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I. Introduction

1. T have been requested by Counsel for the Director of Investigation and Research to
provide a written assessment of economic issues surrounding the definition of the relevant
market in the application brought forward by the Director of Investigation & Research
under Section 75 of the Competition Act relating to the refusal by Xerox Canada Inc to
supply Exdos Corporation with repair parts for "new technology copiers" (also termed

post-1983 copiers).

2. My report and opinions are based on my professional training as an economist, my
review of relevant learned literature and my review of documents provided by the Director.
I was provided pleadings, documents produced on discovery, correspondence between the
parties, a report on Exdos and Nezron prepared by Deloitte &Touche and a case summary
(minus conclusions) prepared by the Bureau of Competition Policy. My professional

qualifications are contained in my curriculum vitae, which is appended to the report.

3. Section II of the report contains a summary of the essential facts. My opinions, reasons
and reasoning are contained in Section III. Section IV contains an application of the market

analysis to elements of Section 75 of the Competition Act.

II. Essential Facts

4. Xerox Canada Inc. of North York, Ontario (hereafter referred to as XCI) is controlled
by Xerox Corporation of Stamford, Connecticut. XCI is a vertically integrated supplier of
equipment and systems used in the processing, reproduction and distribution of
information. It also provides financing for the purchase or lease of equipment through a

subsidiary. Xerox copiers are sourced primarily from Xerox Corporation and are



distributed through branch or sales offices across Canada. XCI services its products
through a number of service branches throughout Canada. It sources for copier parts
include Xerox Corporation in the United States, its other affiliates and licensed third party

suppliers.

5. XClI revenue from its copier equipment (sales and service) can be divided between two
categories of products. 'Old technology' or pre-1983 copiers and 'new technology’ or
post-1983 copiers. Copiers can be segmented into 3 types; low , medium and high

volume. 1

6. Exdos Corporation ("Exdos") of North York, Ontario is in the business of purchasing,
used Xerox equipment, particularly copiers, from a variety of sources and marketing them
to customers in Canada and elsewhere. It sells equipment and prior to the refusal to
supply, sold parts to other ISOs (Independent Service Organizations). Nezron's main
business was to sell, rent or lease used Xerox copiers, refurbished by Exdos, to end users
along with service contracts. The parts required for performance of these contracts came
from Exdos. Approximately 90% of the revenue of the two firms, which share the same
business premises, is accounted for by Xerox copiers. The two firms, Exdos and Nezron,

have recently amalgamated.

7. XCI sells/leases/rents and services both new and reconditioned equipment sold as

"new". ISOs (including Exdos) are involved exclusively in used equipment and deal in

1 One possible way of classifying these segments is: low volume is less than 20 cpm (copies per
minute), medium volume is between 20 and 50 cpm and high volume is greater than 50 cpm.
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both pre-1983 and post-1983 copiers. XCI leases the majority of its units while ISOs

split their business more evenly between selling and renting or leasing.

8. XCI and ISOs provide similar equipment/service programs. In the majority
(approximately 90% for Exdos) of cases the agency supplying the machine will also
service it. XCI offers three types of service agreements. A 'full service maintenance
agreement' (FSMA) which is based on a cost/copy, a 'service maintenance agreement'
(SMA) which is more expensive than a FSMA, and time and materials (parts & labour)
contracts. ISOs offer full service maintenance agreements and time and materials

contracts.

9. Exdos Corporation was formed in 1983 to deal with the management, disposal and
servicing of pre-1983 Xerox copiers. It contracted with XCI to purchase these copiers as
well as parts and supplies. Exdos established Nezron in August of 1983 to market and
service used Xerox copiers. The contract between Exdos and XCI was replaced in May of
1985 and cancelled April 1, 1987. After the cancellation of the contract between Exdos and
XCI, XCI continued to supply Exdos pre-1983 equipment and parts for pre-1983 and
post-1983 copiers.

