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nce upon a time, antitrust was a central character
O in the ongoing story “Franchising and the Law.”

However, transformative changes in antitrust doc-
trine beginning in the mid-1970s and continuing into this
past decade reconfigured the antitrust landscape relating to
distribution restrictions, sharply limiting the feasibility of
antitrust theories to franchisees displeased with perceived
franchisor overreaching or opportunistic conduct.

As explained in more detail later, antitrust law has
receded to what will in all likelihood be a continuing sec-
ondary role compared to other legal doctrines affecting the
franchisor-franchisee relationship. A much more developed
and nuanced understanding of the procompetitive benefits
of distribution restrictions has led to elimination of per se
standards of illegality in favor of application of antitrust
law’s predominant rule of reason. Moreover, the prospects
of a successful plaintiff franchisee claim (either under the
rule of reason or the special per se rule for tying) will often
turn on whether the franchisor possesses economic market
power (as distinguished from an imbalance of contractual
bargaining power). However, under prevailing standards,
proof of franchisor market power will frequently be daunt-
ing, inasmuch as franchisors often vie with other brands in
highly competitive markets or offer franchises in competi-
tion with many other sellers of business opportunities.

Reshaped vertical restraints antitrust doctrine, in areas
intersecting squarely with the operations of many franchi-
sors, reduces but certainly does not eliminate antitrust risk.
Potential traps still remain for the unwary, including the
continuing stricter treatment of horizontal restraints among
competitors, application of lock-in theory in tying claims,
state law doctrine at variance with federal principles, or even
emerging theories on alternative ways in which to prove a
franchisor’s market power. Antitrust counseling depends on
a thorough understanding of the client’s business, the indus-
try in which it operates, and the underlying business motiva-
tions for the strategy under evaluation. Even if not legally
required, exploring the feasibility of less restrictive alterna-
tives is very often desirable: why use a howitzer when a rifle
will do the job? With this overview in mind, we now turn to
considerations impacting particular restraints.

I. ASTHEANTITRUST WORLD TURNS

Most franchisor-franchisee antitrust controversies have
centered on vertical restraints of trade, i.e., “agree-
ments involv[ing] firms at different levels in the chain of
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distribution,” such as a manufac-
turer and a wholesaler or a fran-
chisor and a franchisee. “Vertical
restrictions often limit the condi-
tions under which firms may resell
or customers may purchase prod-
ucts.”! They include: (a) vertical
price restraints setting the prices
or range of prices at which fran-
chisees may resell, also known
as resale price maintenance
(RPM), (b) nonprice distribution
restraints (restricting customer or
territorial resale), and (¢) purchasing restraints (requiring the
franchisee to purchase goods or services from the franchisor
in order to obtain the franchise). These practices have been
the subject of a plethora of franchisee-initiated antitrust
cases, symposium presentations, and legal writing.

At one time or another over the past forty years, contracts,
combinations, and conspiracies imposing such restraints
have been subjected to a per se standard of antitrust ille-
gality, often on the basis of cases decided in the 1960s. The
reduced burden of proof typically required to establish per
se violations of Section 1, coupled with the prospect of tre-
ble damages resulting from any illegal conduct and of attor-
ney fees for successful private plaintiffs,> made these theories
legal weapons of choice for many disgruntled franchisees
convinced that they were subjected to unfair terminations or
other oppressive conduct.

All that changed incrementally during the last twenty-five
years, and with increasingly dramatic consequences. Here is
the story in snapshots:

e 1977: Continental T.V., Inc. v. GTE Sylvania, Inc?
Customer and territorial restrictions (and similar
nonprice vertical restraints) are judged by the rule
of reason and are no longer per se illegal. This case
overruled the Court’s 1967 decision in United States
v. Arnold, Schwinn & Co.*

o 1997: State Oil Co. v. Khan> Maximum RPM is
judged by the rule of reason and is no longer per se
illegal. This case overruled the Court’s 1968 decision
in Albrecht v. Herald Co.*

e 2006: Illinois Tool Works Inc. v. Independent Ink, Inc.
The Court held that the “mere fact that a tying prod-
uct is patented does not support” a presumption of
market power over the tying product, and that “in
all cases involving a tying arrangement, the plaintiff
must prove that the defendant has market power in
the tying product.” This case reexamined and reject-
ed carlier cases presuming that a copyright or patent
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confers market power, including the Court’s 1962
decision in United States v. Loew’s Inc.®

e 2007: Leegin Creative Leather Products, Inc. v. PSKS,

Inc.’ Minimum RPM is judged by the rule of reason
and is no longer per se illegal. This case overruled
the Court’s 1911 decision in Dr. Miles Medical Co. v.
John D. Park & Sons Co."°

