the seller on the breach decision (breach or perform given a certain
cost) and the strategy of the buyer on the reliance level are optimally chosen.
Based on this strategy profile, the game of litigation and settlement is solved.
Thus, the optimal strategy of the buyer’s settlement offer, the optimal strategy
of the seller whether to accept these offers, and the belief regarding the buyer’s
types can be derived. The analysis follows the same line of Reinganum and Wilde

(1986) in the context of contract law. (Since the details of the proof are basically
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the same as Reingaum and Wilde (1986), they are omitted.) In the second step,
based on this strategy profile of the litigation stage game, the optimal strategy
of the seller on the breach decision and the optimal strategy of the buyer on the

reliance level can be derived.

2.1 Litigation Decision under Incomplete Information: Ex-
pectation Interest Rule

Suppose that the seller had already chosen the best strategy on the breach de-
cision and the buyer had chosen the best reliance level, denoted as r = r*.
Among all the perfect Bayesian equilibria, we focus on the separating equilib-
rium where all types are revealed, following Reinganum and Wilde (1986). In
the litigation stage game, a strategy for the plaintiff (the buyer) is a function
S = s(d) = s(v(r*) + 60 — T'), which specifies a settlement demand for each possi-
ble damage level. A strategy for the defendant (the seller) is a function p = p(.5),
which specifies the probability that the defendant rejects the demand S. Because
the defendant (the seller) knows the v(r*) but does not know the level of  (and
hence the true level of the total damage v(r*) + 8 — T'), he forms some beliefs
about ¢ on the basis of the settlement demand S. Let us define the point beliefs
b(S)(= v(r) +  — T), which assign a unique type (of the total damage) of the
plaintiff to each settlement demand. Given the beliefs b(S), the expected pay-

off for a defendant (a seller) when a demand S is made and he rejects it with
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probability p, is
My = p[=b(S) — ep] + (1= p)(=$). 1)
The expected payoff for a plaintiff (a buyer) is
IIp =p(S)(w(r*)+0 =T —cp) + [1 — p(S)]S —r. (2)

Now, let us define a triple (b*, p*, s*) that constitutes a separating equilibrium.
Given the beliefs b*, the probability of rejection policy p* maximizes the defen-
dant’s expected payoff, and given p*, the settlement demand policy s* maximizes
the plaintift’s expected payoff, and, the beliefs must be correct for the demands
made by the plaintiff.

Let us first consider the decision problem facing the defendant (the seller).

Since IIp is differentiable and concave in the defendant’s decision variable p,

Ollp

—— =—b(S)—cp+S. 3
o = —HS) = ()

If this expression is positive, then p*(S) = 1; if it is negative, p* = 0 . Further, if

it is zero, then the defendant is indifferent about the value of p*. Now, let us first

on, _

consider the interior solution, in which p* € (0,1). Then s* must satisfy s ,

which, after incorporating the consistency condition b*(S) = v(r*)+6 — T, yields
s*=v(")+0-T+cp (4)

However, the settlement demand function s*(v(r*) + 6 — T') must also maximize

the plaintiff’s (the buyer’s) expected payoff, given p*(S). Assuming p* is differ-
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entiable, s* must also solve

‘?—SP: dp;(ss)(v(r*)w—if—c,,—S)+1—p*(3):o. 5)

Combining equation (4) and (5) yields a first order linear differential equation

dp*(S)
s

(cp+cp) +[1=p*(S)] =0. (6)

Intuitively, increasing the settlement demand is beneficial to the plaintiff. How-
ever, this may result in costly litigation, incurring cp + c¢p as dead weight loss.
The marginal cost of increasing the settlement demand (the first term of (6))
should be equal to its marginal benefit (the second term in the bracket in (6))
in the equilibrium. The appropriate boundary condition is p*(S) = 0, where
S =v(r*) + 60 — T + cp is the settlement demand by the least damaged type of

plaintiffs. This yields the probability of rejection

P(8) = 1 —exp{— (=2},

cp+c¢p
We also need to specify beliefs about the settlemnent demands outside the
region [S, 5], where S = v(r*)+8—T-+cp. We use the following out-of-equilibrium
belief; if S < S,0*(S) =v(r*) + 0 — T, and if S > S,b*(S) =v(r*) +6 - T.
We can now claim that the following triple (b*, p*, s*) is the separating equi-

librium (Reinganum and Wilde (1986)).

e p*(S)=1for § >3, p(9) =1 7exp{7(%)} for [S, 5], p*(S) = 0 for

S <8
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o s*(v(r*)+0—T)=v(r*)+0 —T + cp;

o V*(S) = v(r) + 80 —T for S > S, b*(S) = v(r*) + 0 — T for [S,S], and

b*(S) =v(r*)+0—T for S < S.

