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Abstract

The article considers a situation where several firms have the opportunity to
sell an identical product to a set of buyers, and where each seller can invest
in R&D to develop a higher quality version of the product in question. If the
sellers can offer exclusionary contracts prior to deciding how much to invest in
R&D, every buyer will sign an exclusionary contract with the same seller in
equilibrium. Since all buyers are locked to one seller, only this seller will have
an incentive to invest in R&D. Whether or not banning exclusionary contracts
increases the aggregate probability of successful innovation depends on the R&D
technology. More specifically, banning exclusionary contracts will increase the
aggregate probability of innovation and joint surplus of buyers and sellers only

when the R&D technology exhibits sufficient diseconomies of scale.
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1 Introduction

Why do firms innovate? The possibility of at least temporarily increasing their mar-
ket power can be the prize that makes costly innovation worthwhile. Among the top
10 R&D spenders in 2018 we find technology companies such as Intel, Microsoft and
Alphabet, and pharmaceutical firms such as Johnson & Johnson/[l| In innovative indus-
tries such as these, investment in R&D may lead to the development of technologies
or products that gives the innovating firm a position as a market leader in a given
segment. The present article considers the effect of allowing exclusionary contracts in
such industries.

I follow a number of seminal articles by studying an innovation contest in which a
number of firms may invests in R&D and where at most one firm can “win” (Fudenberg
et al. [1983; Loury |1979). A natural interpretation is that patent protection gives the
first innovator exclusive rights to market the innovation. In such a setting, I study
the effect of allowing the sellers to offer exclusionary contracts to the buyers prior to
deciding how much to invest in R&D.

In the model, several firms have the opportunity to sell an identical product to a set
of buyers. Each seller has the opportunity to enter an innovation contest by investing
in R&D. At most one firm will win the contest, and this firm will get the right to sell a
higher quality version of the product in question. While a seller gains from winning the
innovation contest, a buyer is indifferent about the outcome of the innovation contest.
The reason is that regardless of whether there is innovation or not, the buyer will get
a payoff equal to what she can get by buying the standard quality product at cost. In
other words, the incremental gain from the use of the high quality version is entirely
captured by the seller who wins the innovation contest.

I then consider the possibility of allowing the sellers to offer exclusionary contracts
of the type considered by Rasmusen et al. (1991) and Segal and Whinston (2000)) to
the buyers, prior to deciding how much to invest in R&D. If a buyer accepts such
a contract from a seller, it will be contractually prohibited from trading with other
sellers. In equilibrium every buyer will sign an exclusionary contract with the same
seller.

By signing exclusionary contracts with all buyers, one seller in effect becomes a
monopolist in the innovation contest. As a consequence, this seller will increase its

investment in R&D, while the incentive of the other sellers to invest in R&D is elimi-

DSee https://www.strategyand. pwc.com/gx/en/insights/innovation1000.html
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nated. Whether or not the aggregate probability of successful innovation also increases
will depend on the R&D technology. More specifically, banning exclusionary contracts
will increase the aggregate probability of innovation when the R&D technology ex-
hibits sufficient diseconomies of scale. However, banning exclusionary contracts may
reduce joint surplus of the buyers and the sellers even when it increases the aggregate
probability of succesfull innovation. Only when the efficiency gains from spreading the
R&D technology across several firms is large enough will joint surplus increase when
exclusionary contracts are banned.

The ability to offer exclusionary contract intensifies the competition for the buyers.
As a consequence, the buyers benefit from the use of exclusionary contracts, while the
ability to offer such contracts completely erodes the expected payoffs of the sellers.
If the buyers are end-users, then consumer surplus is strictly increased by allowing
exclusionary contracts. If on the other hand each buyer is local monopolist reselling
the product in question, exclusionary contracts will increase the expected consumer
surplus only if they increase the aggregate probability of innovation.

Most of the existing literature on exclusive dealing studies a situation in which an
established incumbent is given a first-mover advantage by being able to offer contracts
to one or several buyers before a potential rival seller enters the market. It is typically
precisely this first-mover advantage that enables an incumbent to profitably exclude a
more efficient entrant, often to the detriment of consumer and total Surplusﬂ In this
strand of the literature, the article that has most in common with the current one is
Segal and Whinston (2007)), which considers a dynamic settingﬂ In each period one
seller is an incumbent, exclusively producing the leading quality version of a product.
In addition, there is at least one potential rival who can invest in R&D. If a potential
entrant innovates and acquires the exclusive rights to sell the next-generation version

of the product, this firm enters the market in the current period and competes with

@ The literature on exclusive dealing is rich. In addition to Rasmusen et al. (1991) and Segal and
Whinston (2000), important contributions include Aghion and Bolton (1987)) and Innes and Sexton
(1994), who study the use of partially exclusionary contracts where the payment from a buyer to the
incumbent is allowed to depend on whether the buyer buys from the entrant or not. Chen and Shaffer
(2014)) show how minimum-share requirements may be used to exclude a more efficient entrant, even
in situations in which a fully exclusionary contract cannot. Fumagalli and Motta (2006) were among
the first to study the use of exclusionary contracts when the buyers are downstream competitors,
a strand of the literature that also includes Simpson and Wickelgren (2007)) and Abito and Wright
(2008).

B Another article that studies vertically differentiated sellers is Argenton (2010), which illustrates
how an incumbent producer can use exclusionary contracts to profitably exclude a potential rival
producing a higher quality product, when the buyers are two (undifferentiated) competing retailers.



the incumbent. In the next period it takes over the role as incumbent, and the old
incumbent becomes a potential entrant. The authors consider the effect of allowing the
current incumbent to write long-term (exclusionary) contracts with the buyers. In this
setting, banning exclusionary contracts increases innovation and consumer surplusﬁ

In contrast to Segal and Whinston (2007), I assume that the sellers are ex-ante
identical. Each seller has equal opportunity to try to distinguish itself from its rivals
by investing in R&D. Further, the sellers have equal opportunity to offer exclusionary
contracts. Whereas exclusionary contracts suppress innovation in Segal and Whinston
(2007)), the effect on the aggregate probability of innovation is ambiguous in the present
article, and depends on the R&D technology. Moreover, exclusionary contracts enables
more intense competition for the trade of the buyers in each period. As a consequence,
the buyers are better off when exclusionary contracts are allowed, even when they
suppress innovation.