Even before Khan and Leegin, Supreme Court decisions
had sharply circumscribed application of the per se rule
against RPM. Thus, in the years between its GTE Sylvania
(1977) and Leegin (2007) decisions, the Court in Monsanto
Co. v. Spray-Rite Serv. Corp."' (1984) and Business Electron-
ics Corp. v. Sharp Electronics Corp."> (1988) made it more
difficult for plaintiffs to prove illegal RPM (than per se ille-
gal). The former clarified the proof necessary to establish
an agreement between a supplier and its dealers; the latter
defined what constitutes a resale price-fixing agreement (as
distinguished from a nonprice agreement).

With respect to tying, the Court observed in [llinois
Tool Works that “[o]ver the years,” its “strong disapproval
of tying arrangements has substantially diminished,” with
the result that, “[r]ather than relying on assumptions, . . . its
more recent opinions . . . [have] required a showing of mar-
ket power in the tying product.”!®* The Court referred to its
1977 U.S. Steel Corp. v. Fortner Enterprises (Fortner II)"* and
1984 Jefferson Parish Hospital District No. 2 v. Hyde" deci-
sions, which had been the basis for many courts’ conclusion
that suppliers or franchisors did not have sufficient market
power over the tying product to invoke per se condemnation.
Moreover, other Supreme Court decisions outside the dis-
tribution context expressed caution in applying per se rules
of illegality.!® One study of antitrust case filings in the 1970s
and 1980s concluded “that the variation in filings was caused
by the increase and [then] decrease in the use of per se rules,”
most significantly those involving vertical restraints.'” GTE
Sylvania, the study’s authors assert, “was the beginning of
the end of the plaintiffs’ picnic.”®

Il. RESTRAINTS ON PRICES AND CUSTOMERS

A. Market Power and the Rule of Reason

How Significant Is Market Power?

The rule of reason now governs all truly vertical resale
restraints challenged under Section 1 of the Sherman Act so
that plaintiffs must demonstrate that a restraint has a substan-
tially adverse effect on competition.!” The usual rule of rea-
son approach involves plaintiffs engaging in a market analysis
aimed at showing the requisite anticompetitive effects. This
approach generally begins, but does not end, with the defini-
tion of the relevant market and a determination of whether the
defendant has market power over it. Courts “generally have
held that proof of a defendant’s market power is a prerequi-
site for a plaintiff seeking to use market analysis to satisfy its
burden of proving likely anticompetitive effect,” with assess-
ment of market power usually focused on a defendant’s mar-
ket share. They rarely find “market power if the defendant’s
market share is (and likely to remain) under thirty percent.”?

Indeed, as noted earlier, in the area of nonprice verti-
cal restraints, such as customer and territorial restrictions
imposed on franchisees and dealers, plaintiffs have rarely
prevailed since GTE Sylvania, often because of the small
market shares of the defendant supplier and sometimes
because of a procompetitive justification for the restraint.?!
(As discussed below, in some instances, plaintiffs have been
successful when they demonstrated that the customer or ter-
ritorial restraints were adopted at the behest of distributors,
and the court considered them to be horizontal in nature
and thus subject to per se treatment.??)

Market Power and RPM

Not surprisingly, much attention has turned to the fate of
minimum RPM after Leegin. 2 Four years after the decision,
many antitrust counselors are still adopting a wait-and-see
approach, awaiting further judicial and legislative develop-
ments before using minimum RPM agreements. One major
issue involves the extent to which minimum RPM will be
scrutinized more carefully than nonprice vertical restraints
under the rule of reason, even when the supplier or dealers
involved do not have substantial market shares. State anti-
trust law treatment of minimum RPM may also complicate
its nationwide use. Due to these and other considerations,
many prefer to rely on pre-Leegin doctrine with respect to
price-related marketing strategies. They continue to manage
a particular price-related strategy so that it withstands anti-
trust liability even under pre-Leegin law, e.g., because there
is no contract, combination, or conspiracy within the mean-
ing of Section 1, or because if there is an agreement, it is
not a price-fixing agreement but instead involves a nonprice
restraint. Leegin’s rule of reason approach thus becomes a
valuable backstop rather than a first line of defense.

