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Motivation
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� Exclusive vertical arrangements can cause foreclosure, in the sense of forcing 
competitors to use higher cost or less efficient distributors.  If this is the case 
competition is reduced and total welfare lowered.

� But exclusive arrangements can help a firm organize distribution more efficiently, 
resulting in net gain for society.

� The US beer market is highly concentrated, with 3 brewers producing 77% of all 
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� The US beer market is highly concentrated, with 3 brewers producing 77% of all 
beer sold, and exclusive arrangements with distributors are common.

� In 1997, the Department of Justice started an investigation into distribution practices 
in the industry, on the basis of the Clayton act which prohibits “any exclusive 
contract that substantially lessens competition between upstream firms.”
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� Main Question: How do we determine if an exclusive vertical 
arrangement is efficiency enhancing or anti-competitive?

� Application: The Chicago Beer Market
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Overview
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� By making weak assumptions on distribution of distributors in a market, we can test 
whether the presence of exclusive arrangements has negative effects on other firms.  
If the distribution of distribution costs are ex ante identical across markets, brewers’ 
costs in markets where competitors have exclusive arrangements should be higher, or 
demand lower.

� The paper will take advantage of two properties of the data: the vertical structure 
is exogenous and fully observable, and Anheuser-Busch uses only exclusive 
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is exogenous and fully observable, and Anheuser-Busch uses only exclusive 
arrangements and thus can act as a control group.

� This test requires knowledge of firm mark ups, and thus a structural model of costs 
and demand (as well as good data.)

� Result: In the Chicago beer market, they do not find foreclosure to negatively impact 
other firms.



Outline
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� Related Literature

� Description of the Beer Market

� Proposed Test for Foreclosure

� Data

� Industry Model
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� Industry Model

� Econometric Implementation

� Results



Related Literature - Theoretical

6

� Most of the literature on exclusive dealing provides theoretical support for this 
behavior, showing 3 reasons firms make exclusive arrangements:

� 1) Firms gain by forcing competitors to use high cost distributors
� Rasmusen et al (1991), Bernheim and Whinston (1998)

� 2) Provides incentive to invest more in distributors
� Besanko and Perry (1993), Segal and Whinston (2000)
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� 3) Solves principle/agent incentive problems (resulting in better service)
� Prat and Rustichini (2003), Klein and Murphy (1988), Martimort (1996)



Related Literature – Empirical
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� Sass (2002) studies beer markets with and without exclusive dealing arrangements, 
and finds exclusive dealing increases productivity of the sales and promotional 
effort of distributors in the beer market, and argues these result from brewer 
incentives.  

� Brenkers and Verbover (2002) study the European car market using a similar 
approach to this paper, studying the effects of removal of exclusive territories.
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� 3 papers examine the effects of exclusive territories on beer prices, finding positive 
effects.

� Sass and Saurman (1996), Culbertson and Bradford (1991), Jordan and Jaffe (1987)



Why the Beer Market?
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� Market broken into 3 tiers: brewers, distributors, and retailers, which are required 
by law to be separate. 

� Brewers required to assign exclusive distribution territories and report them to the 
Liquor Commission.

� Brewers set 1 price for each supermarket chain, and distributors deliver at that 
price.  
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price.  

� Some brewers sign arrangements with distributors to distribute only their beer.  
Many do not.

� Bottom line: the vertical structure is exogenous and observable. 



Proposed Test for Foreclosure
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� There are 2 types of markets, those with and without distributors operating with 
exclusive arrangements.  We assume that ex ante, the distribution of distributors in 
these markets is identical.  Thus, in the first type of market, some brewers face a 
distribution that is truncated from the left.  

� As a result, they face higher expected costs/lower demand.  

� If exclusive arrangements are desirable because they promote investment, those 
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� If exclusive arrangements are desirable because they promote investment, those 
distributors that sign exclusive deals will become more efficient and the expected 
costs of competitors will be unaffected.  

� Foreclosure that does not negatively impact competitors will not be detected, but 
this is not the case that concerns us.



Test Implementation
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� All Anheuser-Busch distributors are exclusive, roughly ½  of Miller distributors are, 
and no other brewers sign exclusive arrangements.

� This fact is the key to identification.  The test essentially treats Anheuser-Busch as the 
control group and all other brewers as the treatment group, and compares the costs 
and demand between markets where Miller does and does not have exclusive 
arrangements.  
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� Two big assumptions: second and higher-order moments of cost distributions are 
identical across markets, and access of Anheuser-Busch to distributors is unaffected 
by the presence of a Miller exclusive (i.e. Busch gets first choice.) 