10. Exdos was receiving a discount of 50% on pre-1983 Xerox copier parts when it first
contracted with XCI. Over the period 1983 to 1987 this discount was reduced until Exdos
was paying full retail price. This full retail price itself generally rose substantially for both
pre-1983 and post-1983 parts over this period and subsequently.
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11. On August 26, 1988, Exdos was advised that XCI had "determined that continuation
of a used equipment sales and support channel would conflict with other market initiatives
presently underway" and that XCI would thereafter cease to supply Exdos with all used
Xerox equipment, effective September 26, 1988 and with all parts, effective October 26,
1988. XCI viewed that Exdos and other ISOs were their competitors. XCI subsequently
advised Canadian ISOs including Exdos that in accordance with a June 1, 1988 ISO
policy, it would cease supplying them with post-1983 copier parts for resale as of
November, 1988. XCI's ISO policy followed a similar ISO policy established in the

United States by Xerox Corporation several years earlier.

12. Xerox copiers have a unique product design and a substantial group of parts for repair
are available only through XCI. Some new Xerox-sourced parts were available in the past

through the United States but these sources have been foreclosed.

13. There are some parts such as rollers and drums which can be obtained from other
sources but these sources are limited or have other ‘qualitative differences which are
discussed in more detail below. For example, such parts available from United States
ISOs and sources developed by them are limited both in terms of the selection and available
quantity. The United States ISO network has available from non-Xerox sources about
1000 of the approximately 18,000 parts in the Xerox parts catalogue, and in limited supply
and availability.

14. A small group of post-1983 parts form a critical set of consumable (high use) parts
available only from XCIL
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15. While parts for pre-1983 series of Xerox copiers are available from XCI as well as a

number of other sources, they are not compatible with post-1983 copiers.

II. Market Analysis

(a) Opinion

16. Post-1983 Xerox copier parts in Canada which are used by XCI, Exdos and other
ISOs in conjunction with their technical knowledge to service Xerox copiers constitute a
relevant product market. The supply side of the market is XCI and the demand side of the
market is XCI, Exdos and other ISOs. XCI and these firms are competitors in the
servicing of Xerox copiers and this servicing requires Xerox copier parts and technical

knowledge, jointly.

(b) Reasons and Reasoning

17. An economic market is defined as an area in which prices of qualitatively similar
goods tend to equality with allowance for transportation or transactions cost. In essence a
market defined in this classical economic sense is the set of products within which prices
are closely linked to one another by supply and demand and whose prices are relatively
independent of prices of goods not in the market. The extent of the market can be
measured by the degree of product substitution in the presence of relative price changes. A
measure used by economists of such substitution is the cross elasticity, which is defined as
the proportionate change in demand (or supply) for one product in response to changes in
the price of another. Products which are close substitutes will exhibit a high cross

elasticity of demand or supply and would be included in the same market. If quantitative
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estimates of these elasticities are not available, economists have generally relied upon more
qualitative measures of substitutability. These would include the observed extent to which
products are substituted for one another either through inter-product substitution or by
obtaining the required product from some other location, and the comparison of specific

characteristics of various products.

18. Section 75 of the Competition Act requires that a customer be unable to obtain
"adequate supplies of a product anywhere in a market”. One possible market definition
here is the product refused in this case, which is Xerox copier parts for post-1983 Xerox

copiers.

19. In order to define the "relevant product " and therefore the relevant market, four issues
must be investigated: (1) whether a market can be defined separately for parts used by ISOs
as opposed to end users as part of a service package; (2) whether parts and service are
distinct and separable products; (3) whether other companies' copier parts should be
included in the market along with Xerox copier parts; and, (4) whether XCI-sourced parts

alone form the supply side of the market rather than all other sources.

20. A market has both a demand and a supply side. On the demand side here, the
customers for Xerox copier parts, ISOs such as Exdos, demand parts to satisfy the
requirements of their customers. Therefore, the starting point for the definition of 'product
market' are the customers of Exdos. They may be categorized into two groups; the
installed customer base of Xerox copier users including new (potential) customers who
will rent/lease Xerox copiers with a service contract and non-end-use buyers of used Xerox

copiers, such as firms who broker machines.



21. The end use copier customers demand the flow of copying services from their Xerox
copiers whether purchased, rented or leased. This is a derived demand for an intermediate
input which is the service required to keep the machine running. In the case of Exdos, 90%
of its customer base is on service contracts. This appears to be in part the result of the
higher cost of the SMA, which is offered by XCI to owners of used machines. These
customers, therefore, demand from Exdos and other ISOs, service in the form of Xerox
copier parts, technical knowledge of Xerox copiers, labour and other factors which
produce copying services. These other factors include warehousing, administration and

transportation. Copier servicing is an intermediate product.