Will the supplier’s market power or absence of it have the
same significance in minimum RPM cases than in nonprice
restraints? The Leegin Court described certain situations
where minimum RPM could be anticompetitive. One area
involves cartels: RPM may “facilitate a manufacturer car-
tel” or “‘be used to organize cartels at the retailer level.””’*
“To the extent a vertical agreement setting minimum resale
prices is entered upon to facilitate either type of horizontal
cartel, it, too, would need to be held unlawful under the rule
of reason.”” Another area involves abusive use of RPM by
a powerful manufacturer or retailer. A manufacturer with
market power could use minimum resale pricing “to give
retailers . . . incentive[s] not to sell the products of smaller
rivals or new entrants.” Or a dominant retailer might seek
RPM to forestall innovative, cost-reducing distribution that
decreases costs, and a supplier may accommodate the retail-
er’s demands if it thinks that access to the retailer’s distribu-
tion network is necessary.?

The Court observed that lower courts can “devise rules
over time for offering proof, or even presumptions where
justified, to make the rule of reason a fair and efficient way
to prohibit anticompetitive restraints and to promote com-
petitive ones.”? Some factors described as “relevant to the
inquiry” of whether RPM is anticompetitive include the
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following: (1) whether a number of manufacturers make
use of the practice (“if many competing manufacturers
adopt the practice,” RPM “should be subject to more care-
ful scrutiny”); (2) whether the retailers were the impetus for
the restraint (suggesting that it facilitates a dealer cartel “or
supports a dominant, inefficient retailer”—the source of
the restraint); and (3) whether a dominant manufacturer or
retailer using or insisting on RPM has market power.?

These observations by the Court indicate that, in any event,
market power at the supplier or dealer level is a prominent
consideration in analyzing a number of the potentially anti-
competitive situations that it described. This is demonstrated
by its statement that a dominant manufacturer’s or retailer’s
ability to “abuse resale price maintenance may not be a seri-
ous concern unless the relevant entity has market power.”?

The growing, but still somewhat limited, body of post-Lee-
gin cases in the federal courts

com, Inc. v. Toys “R” Us, Inc.,” plaintiffs successfully with-
stood a motion to dismiss a complaint alleging pressure by a
dominant retailer on its suppliers that they impose RPM on
other retailers. The court found that plaintiffs did adequately
plead relevant markets, including “high-end baby and juve-
nile strollers,” “high-end high chairs,” and “high-end breast
pumps,” with their allegations concerning interchangeabil-
ity and cross-elasticity of demand, and did not “clearly” fail
“to account for all reasonably interchangeable economically
substitutable products.”*® Plaintiffs’ allegations concerning
the anticompetitive nature and effect of the conspiracy also
withstood challenge.®
RPM complaints based on what at first blush seems to be
a relevant market with unduly narrow boundaries will likely
be met with judicial skepticism, even at the pleading stage.
But assuming their complaints withstand motions to dis-
miss, plaintiffs still must

suggests that the existence of
market power will significant-
ly shape RPM analysis, just as
in nonprice vertical restraints
decisions. As a threshold
requirement in market analy-

Post-Leegin cases suggest the
market power issue will
significantly shape RPM analysis.

prove their claims. Expert
economic testimony, if
not absolutely essential,
is usually provided on the
relevant  market-related
issues.®  And, indeed,

sis rule of reason cases, courts
are insisting on proof of
defendants’ market power in properly defined relevant prod-
uct and geographic markets. The problem for potential plain-
tiff franchisees is that many, indeed most, franchisors do not
have market shares in the end products sold by their systems
even approaching the 30 percent level that typically raises an
antitrust eyebrow. And in many franchise systems, there is no
dominant retailer that could force the franchisor to imple-
ment anticompetitive RPM.*