Test Implementation
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� Three reasons non-Miller beer sales may be worse in a market with a Miller 
exlusive:

� 1) Market specific effect

� 2) The Miller exclusive is a good promoter, and shifts demand to Miller.

� 3) Other brewers are hampered by worse distributors because of foreclosure.
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� We are interested in the third effect, and hope to use the performance of Anheuser-
Busch to control for the first 2.  Reason #2 is not perfectly controlled for if Miller/AB 
substitution is different from Miller/other substitution.



Test Implementation
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� 3 classes of distributors:

� Never serve a market with a Miller exclusive

� Only serve markets with Miller exclusives

� Serve both types of markets

� A reformulated version of the test compares distributors in classes 2 and 3 in 
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� A reformulated version of the test compares distributors in classes 2 and 3 in 
markets where Miller is not exclusive.  Because distributors in class 3 are chosen 
even in the absence of “foreclosure,”  when comparing their performance in markets 
with a Miller exclusive these distributors should be more effective.



Data
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� We know the sales territories of 12 major brewers, covering 90% of the beer sold 
in the markets studied during the period we have data, 1994.  

� Data on exclusive sales territories is collected by the Illinois Liquor Control 
Commission.  Registration specifies brand, precise geographic region, and time 
period of exclusive agreement.
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� The Chicago GSB Market Department collects weekly scanner data on consumer 
purchases from Dominick’s Finer Foods, the 2nd largest grocery chain in the region, 
with 20% market share.

� Brand, store, week, price and promotional activity are all recorded, as well as 
retailer price
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Industry Model

16

Brewers set retail and distributor prices, subject to distributor participation constraint.

Brewer’s problem: 
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Where sjk is market share of product j in store k and  Mk is market size of store k (the number 
of customers that make purchases during that week.)

Retailer’s problem:



Econometric Implementation
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But those marginal costs/mark ups are unobservable, so we must model demand.

Two demand specifications are used, simple logit demand nested into BLP random 
coefficients logit, where utility is modeled as:
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Where Di represent observable demographic characteristics, Γ represent 
interaction parameters to be estimated, and vi are unobservable consumer 
characteristics distributed N(0,1).



Econometric Implementation Continued
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� Price is likely correlated with unobserved product characteristics, and a variety of 
instruments are used to handle endogeneity, including distributor/brand dummies, 
packaging, promotion dummies and lagged and lead prices .

� Demographic data is taken from zip code level Census data, specifically household 
income and age.

� These demand estimates are used in the firm FOC’s to find costs for 
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� These demand estimates are used in the firm FOC’s to find costs for 
brewer/distributor pairs, but when brewers set their retail price they need to take 
into account the costs of all their distributors.  



Results - Demand
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Results - Demand
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� We see the expected positive bias in price coefficients, unless instrumented.  
The price coefficient of 6.5 corresponds to a price elasticity of around 3.4.

� Promotions have almost no effect, controlling for price.
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� Higher income doesn’t change price sensitivity very much.

� The null hypothesis that the interaction terms are zero is not rejected at any 
reasonable significance level, thus the logit specification cannot be rejected. 



Results – Testing Foreclosure in Promotional Aptitude
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Results – Testing Foreclosure in Promotional Aptitude
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� Dummies measuring demand response to Miller exclusive competition are 
positive and of the same magnitude for Anheuser-Busch and for potentially 
foreclosed brewers, indicating no foreclosure in promotional ability.

� A reformulated test examines the performance of class 2 distributors –
those serving both types of markets – and finds it to be positive, indicating 
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those serving both types of markets – and finds it to be positive, indicating 
no foreclosure.



Results – Testing Foreclosure in Costs
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Conclusion
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� This paper formulates a test for whether exclusive arrangements harm competition 
through foreclosure.  The test relies on somewhat strong assumptions regarding the 
distribution of distributors and how exclusive arrangements come about.

� Using a structural model of demand to back out costs, it is possible to test for 
whether brewers are foreclosed from cheaper or more effective distributors.
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whether brewers are foreclosed from cheaper or more effective distributors.

� The test is performed on the Chicago beer market, using scanner data on consumer 
purchases and observable vertical structure.  

� No evidence is found of negative foreclosure effects in this market.