In considering a situation where symmetric sellers are allowed to compete through
offering exclusionary contracts the present article follows Mathewson and Winter (1987)),
who study a situation with two horizontally differentiated manufacturers and a large
number of independent retailers, each a monopolist in its local marked. They find
that the exclusionary contracts are used in equilibrium, and that they can have ei-
ther anticompetitive or procompetitive effects. This result is qualified by O’Brien and
Shaffer (1997) and Bernheim and Whinston (1998), who finds that if the manufac-
turers are allowed to offer nonlinear tariffs, they will no longer have an incentive to
offer exclusionary contracts to a monopolist retailer, and that the efficient outcome
where a monopolist retailer buys from both both manufacturers can be supported as
an equilibrium. When the buyers in my model are interpreted as monopolist retailers,
the use of exclusionary contracts in many situations reduce consumer surplus, total
surplus or both. This is the case even though contracts are allowed to be nonlinear

and information is complete.ﬂ

@11 the main model of the article, the incumbent cannot invest in R&D. The authors also consider
the use of long term contracts in a setting where also the incumbent is allowed to invest in R&D,
and where the next best quality is always freely available to all potential producers. The main
conclusions on the effect of exclusionary contracts carry over to this setting.

B Calzolari and Denicold (2013)) studies a similar setting, but assumes that a monopolist retailer has
private information about its valuation of the products. The authors allow the sellers to offer menus
of contracts, with both an exclusive and a non-exclusive option. In this setting, exclusionary con-
tracts are used in equilibrium, even when nonlinear tariffs are allowed. However, while exclusionary
contracts are offered (as an option), the buyer will buy from both sellers in many equilibria. In this
setting, exclusionary contracts lead to more intense competition among the sellers, and thereby tend
to lower prices and increase welfare.



The rest of the article is organized as follows. Section [2| presents the framework of
the article, while section |3| supplies some preliminary results. The main analyses and
results are contained in section [l Effects on consumer surplus and total surplus are
examined in Section [5] Section [6] considers a situation where the buyers are retailers.

Section [ concludes.

2 Framework

N > 2 sellers have the opportunity to supply a product to M > 1 buyers. Initially,
every seller can offer identical versions of the product (the low quality version). How-
ever, each seller S; can invest in R&DE] More precisely, let each S; choose an R&D rate
¥; € [0, 1] giving the probability at which it will make a discovery. The cost of R&D
is given by the increasing and strictly convex function ¢(v);), where ¢(0) = 0.

If only one firm makes a discovery, this firm “wins” the innovation contest (i.e., is
awarded a patent) and obtains the exclusive right to sell a high quality version of the
product in question. If more than one firm makes a discovery, one firm will be chosen
as the winner (more on this later).

Marginal cost of production is assumed to be constant and equal for both versions
of the product, and is normalized to zero. Assume that a buyer will never want to buy
positive quantities of both the low quality and the high quality version. Let 7 (g, z) be
the gross payoff of a buyer that buys x units of product type ¢, where ¢ = 0 signifies
the low version of the product and ¢ = 1 signifies the high quality version. When only
the low-quality product is available, the per buyer maximal gross surplus is given by
max, 7(0,z) = Ily. If the high quality is available, the maximized gross surplus is given
by max, w(1,z) = II;, where II; — IIp = A > 0.

The following assumption implies that if there were only one seller in the industry,

this seller would choose a strictly positive R&D rate.
Assumption 1. ¢(0) < MA.

Further, it will be assumed that as i approaches one, diseconomies of scale will

eventually make further increases in the R&D rate prohibitively expensive.

Assumption 2. lim,_,; ¢(¢) = oc.

BThe modeling of the innovation process follows Segal and Whinston (2007) closely.



3 Preliminary analysis

This section considers the situation where the sellers are precluded from offering ex-
clusionary contracts prior to the investment stage. More specifically, the interaction

between the sellers and the buyers is modeled as follows.

Stage 1 Each S; chooses a probability rate ¢; € [0,1]. The winner, if any, of the

innovation contest obtains the right to sell the high quality version of the product.

Stage 2 Each seller S; offers a two-part tariff (w;;, f;;) to each buyer B;, consisting of
a constant per-unit wholesale price, w;; > 0, and a fixed fee, f;; > 0. The buyers
accept or reject each offer. The buyers order the desired quantities and payments

are made according to accepted contracts.

The equilibrium concept used in this section and the next will be that of pure strategy
subgame-perfect Nash equilibrium (hereafter equilibrium).

Let us first consider a situation in which no seller innovates. Then it is straightfor-
ward to see that every buyer must get the low-quality product at cost (i.e., for free) in

any continuation equilibrium, giving each buyer a payoff of 1.

Lemma 1. When no exclusionary contracts can be offered prior to the investment
stage and no seller innovates, each buyer gets the product at marginal cost (equal to
zero). Each buyer gets payoff equal to 1ly. Each seller gets a payoff of zero, gross of
any RED cost.

Consider now a situation in which one seller, say S;, won the innovation contest in
Stage 1 after choosing the R&D rate ;. It is easy to show that every buyer will buy
from \S; in any continuation equilibrium, with (w;;, f;;) = (0, A) for each B;. Further,
the payoff of S; will be MA — ¢(v;), while the payoff of each buyer is again Ilj.

Lemma 2. When no exclusionary contracts can be offered prior to the investment stage
and S; wins the innovation contest, every buyer will buy from S; in all continuation
equilibria. The payoff of S; will be MA — c(v;). The payoff of each buyer will be 1y,
while the payoff of the other sellers will be zero, gross of any RED cost.

We see from Lemmal [l and Lemma 2] that the equilibrium payoff of each buyer is the
same, regardless of whether there is innovation or not: The winner of the innovation

contest extracts the entire gain from the innovation.