The immediate corollary of this result is as follows. Suppose that the equilib-

rium of the game in the first step constitutes on-equilibrium and its interior solu-

tions. That is, p*(S) = l—exp{—(s;)}, s*(w(r*)+0-T) =v(r*)+0—T+cp,

S
cptcp

and b*(S) = v(r*) + 0 — T. Substituting s* into p*(S) yields

p=1-ep{—( )b

Thus,

Lemma 1 (Reinganum and Wilde (1986)) Under expectation interest rule
with incomplete information on a part of the damage, 0, the equilibrium probability

of the trial p* increases with 6.

In orde to see some policy implications, suppose that the court has some
discretionary power on the degree of compensation with respect to the expectation
interest. For example, the court can decide a policy parameter (1 > o > 0), and
the expectation interest is rewarded only up to v(r*)+af—T. By substituting o
in all  in the preceding discussion, it can be easily observed that the equilibrium
trial probability is increasing with «. This means that fully compensating the
expectation interest of the breached party (the plaintiff, the buyer) results in

more costly litigation than partial compensation.
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2.2 Litigation Decision under Complete Information

Now, let us suppose instead that settlement and litigation decisions occur under
complete information. If the term € is not awarded by the court, and all the other
elements of the game is the same as above, the litigation decision is reduced to a
bargaining game under complete information, since all the variables other than
0 are common knowledge among both parties. In this case, any damage award
including the expectation interest rule (for example, “partial expectation interest
rule” where d = v(r) — T and reliance interest rule) can induce the socially
desirable decisions, that is, always to settle. Since it is assumed the plaintiff
(the buyer) proposes the take-it-or-leave-it settlement offer at first, he has all the
bargaining power. Hence, the settlement offer in equilibrium is d + ¢p, and it is

always accepted by the defendant (the seller). Thus,
Lemma 2 Under complete informarion, s* = d+ cp, p* = 0.

Based on these results, incentives on breach and reliance are analyzed in the
next step, and the legal rules under a different information structure can be

compared.

2.3 Breach and Reliance Decision

Suppose that a triple (b*,p*, s*) is the separating equilibrium (on-equilibrium,

interior solutions) of the game in the first step. (p*(§) = 1 — exp{—( o6 )},

cptep

s*(w(r*)+0—-T) = v(r*)+0—T+cp, and b*(S) = v(r*)+6—T.) Considering that
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b* is the point belief of a seller (a defendant) on the actual expectation damage

of the buyer (the plaintiff), the expected payoff for a buyer (a defendant) is

p*(=b* —cp) + (1 —p*)(—s*) (if breach)
Iy = )
T-C (¢f perform).
The seller decides whether to breach or not, so as to maximize IIg after observing
the realized level of production cost C'. Hence, the seller’s breach decision can
be represented as some range of C' where the seller breaches. Analogous to
Shavell (1980), let us call this range a “breach set”, denoted as B. From (7),

the seller breaches if p*(—b* — ¢p) + (1 — p*)(—s*) + T < C and performs if

p*(=b* —cp) + (1 = p*)(—s*) + T > C. Therefore, the breach set is

Ce (=0 —cp)+ (1 —p)(=s") + T, 00). ®)

The expected payoff for a buyer (a defendant) is

O =nlp*(v(r)+0—-T—cp)+ (1 —p*)s |+ (L —m)[v(r) +0 —T]—r. (9)

where 7 denotes the probability of breach.

Based on the breach decision of the seller, the buyer decides the level of
reliance expenditure 7 in order to maximize I1p.