The Leegin case itself on remand illustrates how courts
may well look with a jaundiced eye at franchisee efforts to
plead narrow relevant product markets to inflate the defen-
dant franchisor’s market share.’! In affirming the district
court’s dismissal, the Fifth Circuit declared that the “com-
plaint must plausibly define the relevant product and geo-
graphic markets” but that the proposed “‘retail market for
Brighton’s women’s accessories’ and “‘wholesale sale of
brand-name women’s accessories to independent retailers’
markets did not “encompass interchangeable substitute
products or recognize the cross-elasticity of demand for
Brighton goods.”® The court also found that “[a] market-
power screen is compatible with [the Supreme Court’s deci-
sion in] Leegin and [lower court] precedent.”® A similar
rebuff at the pleading stage of a narrow relevant market
is found in the Eleventh Circuit’s split decision in Jacobs v.
Tempur-Pedic International ®* Affirming a dismissal of the
complaint on the basis of the pleading requirements found in
the Supreme Court’s decision in Bell Atlantic Corp. v. Twom-
bly,® the court held “that the complaint failed to adequately
plead a relevant market and thus did not show actual harm
to competition” and in any event did not sufficiently plead
actual or potential harm to competition.*

By contrast, in an earlier post-Leegin decision, Baby Age.

courts have rejected nar-
row relevant markets and
granted defendants summary judgment when such markets
were not adequately supported by expert testimony.*!

Alternative Strategies on the “Market Power” Issue

Other rule of reason approaches have emerged, however,
and plaintiffs may argue that they make it unnecessary to
prove the defendant’s market power in the usual way. One
method, known as the “truncated” or “quick look” analy-
sis, involves a practice that is “inherently suspect” because
it closely resembles a practice that has already been found
by the courts to unreasonably restrain trade. If the prac-
tice is found to be inherently suspect, the burden may shift
to the defendant to provide a reason why “the restraint is
unlikely to harm consumers or identify a competitive ben-
efit that plausibly offsets the apparent anticipated harm.”+
In modifying a pre-Leegin RPM consent decree with Nine
West Group,* the Federal Trade Commission discussed, but
did not conclude, whether RPM could be considered “inher-
ently suspect” conduct.* Drawing on the Supreme Court’s
description of scenarios where RPM may be anticompetitive,
the Department of Justice has offered its own “structured
rule of reason” analysis for “many RPM arrangements,”
identifying “four generally accepted theories,” i.e., manu-
facturer collusion, manufacturer exclusion, retailer collu-
sion, and retailer exclusion.* Its various approaches often
include proof of some form of market power or dominance
or implicate conduct constituting or resembling horizontal
restraints of trade, including retailer collusion, discussed in
the next section. Some legal and economic scholars, skepti-
cal of RPM’s benefits and concerned about the price-raising
effects of RPM, are offering their own truncated rule of
reason frameworks.*® Their theories may be employed by
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plaintiffs attempting to circumvent market power screens.

Another rule of reason method, involving proof that the
challenged conduct had actual anticompetitive effects, is
based on FTC v. Indiana Federation of Dentists,*” in which
“the Supreme Court observed that ‘proof of actual detri-
mental effects, such as reduction of output,” can obviate the
need for an inquiry into market power, which is but a ‘sur-
rogate for detrimental effect.””*® A plaintiff may argue that
because RPM leading to higher resale prices proves or at
least on a prima facie basis results in “actual anticompeti-
tive effects,” the plaintiff need not prove a relevant market
or market shares. The problem with this approach is the evi-
dentiary weight it gives to the minimum RPM itself. As the
Court stated in Leegin, plaintiff was “mistaken in relying on
pricing effects absent a further showing of anticompetitive
conduct,” noting that higher resale prices may nonetheless
be procompetitive by efficiently enhancing interbrand com-
petition.® The district court in Jacobs rejected this actual
detrimental effects approach because of insufficient plead-
ing.* Largely recognized in horizontal restraints cases with
highly suspicious conduct, it faced a cool reception in a lead-
ing Seventh Circuit vertical restraints decision.”!

B. Horizontal-Related Theories

Depending on the facts, a plaintiff may be able to avoid mar-
ket power issues by challenging RPM or customer and ter-
ritorial restrictions as per se illegal horizontal conspiracies.
Horizontal price fixing, as well as agreements to allocate or
divide customers, remain per se illegal regardless of the mar-
ket power of the conspirators. Boycotts or collective refusals
to deal can also be per se illegal. The per se approach to
boycotts “has generally been limited to cases in which firms
with market power boycott suppliers or customers in order
to discourage them from doing business with a competi-
tor. . . .73 Nonetheless, as the Supreme Court indicated in
FTC v. Superior Court Trial Lawyers Association, boycotts
that are used to enforce a price-fixing or other agreement
that is itself per se illegal will receive per se treatment.*
Horizontal theories typically have been pursued where
dealers or franchisees complain as a group to their supplier
about a price-cutting competitor. The supplier is accused of
terminating or otherwise not dealing with the discounter, at
the behest of, and in agreement with, the conspiring group
of complaining dealers. Plaintiffs have argued that the con-
spiracy is illegal because it is one or more of the following: a
classic, naked per se illegal boycott; a horizontal price-fixing
case (at the dealer level) enforced by a compliant supplier co-
conspirator; or a horizontal division of territories enforced
by the supplier co-conspirator. In defending cases of this
type, the defendant supplier and competitors of the plain-
tiff have typically contended one or more of the following:
(a) there was no horizontal conspiracy between or among the
dealers unhappy with the plaintiff dealer’s pricing or other
practices; (b) the supplier did not join any such conspiracy
but acted unilaterally in terminating or otherwise acting dis-
advantageously toward the plaintiff; and (c) even if there is
collective behavior falling broadly within the definition of a