Let us now turn to Stage 1 and the investment decision of the sellers. We will
restrict attention to symmetric equilibria in which each of the N sellers chooses the
same R&D rate, 1. If only one seller makes a discovery, this seller will be awarded
the patent. If several sellers makes a discovery, only one can be awarded the patent.
Let r(1, N) be the probability that a given seller is awarded the patent, conditional
on it making a discovery, when the other sellers choose an R&D rate of ¢. Note that
r(0, N) = 1, and assume that r(¢), N) is continuous in 1t and strictly decreasing in
both arguments. Assume further that r(¢, N) > (1 — )N~ for all ¢ € (0, 1], where
the right hand side of the inequality is the probability that no rival seller makes a
discoveryﬂ

Since the gain of winning the innovation contest is M A, an equilibrium R&D rate

1 must satisfy the following condition.

Yy € argmax{Yr(n, NYMA — c(¢)}.
Pe(0,1]
The following lemma establishes that there is a unique and interior symmetric

equilibrium.

Lemma 3. When no exclusionary contracts can be offered prior to the investment

stage, there is a unique symmetric equilibrium RED rate 1y € (0,1).

Proof. Consider the best-response function B(1y, N) = arg max,,¢o ;{4 (¢¥n, N)MA—
c(¢)}. This function is single-valued, non-increasing and continuous in 1y (see the
proof of Lemma Al in Segal and Whinston (2007)). This means that the unique
equilibrium is the fixed point of the function B(¢y,N) on the [0,1] interval. Since
r(0,N) = 1, Assumption [I]implies that B(0) > 0. Assumption 2]implies that B(1) < 1.

It follows that the unique fixed point is interior. n

Since the equilibrium is interior and solves maxy{¢r(¢n, N)MA —c(1)}, it will be
implicitly defined by the following first order condition

@1f the patent is awarded randomly to one of the sellers making a discovery, we have that

N-1

o= () (7 et

k=0
_1-Qa-yY
=N



r(Yn, N)MA — ¢ (¢n) = 0. (1)

When every seller chooses the equilibrium R&D rate 1y, the expected payoff of
each seller is Yn7 (v, N)MA — ¢(1py) > 0. The following lemma sums up.

Lemma 4. When no exclusionary contracts can be offered prior to the investment
stage, each seller will get an expected payoff equal to Yyr(vy, NYMA — c(¢y) > 0,
while each buyer gets a payoff equal to I1,.

As a preparation for the analysis in the following section, it will be useful to consider
the effect of the number of sellers on the equilibrium R&D rate and on the aggregate
probability of innovation. The equilibrium R&D rate is decreasing in the number of

sellers.

Lemma 5. The equilibrium per seller R€D rate 1y is decreasing in the number of

sellers.

Proof. Since the equilibrium value ¢y is interior, it is given by the first order condition
r(¢Yn, NYMA = (¢n) = 0. The left hand side is strictly decreasing in both N and ¢y .
Suppose that we are in an equilibrium (i.e., the left hand side is zero). If N increases
the left hand side becomes negative. In order to again make the left hand side equal

to zero ¥ must decrease. O]

While the per seller R&D rate is decreasing in the number of sellers, the probability
that at least one of the sellers successfully innovates may nevertheless be increasing
in the number of sellers. This aggregate probability of innovation is given by ¢(NN) =
1—(1—4n)". The question is whether the R&D investment of an additional seller more
than offsets the reduction in the investment of the existing sellers. Our assumptions
are not such that we can give a general answer to this question.

A useful benchmark in what follows will be the equilibrium R&D rate of a monop-
olist seller. If there were only one seller, that is if N = 1, this seller would win the
innovation contest if and only if it made a discovery, and the optimal rate of innovation

would be given by

Yy = argmax{yYy M A — c(y)}.

¥e(0,1]



Our assumptions imply that v; will be implicitly defined by the first order condition
MA - C/(lp1> =0.

4 Exclusionary contracts

In this section we add a Stage 0 before Stage 1 of the game specified in the previous
section. In this stage, the sellers are allowed to offer the buyers (non-discriminatory)
exclusionary contracts. The exclusionary contracts are offered simultaneously. As is
common in the literature on exclusionary contracts, an exclusionary contract between
a seller and a buyer cannot specify payments that are contingent on whether or not
the buyer trades with a different seller at Stage 2]

Specifically, an exclusionary contract between .S; and B; makes it illegal for the
buyer to buy from any other seller at Stage 2. In addition, the exclusionary contract
can include a (possibly negative) upfront compensation y;, paid by S; to B;. For
simplicity, an exclusionary contract cannot include commitments on price. Given these
assumptions, it is easy to verify that the following lemmas specify the equilibrium play
in Stage 2

Lemma 6. If B; has signed an exclusionary contract with S; it will buy from S; using
the two-part tariff (0,11,), where ¢ € {0,1} is 0 if S; sells the high quality product and
1 if S; sells the high quality product.

Lemma 7. If B; has not signed an exclusionary contract with any seller, it will buy
from one of the sellers using the two-part tariff (0,0) if no seller offers the high quality
product. If S; sells the high quality product, B; will buy from S; using the two-part
tariff (0, A).

We will suppose that if a buyer is indifferent between signing an exclusionary con-
tract and not signing any, it will signm The following proposition establishes that each
buyer must sign an exclusionary contract with the same seller in any equilibrium, and

that the buyers capture the entire expected surplus in the industry.

B'Exclusionary contracts of this type is studied by among others Rasmusen et al. (1991)), Segal and
Whinston (2000) and Fumagalli and Motta (2006).

BThe results in this section is not sensitive to the assumption that exclusionary contract cannot include
price commitments. Firms payoffs and aggregate probability of innovation would be the same if we
allowed the exclusionary contract to specify the price at which the buyer would be able to buy the
low quality product, and/or the price at which it could buy the high quality product (if available
from the seller in question).

D@ This tie-breaking rule is chosen solely for simplicity.