We can now define a social welfare function explicitly, which is the sum of the
expected payoffs of both parties. By denoting ST as the social welfare function,

and the trial probability under the damage award d as p = p(d) (in equilibrium,
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from Lemmal and Lemma2, p(= p*) is positive and increasing with 6 under the
expectation interest rule with incomplete information. Further, it is zero under

any damage award under complete information.), from (7) and (9),

Definition 1

Sw= [ () +6-C)ar(e) - /C _P(@er +ep)dF(C) 1.

The problem of a social planner is to choose some d so as to maximize the
above expression of SW. It is simple under complete information without any
litigation cost because p(d), cp, and ¢p = 0, and the results are quite well known.
6 The expectation interest rule induces the efficient breach set C' € (v(r) +
0,00), but the reliance level is too large. The expectation interest rule with
some modification induces an optimal breach of a seller and an optimal reliance
expenditure of a buyer. Denoting r = r* as the level of reliance that maximizes
F(v(r)+ 0))v(r) — r, the damage award d = v(r*) + 6 — T induces the efficient
breach and the optimal reliance expenditure r*.

Instead of deriving the optimal d explicitly, some comparison of the relevant
legal rules in terms of the above SW is made in the following discussion. The
follosing three rules are compared: expectation interest rule (d = v(r) +6 — T),
partial expectation interest rule (d = v(r) —T'), and reliance interest rule (d = r).

The expectation interest rule can internalize the valuation of a buyer, but it incurs

6 Proofs are ommitted. See Shavell (1980), Cooter and Eisenberg (1985), and Miceli (1997)

et al.
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a social cost of litigation due to asymmetric information. The other two rules do

not make the parties go to trial, but the term 6 is not awarded.

2.3.1 Incentives on Breach

First, the incentives on breach under the expectation interest rule (d = v(r)+6—
T) is analyzed. This rule can induce an efficient breach set under complete infor-
mation without litigation cost, but it does not hold in our case. By substituting

the equilibrium of the litigation game in (8),

Theorem 1 The breach set of the expectation interest rule is

C e (v(r*) 4+ 6 + cp, o).

If the litigation decision on the breach of contract suit is taken into account,
in comparison with the classical model of Shavell (1980), the breach set becomes
smaller, and so the breach occurs less often. This is due to the fact that a
plaintiff (a buyer in this case) can extract some portion of the litigation cost
of the defendant (the breacher, the seller in this case), because the defendant
would want to avoid costly litigation. In particular, in a signaling model like
the present one, the plaintiff has all the bargaining power in the litigation stage
game: hence, that the breach set becomes smaller reaching the degree of ¢p. This
induces insufficient breach in comparison with the efficiency level of the breach
set in a model without litigation cost, C' € (v(r*) +6, 00), which could be induced

by the expectation interest rule without litigation cost.
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By substituting the breach set in Theoreml, the value of SW under the

expectation interest rule and under incomplete information, denoted as SW (Ex)

can be derived as

v(r)+0+cp
SW(Ez) = /0 (v(r) + 0 — C)dF(C)

—(1=F(u(r)+0+cp))p*(0)(cp +cp) — 1, (10)

where p*(0) =1 — exp{—(ch:fD)}.

Under the “partial expectation interest rule,” which does not reward the term

0, and the assumption d = v(r) — T, social welfare (denoted as SW(Part)) is
v(r)+cp
SW(Part) = / (v(r) + 0 — C)dF(C) — 1, (11)
0

Calculating the difference of SW under the two rules yields

v(r)+60+cp
SW(Ex) - SW(Part) = / (v(r) + 0 — C)dF(C)

v(r)+cp
—(1 = Fo(r) + 8+ cp)p"(B)(cp +cp). (12)
If ¢p > 0, the first term of the right hand side of (12) is negative or equal to
zero, so that SW(Ex) < SW(Part). If ¢cp < 6, the right hand side of (12) is
positive and SW(Ez) > SW (Part), if

rv(r)+60 rv(r)+60+cp
/ (v(r) + 0 — C)dF(C) > 7‘/ (v(r) + 0 — C)dF(C)

v(r)+ep v(r)+0

+(1—=F(v(r)4+60+cp))p*(0)(cp + cp)(13)

The left hand side of (13) represents the social gain from increasing the damage

award from v(r) =T to v(r)+60—T. Aslong as v(r)+cp < v(r)+6, internalizing
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the value of 6 into the incentive of breach for a seller enhances the desirable
performance. The first term of the right hand side of (13) represents welfare loss
due to the bargaining power of the buyer (the plaintiff). Under the expectation
interest rule, this term is always positive. The second term of the right hand
side of (13) is the dead-weight loss of litigation. In the case of ¢p < 6, the social
welfare under the expectation interest rule and partial expectation interest rule
depends on these three terms.