boycott, it is not a per se illegal boycott or any other per se
violation, and, in any event, the agreement does not unrea-
sonably restrain trade. In some cases, plaintiffs were found
to have sufficient evidence of a Sherman Act violation to go
to the jury without a specific requirement that they prove the
supplier’s or franchisor’s market power through the usual
“market share in a relevant market” approach.>

The Supreme Court in Leegin described how RPM might
be instituted by a supplier to facilitate a cartel (but did not
specifically discuss boycotts). This suggests that if a supplier
institutes an RPM program to facilitate a dealer cartel, the
program ipso facto violates the rule of reason.” In 7oledo
Mack Sales & Service, Inc. v. Mack Trucks, Inc.,*® however,
the Third Circuit did not presume that the supplier’s RPM
program was automatically illegal because it facilitated a
dealer cartel. The court found sufficient evidence of a hori-
zontal agreement among Mack dealers not to compete out-
side assigned territories of responsibility, which the court
noted would be per se unlawful.’” It also determined that
there was sufficient evidence for a jury to conclude that Mack
entered into vertical competition—restricting RPM agree-
ments with its dealers that unreasonably restrained trade
by supporting their illegal conspiracy. However, the court
applied a rule of reason analysis to the manufacturer’s verti-
cal price-fixing agreements, even when the alleged purpose of
the vertical agreements was to support an unlawful horizon-
tal agreement among dealers. It found jury questions under
the rule of reason in light of the impetus for the restraints
and defendant’s market power.®® Analyzing the impetus for
the restraint and evidence of Mack’s market power, the court
concluded that there was sufficient evidence that the verti-
cal agreements “‘produced adverse, anti-competitive effects
within the relevant product and geographic markets.””* In
the next chapter of the Toledo Mack story, the jury ultimately
ruled against plaintiff on the antitrust claim.®

Whether the rule of reason with a market power require-
ment will be applied in similar situations involving an alleged
supplier “vertical” facilitation of a “horizontal” dealer car-
tel remains to be seen. Of course, the supplier may argue, as
Mack did, that it did not conspire with the alleged dealer
cartel to impose punitive measures against price cutters but
instead acted unilaterally according to Monsanto standards.
Further, the argument goes, special care should be taken
by the courts not to infer a supplier’s agreement to facili-
tate a dealer cartel merely because the supplier instituted a
vertical restraint (price or nonprice) after receiving dealer
complaints. In any event, in the post-Leegin environment,
denials of product by sellers pursuant to what appears to
be behavior resembling a boycott may carry significant risks
when (a) the victim or victims are price cutters, (b) the plain-
tiff has at least a colorable argument that the withheld prod-
uct is desirable or necessary for it to compete effectively, and
(c) there is no sustainable business justification.

Another horizontal theory springs from dual distribution,
i.e., where the franchisor imposing minimum RPM operates
company-owned outlets in competition with its franchisees. A
plaintiff franchisee may claim that the RPM program should
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be treated as horizontal price fixing given the franchisor’s
operation at the retail level. The trend with respect to non-
price dual distribution situations after GTE Sylvania has been
to apply the rule of reason. The courts often have done so
either because the supplier acted unilaterally as the source of
the restraint, or because the restraint’s purposes and effects
were the same as those associated with vertical restraints
imposed by suppliers that are not dual distributors.®' Post-
Leegin decisions involving resale prices have followed the
same approach,®? and the courts should continue to apply the
rule of reason absent unusual circumstances.