Proposition 1. If exclusionary contracts can be offered prior to the RED decisions,
each buyer will sign an exclusionary contract with the same seller in any equilibrium.
The equilibrium payoff of B; will be Iy + Y1 A — (1/M)c(y1) > Iy, while each seller

gets an expected payoff equal to zero.

Proof. Consider first the Stage 2 payoff of the buyers. By Lemma [7] a buyer that
has not signed an exclusionary contract with any buyer will get a payoff equal to Il
regardless of whether there is successful innovation or not. A buyer that has signed an
exclusionary contract will on the other hand by Lemma [6] get a Stage 2 payoff of zero.

Suppose that there exists an equilibrium in which a B; rejects all exclusionary con-
tract offers at Stage 0, and thus gets an equilibrium payoff equal to Ily. Let 4 be the
highest compensation offered at Stage 0. Since B; chose to reject all offered exclu-
sionary contracts, it must be the case that y < IIy (we have assumed that indifferent
buyers sign). It follows immediately that if B; rejects all exclusionary contract offers,
then all other buyers also reject all offers.

When no buyer signs an exclusionary contract in Stage 0, the continuation play will
be as described in the previous section. The expected payoff of S; will be ¥yr(1y, N)MA—
c(¢n). Now let S; deviate by offering an exclusionary contract with y; = Iy. Every
buyer will accept this offer. Since following the deviation all buyers will be contractu-
ally prohibited from buying from the other sellers, these sellers will not invest in R&D.
S; will in Stage 2 get M1l in revenue if it does not innovate, and MII; in revenue if it
innovates. The gain from innovation is thus M A. In either case it pays a total amount
of MTI, in upfront compensations. The expected profit of S; following the deviation

will therefore be given by
max{yMA - c(§)}.

Observe that 5; will choose an innovation rate equal to 1, that is the innovation rate
of a monopolist seller. To see that the deviation is profitable, note that the expected

payoff of S; after the deviation is

VDI MA —c(yr) > nMA — c(dn)
> Ynr (P, N)MA — c(¥n),

where the first inequality comes from the optimality of ¢, and the second from the

10



fact that r(¢n, N) < 1. We conclude that there cannot exist an equilibrium in which
a retailer does not sign an exclusionary contract

Suppose now that in equilibrium more than one seller has had its offer accepted by
at least one buyer at Stage 0. It must then be the case that two or more sellers have
offered a compensation equal to y > Ily, where y again is the highest compensation
offered in Stage 0. This cannot be an equilibrium, since by offering a slightly higher
compensation, one of the sellers which had its exclusionary contract offer accepted
would sign up all buyers. For small enough increase in compensation, this would
increase this seller’s expected payoff since it would reduce the R&D rate of the other
sellers that offered y to zero.

We have now established that all buyers sign exclusionary contracts with one and
the same seller in any equilibrium. All other sellers will have zero in payoff. The seller
that has signed exclusionary contracts with the buyers, will then get an expected payoft
equal to MTIy+11 MA — (1) — My. From this observation it is straightforward to see
that g = o+ A —(1/M)c(¢h1) in equilibrium, which implies that the expected payoff
of the seller that has signed exclusionary contracts with the buyers is zero. Otherwise
one of the other sellers could offer a slightly higher compensation, sign exclusionary
contracts with all buyer and obtain a strictly positive expected payoff. We conclude

that the equilibrium payoffs must be as specified in the proposition. O

The intuition behind the Proposition (1| is simple. When no exclusionary contracts
are signed, a seller that wins the innovation contest extracts the entire gain from
upgrading from the low quality to the high quality version. Therefore, each buyer
is willing to sign an exclusionary contract as long as it is guaranteed a payoff equal
to IIp. In the absence of exclusionary contracts, a seller gets a payoff (gross of the
cost of R&D) equal to zero if it does not win the innovation contest, and MA if it
wins. If it compensates each buyer with Il in the exclusionary contract, a seller still
gets a payoff (gross of cost of R&D) equal to zero if it does not innovate and MA if
it innovates. However, signing exclusionary contracts with each buyer eliminates the
rival sellers’ incentives to invest in R&D. As a consequence, the seller in question has
a higher probability of acquiring the patent (for a given R&D rate), and therefore a
higher expected profit when it signs up the buyers on exclusionary contracts.

The ability to offer exclusionary contracts enables the sellers to compete more
intensively for the buyers’ trade. Absent exclusionary contracts, a seller that innovates

will be able to extract rents from the buyers. As a consequence each seller is left with

11



(weakly) positive expected payoff, even though they are ex-ante identical. Exclusionary
contracts give the sellers an opportunity to offer the expected gain from innovation to
the buyers. This intensifies the competition for the buyers to the extent that the buyers

capture the entire expected payoff through the upfront compensations.

5 Consumer surplus, total surplus and aggregate

probability of innovation

In contrast to what is often the case in the literature on exclusive dealing, it is the buyers
that gain from the use of exclusionary contracts. If the buyers are end-consumers,
allowing exclusionary contracts unambiguously increases consumer surplus and reduces
firm profits. The effect of allowing exclusionary contracts on the joint surplus of the
buyers and the sellers is however ambiguous. Let JS(Z) be the joint surplus arising
from investment in R&D when Z firms participate in the innovation contest. The joint

surplus is given by

JS(2) = d(Z2)MA — Zc(yz),

where ¢(Z) = 1 — (1 —2)? is the aggregate probability of successful innovation when
Z firms choose the R&D rate 1.

When the buyers are end-consumers, the joint surplus is identical to the total
surplus in the economy. Whether or not banning exclusionary contracts increases the
joint surplus depends on the R&D technology.

Note first that when only one seller participates in the innovation contest, this seller
will choose the socially optimal R&D rate (given that the number of participants being
1), since 1 is implicitly defined by MA = ¢/(¢/1). On the other hand, the following
lemma establishes that when N firms participate in the innovation contest there is
always excessive investment in R&D, in the sense that when the R&D rate is ¢y a

marginal reduction in this rate for all sellers increase joint surplus.