To summarize,

Theorem 2 (1) If cp > 6, the partial expectation interest rule is always more
desirable than the expectation interest rule.

(2) If cp < 0, the expectation interest rule is more desirable than the par-
tial interest rule if the benefit of internalization exceeds the sum of loss due to

plaintiff’s bargaining power and dead-weight loss of litigation, and vice versa.

To illustrate the trade-off between efficient breach and lowering dead-weight
loss of the litigation in a different way, let us suppose again that the court has
some discretionary power on the degree of compensation with respect to the
expectation interest. In particular, the court can decide a policy parameter o(>
0), and the expectation interest is rewarded only up to v(r*) + af — T. The
breach set under this model coincides with the efficient breach set under complete
information with no litigation cost, if and only if v(r*) + af + cp = v(r*) + 6.

This is possible by setting a =1~ . If ¢ > cp, a > 0and if § < cp, a =0
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is desirable. In other words, if some term of expectation interest is the private
information of the breached party, this term should be only partially compensated
if it exceeds the defendant’s litigation cost cp; it should not be compensated at
all if it is less than or equal to ¢p.

Now, let us suppose that ¢ > cp and a = 1 — 2. In this case, the level of
expectation interest is of course v(r*) + 6 — T', which induces an efficient breach
decision of the seller; that is, this modified expectation interest rule can avoid
undesirable performance of contract and simultaneously internalize the buyer’s
valuation. However, this rule cannot avoid the litigation altogether. Due to
asymmetric information, some portion of the disputes results in costly litigation.
To avoid the possibility of litigation, a = 0 is desirable, but this rule results in a
damage award of v(r*) — T, which can induce too many breaches under criterion
of complete information.

In the case of the reliance interest rule (d = r), the same discussion is ap-
plicable to the comparison of the two kinds of expectation interest rules. Here,
the reliance interest rule is compared with the normal expectation interest rule
(d =wv(r)+ 0 —1T). Social welfare under the reliance interest rule (denoted as

SW(Re)) can be written as

swire) = [ T ) 40— C)AF(C) — 1 (14)
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Further, calculating the difference of S under the expectation interest rule and

reliance interest rule yields
v(r)+0+cp
SW(Ez) — SW(Re) = / (v(r) + 0 — C)dF(C)
JT+r+cp
—(1—=F(v(r)+60+cp))p*(0)(cp + cp).
(15)
If ep > v(r)4+0—T —r, the first term of the right hand side of (15) is negative

or equal to zero, so that SW(Exz) < SW(Re). If cp < v(r)+60—T —r, the right

hand side of (15) is positive and SW(Ex) > SW(Re), if

v(r)+0 v(r)+0+cp
/T (0(r) + 0 — C)dF(C) > — / (v(r) + 8 — C)dF(C)

+r+ep Ju(r)+0

+(1 = F(v(r) + 6+ cp))p*(0)(cp + cp)(16)
The interpretation of this inequality is almost the same as that of (13).

Theorem 3 (1) If cp > v(r) + 60 — T — r, the reliance interest rule is always
more desirable than expectation interest rule.

(2) If cp < v(r)+ 0 — T —r, the expectation interest rule is more desirable
than the reliance interest rule if the benefit of internalization exceeds the sum of
loss due to the plaintiff’s bargaining power and dead-weight loss of litigation, and

vice Versa.

2.3.2 Incentives on Reliance

Now, we turn to the buyer’s decision and discuss incentives on reliance. Since the

optimal breach set under incomplete information was not explicitly derived in the
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preceding analysis, the condition of the first-best reliance cannot be discussed.
Nevertheless, comparative statics can show some implications on the expectation
interest rule in comparison with the complete information case.