22. A market defined in this way can be viewed as an intermediate market, not an end user
market. End users should not be considered part of this market because they are not in the
same business as an ISO. An ISO produces an output, copier servicing, whereas an end
user demands copier servicing as an input. The nature and character of these markets from

both a supply and demand standpoint is quite different and distinct.

23. Parts are used in different ways by Exdos with respect to its other customer segment,
non-end-use buyers of used copiers. Exdos is known to these customers as a specialized
Xerox copier service and brokerage dealer. Parts are used to refurbish used Xerox copiers
for customers who wanted to buy them from Exdos in operating order. Again an
intermediate market for Xerox copier parts sales can be established on the basis of the

customers' derived demand in this segment.
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24. The next question is whether a separate market for parts can be identified distinct from
service as a whole. As discussed above, copier parts are an input into the supply of copier
servicing by Exdos and other ISOs. ISOs and some customers who do their own servicing
require only the parts and not the service technician from XCI. Parts, therefore, represent

a separate market from service.

25. The third issue identified above was whether Xerox copier parts can be viewed as a
product market distinct from that for other companies copier parts. Xerox copier parts
represent a class of products because other copier parts are not substitutable with Xerox
copiers parts, Xerox copier parts are not substitutable between pre-1983 Xerox copiers and
post-1983 Xerox copiers, and within the different models of copiers either pre-1983 or
post-1983 Xerox copiers, parts are not fully substitutable between machines. It might be
argued that other copier parts are substitutes for Exdos because it can easily shift to another
line of copiers if Xerox parts are not available. This is not so because Exdos has invested
in a client base, developed and maintained a sizable inventory of Xerox copier parts and
equipment and has dedicated technical knowledge which is only partially mobile. It would
only be over the longer term as contracts ran out, machines depreciated and inventory ran
down that substitution to other activities would take place. Furthermore, even faced with
substantial increases in price for Xerox copier parts, Exdos has searched within the Xerox
brand of copier rather than by shifting its client base to other machines. The inelasticity ( or
lack of responsiveness to price) arose from the above factors as well as the fact that copier

parts form only a part of the total cost of servicing a customer.

26. The fourth and final issue raised above is whether or not Xerox parts sourced from

anywhere, as opposed to XCI alone, constitutes the appropriate supply side of the market.
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This is primarily a question of fact on the availability of alternative sources but a number of
observations from an economic perspective can be made about these sources. A broad
market featuring any source therein might be feasible if parts were available at prices which
made them competitive or equivalently, if prices of qualitatively similar goods tend to
equality with allowance for transportation or transactions cost. As demonstrated below
other sources of these parts, located within Canada or without, have qualitative differences

which do not appear to make full allowance for transactions and transportation costs.

27. First, cannibalization of used machines yields parts which are not physically identical
to XCI parts because they are used. As aresult they will not offer the same level of
service when installed in a XCI copier. These parts create greater cost for Exdos because
resources must be used in service and cannibalization, as well as search and transacting for
used machines. The parts are also available with less certainty due to the uncertain supply

of machines for cannibalization.

28. In contrast, Exdos purchased a 'bundle of characteristics' from XCI in the form of
service and parts. The parts were new Xerox copier parts. They were available
immediately or, at most, in a few days. There was less uncertainty of the availability of
supply of parts and when back-ordered, parts were likely to be received. Thus, not only
were the physical characteristics of the parts not the same for sources other than XCI but

the conditions of supply were also quite different.

29. Sourcing directly or indirectly from Xerox affiliates outside Canada such as Rank

Xerox involves added cost, risks and uncertainty. In any event, it appears that Xerox has
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eliminated or intends to eliminate this alternative with the enforcement of the ISO policy in

the United States and other actions.

30. Alternative parts manufacturers and reconditioners in Canada and the United States
provide only a subset of the required products. Reliability, quality, transportation costs
and transactions cost are all elements which distinguish these sources from XCI. Exdos
would not be indifferent between the single source of parts at XCI and a potential for
having to transact with hundreds of different sources of parts supply each with their own
uncertainties, limited volumes and varying quality. The sum of all these costs of
transacting, search and risk would tend to raise Exdos costs until, eventually, its operation

became unviable.