Lemma 8. Absent exclusionary contracts, the equilibrium REéD rate 1y entails exces-
siwe investment in RED in the sense that a marginal reduction in the per firm RE&D

rate increases the joint surplus of the sellers and the buyers.

12



Proof. In equilibrium, the marginal effect of decreasing the R&D rate is given by

9JS _ _ N—-1 _
ED i =N [MA(l UN) ¢ (¢N)}
= N [MA(1 —¢n)N ' = MAr(¢y, N)] (By the optimality of ¢y)

= NMA[(1 —¢n)" ' = r(n, N)],

which is strictly negative since by assumption 7(¢, N) > (1 — )N~ for all ¢ € (0, 1].
[

That there is over investment in R&D in equilibrium absent exclusionary contracts
is intuitive. When a seller increases her R&D rate, the marginal effect on this seller’s
probability of winning the contest (which is what the seller cares about) is always
higher than the marginal effect on the aggregate probability of innovation (which is
what a social planner would care about), since part of the increase in the individual
probability of winning comes at the expense of the rival sellers’ probability of Winningﬂ

In addition to the over investment arising when more than one seller is active in the
innovation contest, one must also take into account the technological question regarding
the most efficient way to do R&D in the industry. Because of the convexity of the cost
function, it will always be cheaper to let N > 2 firms each choose an R&D rate equal
to /N than to let one firm choose ¥. However, when more than one seller invests
in R&D one risks that more than one seller successfully innovates. This problem of
potential duplication implies that the aggregate probability of innovation is strictly
lower when N firms choose ¢/N than when one firm chooses . If the cost of R&D
is almost linear in the relevant range, it would be more efficient to only let one seller
invest in R&D, even when a social planner could decide (symmetric) R&D rates for
each active firm. If however the cost function is very convex, there could be significant
gains from diversifying the innovation process across sellers.

Only when a social planner would prefer to spread the R&D investment across
several sellers can banning exclusionary contracts increase joint surplus. Further, the
potential efficiency gains from diversifying the R&D investment across the N firms
must be sufficiently high to compensate for the over investment arising when more

than one seller participates in the innovation contest.

M Similar results are found in several articles studying R&D competition, e.g. Loury (1979) and
Dasgupta and Stiglitz (1980ayb)).

13



As an illustration, consider the case where M A is normalized to 1, and the R&D
technology is described by the cost function ¢(¢)) = a1)—bln(1—1)), where b > 0 and a+
b € [0,1). The last term in the cost function ensures that as the R&D rate approaches
1, diminishing returns will eventually make further investments unprofitable. Further,
assume that if several sellers make a discovery, the patent is awarded randomly to one
of these firms. This implies that r(y, N) = (1 — (1 —¢)")/¥N.

A measure of the convexity of the cost function is o(¢)) = HCO R i > 0.

= d@) T a(l-y)?+b(1-y)
This measure is decreasing in a, and is increasing (decreasing) in b whenever a is positive

(negative): If a is positive, an increases in a or a decreases in b makes the (positive)
linear term in the cost function more important, and as a consequence makes the cost
function less convex.

If an aggregate probability ¢ is to be attained by letting Z sellers choose the same
R&D rate, this rate is given by 1 — (1 — ¢)/4. With the cost function considered,
the cost K for a social planner of attaining the aggregate probability ¢ by imposing a

symmetric R&D rate on Z sellers is then given by

N[=

K(6,2) = Z |e(1 - (1= 9)%)
—Zlal—(1—¢)%)—bln(1-(1-(1 —cb)%))]
:Z-a(l—(1—¢) )_%mu—cp)]
:Za-(l—(l—@%)—bhl(l—ﬁb)

Jun

N|=

Note that when a = 0, K is independent of Z. That is, a given aggregate probability
of innovation can be “produced” equally efficient regardless of the number of sellers
sharing the investment in R&D. Further, treating Z as a continuous variable, we have
that

OK(¢,Z) a

oy = Z+(l-9)(1 - $)7 — Z(1—¢)7),

which can be shown to have the same sign as a for Z > 1. That is, when a > 0, more
firms sharing the R&D investment leads to higher cost of attaining a given aggregate

probability level, whereas with a < 0 and the cost function is more convex, the opposite

14



is true. Since banning exclusionary contracts always leads to over investment, it follows
that banning exclusionary contracts can only increase joint surplus when a < 0 and

there are potential cost savings from spreading the R&D activity across N firms.

Proposition 2. Suppose M A is normalized to 1 and ¢(v)) = ayp — bIn(1 — 1)), where
b>0,a+be€[0,1). Then, for any N, banning exclusionary contracts will decrease the

joint surplus of the buyers and the sellers as long as a > 0.

Another question is whether or not banning exclusionary contracts leads to a higher
aggregate probability of innovation. When exclusionary contracts are allowed, every
buyer signs an exclusionary contract with the same seller in equilibrium. Consequently,
only one seller will invest in R&D and the probability of successful innovation is ;.
The seller that does invest in R&D will increase its R&D rate compared to when
exclusionary contracts are not allowed, since ¥; > ¢y. Whether or not this increase is
sufficient to compensate for the discontinuation of the R&D activity of the other seller
will depend on the R&D technology.

To consider the effect of banning exclusionary contracts on the aggregate probability
of innovation, we restrict attention to N = 2. Now, when exclusionary contracts are
allowed, only one firm will invest in R&D and the aggregate probability of innovation
will be given by 1 = ¢/(¢y), implying that ¢, =1 — ﬁ When exclusionary contracts
are not allowed, both firms will invest in R&D and the equilibrium per seller R&D rate
will be implicitly given by % = (1)), implying that 1y = 3_2“”4“;_4%8”1.
Simple calculations imply that ¢(2) > ¢(1) = ¢ if and only if a < 0.5, which gives us
the following proposition (See Appendix for details).

Proposition 3. Suppose M A is normalized to 1, N =2 and c(vp) = atp) — bln(1 — 1)),
where b > 0, a +b € [0,1). Then, banning exclusionary contracts will increase the

aggregate probability of innovation if and only if a < 0.5.