Under the expectation interest rule, the expected payoff for a buyer is

Op=w(r)+0—-T—7r]+(1—Flu(r)+0+cpl)ecp —p*(cp +cp)].  (17)

On the right hand side of (19), the first term v(r) + 0 — T' — r represents the
expected payoff for a buyer under the expectation interest rule under complete
information with no litigation cost. In the second term, 1 — F[v(r) 4+ 6 + cp]
is the probability of breach, which is a function of r. If the breach occurs with
this probability, the buyer can extract c¢p apart from the expectation interest:
however, since some portion of the disputes go to inefficient trials with probability
p*, incurring the deadweight loss cp + c¢p. So his payoff in the case of breach is
cp —p(ep + CD)-

In order to ensure an interior solution, it is assumed here that IIg(r) is con-
cave. Differentiating the right hand side of (19) with respect to 7 yields the first

order necessary condtion. Denoting f as the density function of F,

Ol
or

- V-1
—f(u(r) + 0+ cp)'(r)(cp — p*(cp + cp)) = 0. (18)
The first term in the bracket of the right hand side of (20) corresponds to the
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condition under the expectation interest rule with complete information. It is
zero under complete information, which means over-reliance from the first-best
level of reliance under a situation of complete information, F[v(r)+6]v'(r)—1 = 0,
as is well known from the conventional disucussion.

The second term of the right hand side represents the expected marginal
payoff for a buyer from settlement bargaining by the variety on the probability
of breach. As explained by (19), this marginal payoff arises because a buyer can
extract defendant’s litigation cost minus the deadweight loss. The litigation costs
per se are independent of r in this model: however, a buyer can also change the
probability of breach by his own reliance expenditure and this affects the buyer’s
payoff. In the case of complete information with no litigation cost, the breach
probability is a function of reliance but it does not affect a buyer’s (breached
party’s) payoff; this is because the breach probability terms cancel each other
(see Miceli (1997) for example). This effect remains in this model.

The sign of the this second term effect depends on the sign of ¢p —p*(cp+cp).
If it is positive, the effect becomes negative. This result can be interpreted as
follows. Note that breach probability 1 — F(v(r)) is a decreasing function of r.
If a buyer increases the reliance expenditure, the breach occurs less often and
the number of breach of contract disputes decreases also decreases. However, if
the disputes themselves occur less often, the buyer forgoes the opportunity to
extract some portion of the litigation cost from the breacher, the seller. Thus, as

long as a buyer has some chance of acquiring the gain (¢cp — p*(cp + ¢p) > 0),
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the overall effect of the second term of (20) is negative and it is his interest to
decrease reliance. In contrast, if the term c¢p —p*(cp+cp) is negative, the overall
second term effect is positive. This can happen in situation such as a very high
level of ¢p, which leads to such a deadweight loss of suit that a small bargaining
gain of the defendant’s litigation cost is eliminated. This makes a buyer prefer
performance rather than breach and it is his interest to increase reliance.

In order to compare this incentive with that of complete information, rearrang-
ing (20) and noting that the condition under complete information is v/(r) = 1,

the following theorem is obtained.

Theorem 4 Under the expectation interest rule, ijigLD > p*, reliance is smaller

than the level under complete information (v'(r) > 1). If < p*, reliance is

ot <
larger than the level under complete information (v'(r) <1).

This result is in contrast to the the effect of expectation interest rule under
complete information with no litigation cost, where only a bias of overreliance
matters. In this classical situation, a buyer is fully awarded with his expectation
interest with no cost; hence, he is indifferent to the breach and performance
by the seller. However, under incomplete information with litigation cost, the
buyer’s incentive on reliance is less biased because he has some possibility of gain
by decreasing reliance (and thereby increasing the breach probability).

Under the partial expectation interest rule, the buyer’s payoft is
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Hp = [v(r) =T —r] + Flv(r) + ¢p)0 + (1 — Flv(r) + cp))cp. (19)

Differentiating with respect to r,

85% =1+ f(v(r)+cp)(@ —cp))v'(r) —1=0. (20)

Under the partial expectation interest rule, the payoff of a buyer conditional
on the performance is v(r) + 8 — T — r; however, upon breach and trial, only the
amount up to v(r) — T is awarded by the court and the difference of these payoffs
is #. In this respect, he has an incentive to increase reliance since performance
probability is increased. On the other hand, upon breach, he can extract cp from
the seller. Since the trial probability is zero, the buyer can extract the full amount
of ¢p if breach occurs; hence, increasing his reliance and breach probability is in
his interest. A buyer has to balance these two effects. In comparison with the
incentive under the expectation interest rule under complete information without

litigation cost, the following theorem is applicable.