31. Evenif all of the qualitative factors identified above could be ignored in assessing the
extent of the supply side of the market, there is still the fact that a significant set of high use
parts are available only from XCI. These parts are absolutely necessary for Exdos to
service its customers and therefore be a vigorous business competitor. The conclusion is
that XCI appears to be the only viable source for a substantial group of parts and the only
source for numerous high-use (critical) parts. Post-1983 copier parts sourced from XCI is

therefore a definable product market.

IV. Elements of the Competition Act, Section 75.

32. The discussion above has dealt with whether post-1983 Xerox copiers parts, the
subject matter of the refusal, may be considered a relevant product market. Section 75
requires that the complainant, Exdos, has been "substantially affected in its business due to

his inability to obtain adequate supplies of the product”. It also requires that this inability



12

"to obtain adequate supplies of the product is due to insufficient competition among
suppliers of the product in the market". What follows examines the impact of the

foregoing discussion on the other elements of the section.

33. The discussions above concerning the definition of the relevant product market are
applicable to the issue of "adequate supply”. There is not an adequate supply of alternative
parts available to Exdos in Canada from sources which have the reliability, quality,

transportation costs and transactions cost of those available from XCI.

34. With respect to the question of "substantially effect on his business", the first question
is, "what business is Exdos in"? As discussed above Exdos is a firm which operates in an
intermediate market. Xerox copier parts are used jointly, by it, with dedicated knowledge
of Xerox copiers and other inputs to produce a service output . This service includes the
sale/lease/rental and servicing of used Xerox copiers and either wholesaling these machines
to other ISOs in North America or refurbishing them and selling, leasing or renting and
servicing the machines. It has one other copier line and does handle other equipment
besides copiers. Approximately 90% of its revenue is accounted for by Xerox copiers and
currently 55% of the units installed are post 83 Xerox copiers and 58% of service revenue
are from post-83 Xerox copiers. Xerox copier parts are included in the complete set of
business activities which Exdos is involved in. These activities include: (1) selling used
pre-1983 and post-1983 Xerox copiers; (2) servicing used pre-1983 and post-1983 and
new Xerox copiers; and, (3) refurbishing used pre-1983 and post-1983 copiers. The
refusal to supply post-1983 copier parts is the refusal to supply an input into a subset of all
of these activities, namely - (1) the sale of post-1983 copiers to end users of Xerox copiers

(because most customers demand service contracts); (2) the service of post-1983 Xerox
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copiers; and, (3) the refurbishing of post-1983 Xerox copiers. The information provided

suggests these areas constitute a major and, in the future, increasing part of the business.

35. Exdos specialized in the Xerox brand because the principals and technicians of Exdos
have specific knowledge of this brand of copier and because an opportunity became
available to market used Xerox copiers in cooperation with XCI. At the time XCI refused
to continue to supply Xerox copier parts for post-83 Xerox copiers, Exdos had established
a broad customer base for used Xerox copiers in Canada and elsewhere, a customer base
of ISOs in Canada for both Xerox copiers and Xerox parts and a customer base for
renting, leasing and servicing Xerox copiers. The substantial effect occurs if the assets
were to become unusable in the Xerox field due to a shortage of parts. An attempt to move
to another copier business would not salvage these assets because the human capital is only
partially transferable, the inventory is not transferable nor is the client base or the
developed business acumen. There is, therefore, an investment in a (wholly or partially)
dedicated asset which is not transferable. The asset is measured in terms of both physical
and human capital dedicated almost exclusively to Xerox copiers; including technical
knowledge, client base, reputation including client referrals, manuals, and inventory of

parts and machines.

36. The issue of whether the inability to obtain adequate supplies of post-1983 copier parts
is due to insufficient competition in the market has been dealt with at length. XCI is the
only source for a key set of consumable post-1983 copier parts and the only source for the
full range of post-1983 copier parts. By definition, there is insufficient competition for

parts since they are unavailable from other sources.
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37. In their response Xerox has argued that Exdos can continue in business by simply
having the end user order the part from XCI and then installing it. This changes the
fundamental product which Exdos provides to its customers. It in no way represents the
product which was purchased by Exdos from XCI in the past and it places Exdos'
competitive strategy in the hands of a competitor, namely XCI who can build in delays

which are more difficult to deal with than if they were supplying directly to Exdos.
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