Figure [1| plots the threshold that determines whether banning exclusionary con-
tracts leads to higher aggregate probability of innovation and the threshold that deter-
mines whether banning exclusionary contracts increases the joint surplus of the buyers
and the sellers when N = 2 (see Appendix for details). Banning exclusionary contracts
increases the aggregate probability of innovation when a < 0.5, i.e., when the cost
function is sufficiently convex. However, only to the left of the green dashed line does

banning exclusionary contracts lead to an increase in the joint surplus of the sellers
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Figure 1: Critical combinations of a and b. In the area to the left (right) of the solid blue line,
banning exclusionary contracts increases (decreases) aggregate probability of innovation. In

the area to the left (right) of the dashed green line, banning exclusionary contracts increases
(decreases) the joint surplus of the buyers and sellers.

and the buyers. In the area between the solid blue and the dashed green lines, ban-

ning exclusionary contracts increases the aggregate probability of innovation but still
reduces the joint surplus of the buyers and the sellers.

6 Buyers are retailers

Suppose now that buyers are retailers, each a monopolist in a local market. Assume
that each monopolist charges a single price in its market.m We know from the analysis
above that the wholesale price will be equal to ¢ = 0, regardless of whether exclusionary
contracts are allowed or not, and that allowing exclusionary contracts may increase or
decrease the probability of the high quality product being sold. We therefore conclude
that as long as the end-consumers benefit when the high quality product is available,

N).

allowing exclusionary contracts increases consumer surplus if and only if ¢(1) > ¢(
When the buyers are retailers, total surplus is no longer identical to the joint surplus

of the buyers and sellers. Banning exclusionary contracts could then increase total

surplus, even in situations in which it would decrease the joint payoffs of the buyers and

TTf the monopolists could price discriminate perfectly, the analysis above would continue to hold.
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sellers. When the buyers are retailers, a seller that has signed exclusionary contracts
with all buyers no longer chooses the socially optimal R&D rate, since it disregards
the effect of innovation on the consumer surplus. Further, it is no longer necessarily
the case that there is over investment in R&D absent exclusionary contracts.

To consider the effect of banning exclusionary contracts on total surplus, let us
again let N =2 and ¢(¢) = ayp — bln(1 — ), where b > 0, a+0b € [0,1). Normalize M
to 1, and let demand in each local market be given by x = g + g — p, where ¢q € {0,1}
as before signifies the quality of the product. With this demand, the maximized gross
profit is given by IT} = %, while consumer surplus is given by C'S(q) = %. This
implies that MA = 1, and that the gain in total surplus from successful innovation
(gross of the cost of R&D) is % Since MA = 1, we know from Proposition 3 that
banning exclusionary contracts reduces the aggregate probability of innovation, and
consequently the consumer surplus, if and only if @ < 0.5. The total surplus is however
no longer identical to the joint surplus of the buyers and the sellers, and banning
exclusionary contracts may increase total surplus even when it decreases the joint
surplus of the buyers and the sellers. Critical combinations of a and b are given in
Figure 2| (see Appendix for details).

Aslong as a < 0.5, banning exclusionary contracts increases the aggregate probabil-
ity of innovation (and consumer surplus) but, as illustrated by Figure 7 total surplus
may still decrease because exclusionary contracts prevent duplication of innovation.
Only to the left of the dotted red line in Figure |2| does banning exclusionary contracts
increase total surplus. Furthermore, only in the area to the left of dashed green line
does banning exclusionary contracts increase the joint surplus of the sellers and buyers.
In the area between the dashed green and the dotted red lines, banning exclusionary
contracts increases total surplus even though it reduces the joint surplus of the buyers

and sellers.
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Figure 2: Critical combinations of a and b when buyers are monopolist retailers. In the area
to the left (right) of the solid blue line, banning exclusionary contracts increases (decreases)
aggregate probability of innovation. In the area to the left (right) of the dotted red line,
banning exclusionary contracts increases (decreases) total surplus. In the area to the left

(right) of the dashed green line, banning exclusionary contracts increases (decreases) the
joint surplus of the buyers and sellers.

7 Conclusion

The article has illustrated how innovative industries may be prone to exclusion. In a
setting with ex-ante identical sellers and perfect information, exclusion occurs in every
equilibrium. As a consequence, only one seller will have an incentive to invest in R&D.
Whether or not the aggregate probability of innovation is higher when exclusionary
contracts are allowed depends on the R&D technology: Only when the R&D technology
exhibits sufficient diseconomies of scale will the use of exclusionary contracts suppress

innovation. The ability to offer exclusionary contracts makes the sellers compete more
fiercely for the buyers. The buyers therefore gain from the use of exclusionary contracts.
However, when buyers are retailers, exclusionary contracts may still decrease consumer

surplus. This article thus illustrates that anti-competitive exclusion may occur even
when all buyers are better off.
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Appendix

This appendix contains calculations for the example where M A is normalized to 1,
N =2 and c¢(¢)) = ap —bln(1l — ¢), where b > 0, a + b € [0,1).
When exclusionary contracts are allowed, only one firm will invest in R&D and the

aggregate probability of innovation will be given by the following first order condition

1 = 2
~—~ etz Uy (2)
r(1, 1))MA —_—
(Y1)

which implies that ¥, =1 — %
When exclusionary contracts are not allowed, both firms will invest in R&D and
the equilibrium per seller R&D rate will be implicitly given by the following first order

condition

1—(1-— 2
—( v2) =a+
2w, iy,
r(wg?Zr)MA C/FTZQ)

This equation has two solutions, but only the following gives positive values for v, in

the relevant parameter ranges.

3—2a—+V4a?2 —4a+8b+1

s = 5

Banning exclusionary contracts will increase the aggregate probability of innovation

if and only if

1—(1—)*— ¢y >0,
—_————
¢(2) #(1)

which can be written as
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2a — 1
2(a—1)

(3a —2b—2a*> — 1+ (1 —a)V4a® —4a+8b+1) > 0.