Theorem 5 Under the partial expectation interest rule, if cp > 6, reliance is
smaller than the level under the expectation interest rule with complete informa-
tion (V'(r) > 1). If cp <0, reliance is larger than the level under the expectation

interest rule with complete information (v'(r) <1).
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Under the reliance interest rule, the buyer’ payoff is
Hp=F[T+r+cpl(v(r)+0 —T —7r)+ (1= F[T +r+cpl)cp. (21)

By differentiating with respect to r,

‘?_TB — FIT 47+ )0/ (F) = 1) + F(T+ 1+ cn)(o(r) + 0 — T — 1 — ep) = 0.22)

In this case, v'(r) < 1, which is identical to the result of complete information.

3 Concluding Comments

Modern economic analysis of breach remedies has focused on inducing optimal
relation-specific reliance investment by assuming an ex post efficient renegotiation
that induces optimal breach and performance decision. This paper studies the
classical problem of breach decision by using a standard tool of game theoretic
analysis of settlement and litigation. The conditions under which the partial
expectation interest rule or reliance interest rule dominate the normal expectation
interest rule are presented. It shows a trade-off between the breach and litigation
decision under a situation of asymmetric information. Since the breach decision
matters, it must be balanced with the settlement-litigation decision. Especially in
the case of the high litigation cost of defendants, the parital expectation interest
rule and reliance interest rules are superior to the normal expectaion interest rule.

In the case of the reliance expenditure of the breached party, the effect of this
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rule is much more ambiguous than the complete information case, where only
over-reliance is the problem.

The analysis given in this paper can be relevant in all cases where the buyer’s
expectation interest is private information, but it can be particularlly useful in
the case of consumer contract. 7

As Posner (1997) explains, the discussions of legal scholars appear to concen-
trate on the difficulty of measuring the consumer surplus. ® They do recognize
that if the expectation interest rule is strictly enforced, the consuemr surplus
should be awarded to consumer; however, from the practical reason of measure-
ment difficulty, most of the people agree that limiting the expectation interest or
awarding reliance interest can be desirable.

The model of this paper presents another rationale for not compensatsing the
consumer fully. Consumer surplus as the expectation interest is not only difficult

to verify in the court, but it is also the private information of the consumer.

7 Further, in the case of a contract between firms, sometimes only the reliance interest is
awarded. The leading U.S. case is Security and Manufacturing Co. v. American Railway

Express Co. See Birmingham (1998).

8 In the case of a contract between firms, Craswell (2000) summarizes the following. The
expectation interest for a firm (such as the profits that would have been earned) are often
particularly difficult to prove, especially if the promisee’s venture was speculative. In such
cases, it might make sense to assume that the venture would have broken exactly even, earning
neither a profit nor loss. Hence, awarding the reliance damage will also protect a rough estimate

of the expectation interest.
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If this can be awarded, the trial probability can increase considerably. Even if
over-reliance of the consumer is not a severe problem (as Theorem 4 and 5 im-
ply), inducing an efficient settlement remains important. On the other hand, if
the court denies awarding the expectation interest of the consumer categorically,
the real benefit of the contract is not at all internalized in a firm’s breach deci-
sion. This problem should be also taken into account by, for example, consumer
contract regulation, etc.

In this paper, only the private information of the consumer was disucussed.
However, most consumer contract disputes are a result of the fact that the firms
have considereably greater information about the technology, any risky activity
that affects the product’s quality, etc. If this aspect is taken into account in
the model (like Spier (1997) that deals with the litigation model of negligence),
the presumption as well as the implication of the model can be totally reversed:
probability of litigation (hence the dead weight loss of litigation) can decrease as
the damage award increases. In such a case, awarding the expectation interest
can always become more desirable than limiting the award. Hence, the optimal

breach remedies can depend on the relevant information structure.
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