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COMMISSION ADOPTSBLOCK EXEMPTION ON VERTICAL RESTRAINTS

On 29 December 1999, the Commisson published its newly-adopted block exemption Regulation
on the application of Article 81(3) of the EC Treaty (“EC”) to categories of vertica agreements
and concerted practices (the “ Regulation”).

All companies using independent business parties for digribution in the European Union should
now therefore:

(@) check their market share(s) in the EU countries;

(b) if bdow 30%, market share, check to see if ther agreements contain any “black-
liged” clauses (preventing block exemption);

(c) if above 30%, congder to what extent further action is required to secure EC
competition compliance.

l. Overview

The block exemption (“BE") is the result of an in-depth policy review the main public seps of
which were the publication of a Green Paper in January 19972 and the publication, in September
1998, of a Communication on the application of EC competition rulesto vertical restraints’.

The BE concerns supply and digribution agreements concerning find and intermediary goods as
well as sarvices and dlows companies whose market share is below 30% to benefit from a "ssfe
harbour" under the Community competition rules. Above this threshold, agreements will not be
covered by the BE, but ae dso not presumed to be illegd. They may require individua
examination under Article 81 EC.

The basc am of this new gpproach is to smplify the rules gpplicable to supply and digtribution
agreements and to reduce the regulatory burden, especialy for companies lacking market power,

while ensuring a more effective control of agreements entered into by companies holding
significant market power.

From 1 June 2000, the Regulation will replace the three block exemption regulations currently
aopliceble to exclusve digribution, exdusive purchasing and franchisng agreements’.  Further
guidelines on the gpplication of the EC Conpeition rules will dso be findised shortly. A draft
was aready published in December 1999°.

Commission Regulation (EC) No 2790/1999 of 22 December 1999 (O.J. L336/21, 29 December 1999).
COM(96)721 findl.

COM(98)544 findl.

Commission Regulations (EEC) No 1983/83 (O.J. L173/1, 30 June 1983), (EEC) No 1984/83 (O.J. L173/5,
30 June 1983) and (EEC) No 4087/88 (O.J. L359/46, 28 December 1998).

0JC270/7, 24 September 1999.
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. Scope of application

The BE agpplies to dl vertical agreements, i.e. agreements between undertakings at different levels
of the production or distribution chain for the purchase and resde of goods and services, with
certain defined exceptions® The BE concerns, in paticular, industrid supply agreements,
exclusve and sHective didribution agreements, exclusve purchasing agreements and franchisng
agreements.

The BE reflects the “graded’” economic approach to competition review, i.e. that regtrants in

more competitive markets are not considered serious and can be exempted by category, but where
a supplier sarts to have sgnificant market share, and therefore may have market power, more
individua review is required.

As a result, agreements where the market share of the supplier is not more than 30% are covered
by the BE.” In the case of exdusive supply obligations, the buyer's market share is considered
(insofar as the latter may have market power through its own postion or the cumulation of severa
distributorships) and, where it exceeds 30%, individua review is required.

[Il. Restrictionswhich are not covered by the BE

The Reguldion contains some important limitetions to its gpplication which may be summarised
asfollows:

Fird, the BE does not apply, if the agreement contains certain severe anti-competitive vertical
resraints, irrespective of market share (so-cdled "hard-core or “black-liged” redrictions’)®
Moreover, individuad exemption of such clauses will be unlikdy. These “black-listed” restraints
are:

(@) resale price maintenance provisions (however, maximum prices can be fixed and
non-binding price recommendations can be made, provided these do not result in
practice in price fixing or resde price maintenance as a result of pressure or incentives

by the parties);
(b) territorial protection, where it restricts the territory into which, or the customers to
whom, the buyer may sdll the contract goods or services, except:

?? redrictions on active sdes into an exclusve teritory or exclusve customer group
reserved to the supplier or alocated by the supplier to another buyer, where such
restrictions do not limit sales by the customers of the buyer;

?? redrictions on sde to end-users by a buyer operating a the wholesde leve of
trade;

?? redrictions on sdes to unauthorised didributors by members of a sdective
digtribution system;

?? restrictions on sales of goods which are supplied for the purposes of incorporation;

Article 2 of the Regulation.
Article 3.1 of the Regulation.
Article 4 of the Regulation.
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(c) the restriction of active or passive sales to end-users by members of a selective
distribution system operating at the retail level of trade;

(d) the redtriction of crosssupplies between distributors within a selective distribution
system;

(€) the redtriction of sales of spare parts to end-users and independent repairers and
service providers, if agreed between a supplier of such parts and a buyer which
incorporates and resells those parts.