The first term in this expression is positive if and only if o < 0.5. The second term is
positive if and only if 4b(1 —a — b) > 0, which is true by assumption. It follows that
the whole expression is true, and consequently that banning exclusionary contracts will
increase the aggregate probability of innovation, if and only if a < 0.5, which is what
is stated in Proposition 3 and illustrated by the solid blue lines in Figures [T] and [2|
Let us now consider the joint surplus of the buyers and the sellers. The joint surplus

from innovation when exclusionary contracts are allowed is

JS(1) = Y1 — (a1 — bIn(1 — 1)),
(

(1) c()

while the joint surplus when exclusionary contracts are banned is given by

JS(2) = 1= (1= 4)* = 2(arp, = bIn(1 = ¢y)).

g g

#(2) 2c(¢2)

Banning exclusionary increases the joint surplus if and only if JS(2) > JS(1),

which can be written as

b
1—a

1 1 1
5(\/4(12 —4a+8b+1—|—4b1n(a+§\/4a2 —4a+8b+1— =) —2blIn( )—2b—1)>0.

2

This condition is represented by the dashed green line in Figures [T and
Finally, let us consider the total surplus when the buyers are monopolist retailers.

The gross gain in total surplus from successful innovation is given by

(3B+2° (+2? 3 ¥ 3

16 32 _<1_6+§) 2

The total surplus from innovation when exclusionary contracts are banned is then given

20



3

TS(2) = $(2)5 — 2e(v).

The total surplus from innovation when exclusionary contracts are allowed is given by

3

TS(1) = 6(1)5 — c(y).

Banning exclusionary contracts increases the total surplus if and only if 7°'S(2) > T'S(1),

which can be written as

———{7a — 6b+ 2a*V4a® — 4a + 8b + 1 + 3v/4a? — 4a + 8b + 1 — 4b1In(
41 —a) l—a

)+

1 1 .
8bIn(a + 5\/4(12 —4a+8b+1— 5) — bav4a? — 4a + 8b + 1 + 8ab — 8a® + 4a*+

4ab ln(1 b

1 1
)—8ab1n(a+§\/4a2—4a+8b+1—5)—3}20.
—a

This condition is represented by the dotted red line in Figure [2

21



References

Abito, J. M. and J. Wright (2008). Exclusive dealing with imperfect downstream com-
petition. International Journal of Industrial Organization 26(1), pp. 227-246. DOT:
10.1016/5.1jindorg.2006.11.004.

Aghion, P. and P. Bolton (1987). Contracts as a Barrier to Entry. The American
Economic Review, pp. 388-401.

Argenton, C. (2010). Exclusive quality. The Journal of Industrial Economics 58(3),
pp- 690-716. DO1: 10.1111/35.1467-6451.2010.00424 . x.

Bernheim, B. D. and M. D. Whinston (1998). Exclusive Dealing. Journal of Political
Economy 106(1), pp. 64-103. DOI: 10.1086/250003.

Calzolari, G. and V. Denicolo (2013). Competition with Exclusive Contracts and Market-
Share Discounts. The American Economic Review 103(6), pp. 2384-2411. DOI: 10.
1257/aer.103.6.2384.

Chen, Z. and G. Shaffer (2014). Naked exclusion with minimum-share requirements.
RAND Journal of Economics 45(1), pp. 64-91. DOI: [10.1111/1756-2171.12042.

Dasgupta, P. and J. Stiglitz (1980a). Industrial structure and the nature of innovative
activity. The Economic Journal 90(358), pp. 266-293.

— (1980b). Uncertainty, industrial structure, and the speed of R&D. The Bell Journal
of Economics, pp. 1-28.

Fudenberg, D. et al. (1983). Preemption, leapfrogging and competition in patent races.
European Economic Review 22(1), pp. 3-31.

Fumagalli, C. and M. Motta (June 2006). Exclusive Dealing and Entry, when Buyers
Compete. American Economic Review 96(3), pp. 785-795. DOI: |10.1257/aer.96.
3.785.

Innes, R. and R. J. Sexton (1994). Strategic buyers and exclusionary contracts. The
American Economic Review, pp. 566-584.

Loury, G. C. (1979). Market structure and innovation. The Quarterly Journal of Eco-
nomaics, pp. 395-410.

Mathewson, G. F. and R. A. Winter (1987). The competitive effects of vertical agree-
ments: Comment. The American Economic Review, pp. 1057-1062.

O’Brien, D. P. and G. Shaffer (1997). Nonlinear supply contracts, exclusive dealing,
and equilibrium market foreclosure. Journal of Economics € Management Strategy
6(4), pp. 755-785. DOI: [10.1111/3.1430-9134.1997.00755 ..

22


https://doi.org/10.1016/j.ijindorg.2006.11.004
https://doi.org/10.1111/j.1467-6451.2010.00424.x
https://doi.org/10.1086/250003
https://doi.org/10.1257/aer.103.6.2384
https://doi.org/10.1257/aer.103.6.2384
https://doi.org/10.1111/1756-2171.12042
https://doi.org/10.1257/aer.96.3.785
https://doi.org/10.1257/aer.96.3.785
https://doi.org/10.1111/j.1430-9134.1997.00755.x

Rasmusen, E. B., J. M. Ramseyer, and J. S. Wiley (Dec. 1991). Naked Exclusion.
American Economic Review 81(5), pp. 1137-45.

Segal, I. and M. D. Whinston (2000). Naked Exclusion: Comment. American Economic
Review 90(1), pp. 296-309. DOI: 10.1257/aer.90.1.296.

— (2007). Antitrust in Innovative Industries. The American Economic Review 97(5),
pp. 1703-1730.

Simpson, J. and A. L. Wickelgren (2007). Naked exclusion, efficient breach, and down-

stream competition. The American Economic Review, pp. 1305-1320.