C. RPM: State Antitrust Law Considerations

A vexing current obstacle to franchisor use of RPM after
Leegin lies not in the developing case law but in the uncer-
tainty engendered by state antitrust statutes and enforcement
activities, including the dogged hostility toward minimum
RPM by certain state attorneys general.® Depending on
the language of their state statutes on substantive viola-
tions as well as the deference that must be given to federal
antitrust decisions, states may attack minimum RPM under
state antitrust law on a per se theory or by advocating some
type of shortcut approach to the rule of reason. Some post-
Leegin decisions have interpreted state law consistent with
Leegin.®* However, a 2008 federal court action initiated
by New York, Illinois, and Michigan resulted in a consent
decree;® and in 2009 and 2010, California brought enforce-
ment actions under the state’s Cartwright Act that were also
resolved by consent decrees.® They are evidence that the risk
of state enforcement, and perhaps using per se approaches,
is not ephemeral and complicates use of RPM strategies on
a nationwide basis.®” Maryland has even enacted legislation
specifically prohibiting minimum RPM.

D. Summary

In sum, various post-Leegin cases suggest that plaintiffs
in typical franchise situations face formidable challenges
in proving that RPM programs violate the federal anti-
trust laws. Nonetheless, the anti-RPM stance of certain
states and the question of the extent to which courts will
approach RPM differently than nonprice vertical restraints
have understandably led many suppliers to proceed cau-
tiously when minimum RPM issues are implicated and to
instead rely on RPM law existing before Leegin (which itself
increasingly provided more leeway to suppliers).® Moreover,
any risk analysis must carefully evaluate the extent to which
potential plaintiffs may have a viable horizontal theory when
either price or nonprice restraints are involved.

Complaints from franchisees or dealers, particularly when
those complaints are made in a group setting, can be handled
in ways that minimize the risk that the supplier will be found
to have agreed with the complainers to take some action
against a discounter. Thus, when the subject of another deal-
er’s pricing activities comes up in the setting of a group of
dealers, it is a good idea for the supplier to cut off further
discussion. The group can be told that the supplier will not
discuss the matter and that its relationships with a dealer are

a matter between that dealer and the manufacturer.

Individual complaints from one dealer about another
dealer’s prices often occur. Antitrust risk can be minimized
by the following: (i) informing the complainant that the sup-
plier makes its own decisions based on what is best for its
system, (ii) avoiding discussion of one dealer’s complaint
with other dealers (including the distributor about whom
the complaint is made), (iii) not giving any assurances to the
complaining dealer that any action will be taken, and (iv)
not reporting back to the complaining dealer about what
actions were or were not taken. In addition, the parties to
such discussions should expressly and repeatedly reaffirm
and document their absolute commitment to independent
pricing decisions based on their individual assessments of
market conditions.

I1l. TIE-INS

A major part of the franchise and antitrust law story involves
tie-in questions and, more broadly, franchisor control over
the sources of supply for a franchisee’s purchases of prod-
ucts. For many years, the franchisee legal weapon of choice
was the antitrust tie-in claim, i.e., that the franchisor tied
the purchase of the desired franchised system to the sale of
high-priced and unwanted equipment, goods, or services,
with the franchisees damaged by excessive, noncompetitive
prices paid for those products. The elements of the pecu-
liar per se illegality for certain tying arrangements include
(1) the sale of one product (the tying product) is conditioned
on the purchase of another product (the tied product),
(2) the tying product and the tied product are separate and
distinct, (3) the defendant seller possesses “sufficient eco-
nomic power” over the tying product to “force” the buyer
to purchase the tied product, and (4) a “not insubstantial”
amount of commerce is affected.”

Consternation for many franchisors began with Siegel v.
Chicken Delight, Inc.”" Whether one agrees with its conclu-
sion and reasoning, it is hard to dispute how much Chicken
Delight, a class action, shaped purchasing requirements in
many franchise agreements, particularly those of business
format franchisors. The Ninth Circuit affirmed a jury ver-
dict in favor of the plaintiff class, finding as a matter of law
that the license to use the Chicken Delight trademark “pos-
sessed sufficient market power to bring the case within the
Sherman Act.””