Second, the BE does not apply to certain specific obligations contained in vertical agreements®
Incluson of such clauses does not take an agreement outsde the BE, but the provisons are not

exempt even though they may be compaible with the EC competition rules under certain
circumstances. These obligationsinclude:

(@ direct or indirect non-compete obligations (i.e. for more than 80% of a buyer's
purchases) for an indefinite duration or for more than 5 years; unless the buyer's
premises are owned by or leased from the supplier, in which case the non-compete
clause can be for the duration of the buyer's occupancy. Automatic renewd or "tecit
reconduction” istreated asindefinite duration;

(b) post-termination non-compete obligations for more than one year, unless such an
obligation (i) relates to goods or services which compete with the contract goods or
savices, (i) is limited to the premises and land from which the buyer has operated
during the contract period, and (iii) is indispensable to protect know-how transferred by
the supplier to the buyer;'°

(©) any direct or indirect obligation imposed on the members of a selective distribution
system not to sell the brands of particular competing suppliers

Third, the Commisson may aso declare by regulaion that the BE will not apply to verticd
agreements containing specific restraints in a rddevant market!*  This is where pardld networks
of gmilar verticd redraints cover more than 50% of that market. Such a regulation is only to
enter into force Sx months after its adoption.

IV.  Withdrawal of the benefit of the Regulation

The Commisson may withdraw the benefit of the BE in individud cases?. This is where vertica
agreements have effects incompatible with the conditions in Article 81(3) EC, in particular where
access to the relevant market or competition therein is Sgnificantly redricted by cumulative
effects of pardld networks of smilar vertical resraints practised by competing suppliers or
buyers.

Article 5 of the Regulation.

This does not reverse the policy in Regulation 1983/83 against such post-termination norrcompetes, rather it
is designed as a solution to cover systems such as franchising which may need such protection.

Article 8 of the Regulation

Article 6 of the Regulation.
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A ndiond competition authority may aso withdraw the BE, under the conditions set out above
for the Commisson, if such effects are identified in the territory of an EU Member State or in a
part thereof which has al the characteristics of adistinct geographic market®.

V. Calculation of market shares

The market share of 30% above which the BE does not apply, is to be caculated on the basis of
the market saes vaue, relating to the preceding caendar year, of the goods or services sold by the
supplier, which are regarded as interchangesble or substitutable by the buyer.

Pursuant to Article 9.2 of the Reguldion, if the market share is initidly not more than 30% but
subsequently rises above thet level without exceeding 35%, the BE will continue to apply for a
period of two consecutive caendar years following the year in which the 30% market dere
threshold was first exceeded. If the market share is initidly not more than 30% but subsequently
rises above 35%,the exemption will continue to apply for one cdendar year following the year in
which the level of 35% was first exceeded.

VI.  Entryintoforce

The Regulation is to enter into force on 1 June 2000 and to expire on 31 May 2010. As the
current block exemption regulations No 1983/83, 1984/83 and 4087/88 expire on 31 December
1999, in order to avert a legd vacuum the new Regulation prolongs them until 31 May 2000.
Exising agreements between companies will continue to benefit from these three regulaions until
the end of 2001. The block exemption regulation for motor vehicle distribution and servicing

agreementsis not affected by the new rules™.

VIl. Conclusion

The new block exemption will have mgor consequences for companies with market shares above
30% and their supply and digtribution agreements may need to be revised or notified to the
European Commisson as a result. The days of EC competition compliance review of a
distribution agreement for Europe without regard for market share are now over.

The Regulation will dso affect companies with shares bedow 30%. The black-lised dause
gpproach leaves far greater freedom than the more eaborate approach of previous regulations.
However, digribution arrangements will sill need careful review to ensure that clauses are not
black-listed and, if o, to clarify whether aternative solutions can be found.

Clearly dso, companies should dso review carefully the facts and available precedents to see how
markets and market shares are likely to be defined.

If your company is likely to be affected by the new Regulaion and you need further assistance,
please do not hesitate to contact John Retliff or James S. Venit.
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Article 7 of the Regulation.

Article 9 of the Regulation.

The automobile sector is excluded from the scope of the Regulaion and will continue to be regulated by
Regulation No 1475/95 concerning motor vehicle distribution until 30 September 2002.