23


https://doi.org/10.1257/aer.90.1.296

01/19

02/19

03/19

04/19

05/19

06/19

07/19

08/19

09/19

10/19

11/19

Issued in the series Discussion Papers 2019

2019

January, Aline Biitikofer, Christopher Cronin, Meghan Skira,
“Employment Effects of Healthcare Policy: Evidence from the 2007 FDA
Black Box Warning on Antidepressants”

February, Ingar Haaland and Cristopher Roth “Beliefs About Racial
Discrimination and Support for Pro-Black Policies “

February, Astrid Kunze and Xingfei Liu, “Universal Childcare for the
Youngest and the Maternal Labour Supply”

February, Ingvild Almas, Alexander W. Cappelen, Bertil Tungodden.
“Cutthroat capitalism versus cuddly socialism: Are Americans more
meritocratic and efficiency-seeking than Scandinavians?”

February, Chang Koo Chi, Kyoung Jin Choi. “Performance Measurement in
Agency Models”

March, Alexander W. Cappelen, Ranveig Falch and Bertil Tungodden.
“The Boy Crisis: Experimental Evidence on the Acceptance of Males Falling
Behind”

March, Frode Skjeret, Frode Steen and Timothy G.A Wyndham. “Paywalls
and the demand for online news”

April, Ola. H. Grytten and Viktoriia Koilo. “The Financial Instability
Hypothesis and the Financial Crisis in Eastern European Emerging
Economies”

April, Alexander W. Cappelen, Johanna Mollerstrom, Bjern-Atle Reme and
Bertil Tungodden. “A Meritocratic Origin of Egalitarian Behavior”

April, Fanny Landaud. “From Employment to Engagement? Stable Jobs,
Temporary Jobs, and Cohabiting Relationships”

May, Ola Honningdal Grytten and Viktoriia Koilo. “Evidence of the
Environmental Kuznets Curve in Emerging Eastern European Economies”



12/19

13/19

14/19

15/19

16/19

17/19

18/19

19/19

20/19

21/19

22/19

June, Rune Midjord, Tomas Rodriguez Barraquer, and Justin Valasek.
“Robust Information Aggregation Through Voting”

June, Eva M. Berger, Henning Hermes, Guenther Koenig, Felix Schmidt,
and Daniel Schunk. “Self-regulation Training and Job Search Behavior: A
Natural Field Experiment Within an Active Labor Market Program”

June, Henning Hermes, Martin Huschens, Franz Rothlauf and Daniel
Schunk. “Motivating Low-Achievers —Relative Performance Feedback in
Primary Schools”

August, Viktoriia Koilo and Ola Honningdal Grytten. “The Blue Maritime
C luster Crisis Financial Instability and Supply Chain Management Effects”

September, Jonas Andersson, Fred Schroyen and Gaute Torsvik. “The
impact of international tax information exchange agreements on the use of
tax amnesty: evidence from Norway”

September, Ingrid Kristine Folgerg, Torfinn Harding and Benjamin S.
Westby. “Going Fast or Going Green? Evidence from Environmental Speed
Limits in Norway”

September. Julie Riise, Barton Willage and Alexander Willén. “Can Female
Doctors Cure the Gender STEMM Gap? Evidence from Randomly Assigned
General Practitioners”

September, Aline Biitikofer, Katrine V. Loken and Alexander Willén.
“Building Bridges and Widening Gaps: Efficiency Gains and Equity
Concerns of Labor Market Expansions”

September, Richard Friberg, Frode Steen and Simen A. Ulsaker. “Hump-
shaped cross-price effects and the extensive margin in cross-border
shopping”

July, Mai Nguyen-Ones, and Frode Steen. “Market Power in Retail
Gasoline Markets”

October, Tung Durmaz and Fred Schroyen. “Evaluating Carbon Capture
and Storage in a Climate Model with Endogenous Technical Change”



23/19

24/19

01/20

02/20

03/20

04/20

05/20

06/20

07/20

08/20

09/20

10/20

November, Henning Hermes and Daniel Schunk. “If You Could Read My
Mind — An Experimental Beauty-Contest Game With Children”

December, Vincent Somville. “Having a Daughter Reduces Male
Violence Against a Partner”

2020

January, Laura Khoury, Clément Brébion and Simon Briole. “Entitled to
Leave: the impact of Unenployment Insurance Eligibility on Employment
Duration and Job Quality”

January, Thomas Buser, Alexander Cappelen, Uri Gneezy, Moshe Hoffman
and Bertil Tungodden. “Competitiveness, gender and handedness: a large-
sample intercultural study”

February, Patrick Bennett, Chiara Ravetti and Po Yin Wong. “Losing in a
Boom: Long-term Consequences of a Local Economic Shock for Female
Labour Market Outcomes”

April, @Givind A. Nilsen. “The Labor Market in Norway: 2000-2018”

April, Simen A. Ulsaker. “Exclusionary contracts and incentives to
innovate”

May, Alexander W. Cappelen, Ranveig Falch, Erik . Serensen and Bertil
Tungodden. “Solidarity and Fairness in Times of Crisis”

May, Gozde Corekcioglu, Marco Francesconi and Astrid Kunze. “Do
Generous Parental Leave Policies Help Top Female Earners?”

June, Ola Honningdal Grytten. “Weber revisited: A literature review on
the possible Link between Protestantism, Entrepreneurship and Economic
Growth”

June, Eva M. Berger , Ernst Fehr, Henning Hermes , Daniel Schunk and
Kirsten Winkel. “The Impact of Working Memory Training on Children’s
Cognitive and Noncognitive Skills”

June, Ola Honningdal Grytten. “Two centuries of economic growth:
Norwegian GDP 1816-2020”



NHH

EAE3

NORGES HANDELSH@YSKOLE

Norwegian School of Economics

Helleveien 30
NO-5045 Bergen
Norway

T +47 55 95 90 00
E nhh.postmottak@nhh.no
W www.nhh.no



	ed2 (1) oppdatert.pdf
	Introduction
	Framework
	Preliminary analysis
	Exclusionary contracts
	Consumer surplus, total surplus and aggregate probability of innovation
	Buyers are retailers
	Conclusion