The floodgates opened with a number of lawsuits in the
early to mid-1970s, including class actions, modeled on
Chicken Delight. Many franchisors responded with various
business and legal strategies. In an extensive body of fran-
chise tie-in cases, franchisors argued with varying degrees of
success that (1) there was no tie-in because there was no con-
ditioned purchase, i.e., franchisees were neither contractually
obligated nor otherwise “coerced” into buying the allegedly
tied items from the franchisor instead of a third-party sup-
pliers;” (2) notwithstanding Chicken Delight, the franchise
trademarks and system were not separate and distinct tying
and tied items, but instead one product, because of different
facts;™ (3) the franchisor did not have an economic interest
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in the tied product;” and (4) plaintiff franchisees were not
injured by the tie-in and could not recover damages because
they could not show that the amount actually paid for both
the tying and tied products exceeded the fair market value
of both products, an argument actually suggested in Chick-
en Delight."®

Ultimately undermining Chicken Delight, however, were
the Supreme Court’s decisions in Fortner 11, Jefferson Par-
ish, and, most recently, Illinois Tool Works. In Illinois Tool
Works, the Court held that (1) the mere fact that a tying
product is patented does not support a presumption of mar-
ket power in a patented product (abrogating a series of ear-
lier decisions on this point, including Jefferson Parish); and
(2) in all cases involving a tying arrangement, the plaintiff
must prove that the defendant has market power in the tying
product. The decision focused on the extent to which the
requisite market power could be inferred from a patented
product. Nonetheless, it cast considerable doubt on the
extent to which a franchisor’s market power could be dem-
onstrated by some “unique”

business opportunities or one in which the franchise system’s
end product was sold) exceeds Jefferson Parish’s 30 percent
market share threshold for establishing market power, the
plaintiff could perhaps use Kodak by shifting the focus of
the inquiry to the franchisor’s ability to exploit “locked-in
franchisees” in a food, equipment, or supplies aftermarket.
Franchisees making these types of Kodak aftermarket-
based arguments contend, as did plaintiffs in Kodak, that
they are locked into the franchisor’s brand and face high
“switching costs,” such as long-term franchise agreements,
post-term noncompetition covenants, or both. The relevant
market, they argue, therefore consists of the defendant
franchisor’s franchise system. According to these theories,
market power should be measured within the product after-
market; to the extent that the franchisor is the sole supplier
to that aftermarket, it has a 100 percent market share, suf-
ficient to meet the Jefferson Parish market power threshold.
Much ink has been spilled on franchising and lock-in the-
ory, including thoughtful analyses in this journal, reflecting
strongly held but some-

feature of its trademarked
systems or products, rather
than by proof of a substantial
share in a relevant market.

In a perceptive analysis
of the impact of Illinois Tool
Works on franchising arrange-

The future of lock-in theory
as a viable legal doctrine in tie-in
cases is increasingly dubious.

times divergent views.®
Its future as a viable legal
theory is increasingly
dubious. In a number of
cases, courts have con-
cluded that Kodak does
not apply when the risk

ments published in this Jour-
nal in 2008, the authors concluded that the Court’s decision
removed the last remaining support for Chicken Delight’s
doctrine of presumptive power in trademarks and service
marks and dispelled the Court’s historical hostility toward
tie-ins.”” Their prediction was confirmed in the Ninth Cir-
cuit’s 2008 decision in Rick-Mik Enterprises, Inc. v. Equilon
Enterprises, LLC,™ where the progenitor of Chicken Delight
skewered that decision with teaching from [llinois Tool
Works. Plaintiff alleged that defendants tied credit card
processing services to gasoline station franchises. The Ninth
Circuit specifically rejected the argument that defendants
had market power because “‘Shell and Texaco-branded gas-
olines are protected by various trademarks, copyrights and
patents,’” stating that Chicken Delight is “no longer relevant
after Jefferson Parish and Illinois Tool Works, Inc.”™ Other
post—Ililinois Tool Works decisions have rebuffed franchisee
efforts to meet the market power requirement by narrowly
defining the market for the tying product in order to inflate
the market share of the defendant franchisor.®

An approach used by some franchisees to circumvent
the development of more rigorous market power standards
involves the so-called lock-in theory, based on the Supreme
Court’s 1992 decision in Eastman Kodak Co. v. Image Tech-
nical Services, Inc.®' They contend that Kodak’s recognition
of the concept of locked-in customers, single-brand mar-
kets, and parts-and-service aftermarkets could be applied
to franchise supply disputes. According to this approach,
even if a plaintiff franchisee is unable to demonstrate that
a franchisor’s share of a franchise market (either one for

of a tie-in is disclosed at
the outset of the franchise relationship. If franchisees were
aware of the contractual power that the franchisor reserved
over their supply channels when they entered into their
arrangements and could have pursued other investment
opportunities, then they were not locked in by the purchase
of the franchise.®> Most franchise tie-ins, or the ability to
impose tie-ins through approved supplier requirements, are
found in contracts, franchise disclosure documents, and
other materials given to prospective franchisees so that the
disclosure standard to avoid lock-in arguments should meet
a threshold “up-front disclosure” test.

More fundamentally, some courts are highly wary of
transmuting contract power into market power and would
permit use of a Kodak-based theory only in the limited cir-
cumstances where (a) the franchisee makes a threshold show-
ing that the franchisor had a high market share in a market
defined by traditional reasonable substitutability, i.e., cross-
elasticity of demand standards, and (b) the franchisor in
response argues that competition in another market would
nonetheless prevent it from exercising market power.%

In light of 1llinois Tool Works, the sufficient market power
element of per se illegal ties presents a high hurdle to plain-
tiff franchisees in addition to the other elements of such a
claim. A plaintiff franchisee faces the challenge of defining
an appropriate relevant market in which the franchisor has a
substantial market share. Moreover, even a franchisor with
a large market share may lack market power because of low
barriers to entry.3 As with RPM cases, plaintiffs in tie-in
cases can be expected to plead narrowly defined markets and
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face the same obstacles in pleading and proving them. ¥ The
“uniqueness” approach to proving market power in tying
cases may be a vehicle for plaintiffs to prove a narrow market
based on highly differentiated products or business oppor-
tunities. But courts can be expected to view such arguments
with considerable skepticism in light of Illinois Tool Works
and because plaintiffs must prove that a franchisor offers a
unique product that competitors are unable to provide.

Disgruntled franchisees undoubtedly still will consider
the lock-in approach discussed above, based on Kodak,
although previous attempts have proved largely unsuc-
cessful. The underlying presupposition of cases resisting
aggressive use of Kodak is that the markets for franchise
opportunities, the markets in which suppliers of products
may sell to franchise systems, and the consumer markets in
which franchised retail units operate are all intensely com-
petitive. Post-contractual, relational power is not the same
as market power.?” Antitrust principles need not and should
not be distorted in order to provide a remedy for supplier
overreaching. Nonetheless, depending on the facts, the lock-
in theory may be viable in certain courts, as illustrated by
a fairly recent district court case where the court denied a
motion to dismiss because of allegations that the franchi-
sor’s change in supplier policy reflected the market power
that the franchisor could only now exercise over the franchi-
see because it was locked into the franchise.®

Although the Court in llinois Tool Works declared that
tying arrangements are not invariably harmful to competition
and “may well be procompetitive,”® it did not jettison the per
se rule. The basic advantage for a plaintiff under current per
se standards is that it need not prove that there is a substan-
tial anticompetitive effect in the market for the tied product
from the leveraging features of a tie-in. In the typical fran-
chise tying case, it is highly unlikely that any tie, including one
in which the franchisor somehow has market power over the
tying product, threatens to substantially injure competition
in some related tied market, e.g., one for goods, supplies, or
equipment. Per se treatment is also inconsistent with rule of
reason standards for evaluating similar vertical restraints on
purchasing, such as exclusive dealing and bundling. Within
the next ten years, the Supreme Court may well adopt the
approach of the four concurring justices in Jefferson Parish:
all tie-ins should be judged by the rule of reason.

The receding significance of antitrust law to supplier-
related controversies does not, of course, eliminate all risk,
including franchisee attacks on supplier arrangements based
on non-antitrust theories. Attacks based on the lock-in theory
may arise in particular circumstances, but appropriate fran-
chisor disclosures can minimize those risks. Consideration of
alternatives to tying, such as approved supplier arrangements,
may satisfy franchisor needs and minimize legal risks.

IV. CONCLUSION

Antitrust risks have diminished in the typical franchise situ-
ation because of a number of doctrinal developments dis-
cussed in this paper. Moreover, franchisors structured their

relationships so as to substantially reduce antitrust risks,
even when legal principles were more plaintiff-friendly.
Nonetheless, the greater leeway afforded franchisors under
the antitrust laws does not eliminate either the need to con-
sider antitrust risks in a number of recurring situations
through an understanding of all the relevant facts, or the
desirability of minimizing those risks by use of less-restric-
tive restraints that satisfactorily meet business objectives.
And, of course, legal weapons other than antitrust may be
available to challenge franchisor behavior believed to be
abusive or overreaching.”
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