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COMPETITIVE EFFECTS OF VERTICAL INTEGRATION

Michagl H. Riordan”
Columbia University

INTRODUCTION

Vertical integration is an enduring topic for economics. The structure-conduct-
performance perspective of the 1950s and 1960s viewed vertical integration suspiciously,
worrying about exclusionary practices that foreclose competitors and |everage monopoly
from one market to another. The Chicago School of the 1960s and 1970s rebutted these
concerns by pointing out the weak microeconomic foundations of leverage theory, and
explaining why vertical integration increases economic efficiency. Transaction Cost
Economics of the 1970s and 1980s staked a middle ground, identifying new efficiency
rationales for vertical integration, while cautioning that firms with market power may
have strategic goals poorly aligned with consumer welfare (Williamson, 1975; 1985).
Most recently, anew literature on vertical foreclosure (a.k.a. Post-Chicago Economics)
applied game-theoretic tools to develop new theories of strategic vertical integration and
identify circumstances in which vertical integration alters industry conduct to the
detriment of competitors and consumers. Therich intellectual history of industrial
organization economics thus reveals assorted approaches to the topic.

Vertical integration raises contentious issues for antitrust policy and industry

regulation. Antitrust policy in the United States recognizes that a vertical merger can

* | thank participants at the LEAR conference on “ Advances in the Economics of Competition Law” at
Rome in June 2005, and participants at a seminar at Columbia University for their comments. | aso thank
Steven Salop for extensive comments on earlier drafts, and Sergei Koulayev for excellent research
assistance. | am fully responsible for the final product.
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create incentives for anticompetitive foreclosure or facilitate collusion, while remaining
mindful that vertical integration can achieve efficiencies (ABA, 2003).> Vertical
integration raises a similar conflict for the economic regulation of industries. While
foreclosure concerns offer arationale to restrict the conduct of vertically integrated firms,
faith in market efficiency and doubt about the regulatory benevolence support a trend
toward deregulation (Stigler, 1971). While Chicago School critiques of foreclosure
theory and cautions about the difficulties of collusion (Stigler, 1964) urge a permissive
approach to vertical mergers and the regulation of vertically integrated industries, Post-
Chicago theories of harmful vertical integration nevertheless featured prominently in
some recent merger reviews and regulatory proceedings.

My purpose in this essay isto review the economics literature on the competitive
effects of vertical integration, and assess its relevance for competition policy and industry
regulation. Section Il organizes my literature review around five major theories, after
discussing some preliminary issues. The theories depend on assumptions both about the
market power of firms to raise prices above costs and to exclude competitors, and about
the power of contracts to control and align the incentives of parties. Two theories,
dubbed “single monopoly profit” and “eliminating markups’, derive from the Chicago
School. Two other theories, “restoring monopoly power” and “raising rivals costs’, are
from Post-Chicago Economics. The remaining theory, “facilitating collusion” haslong
roots in competition policy, but only recently began to receive a firmer grounding in the
modern economic theory of collusion. Section 111 examines the relevance of these and

related theories in the context of three recent cases. Thefirst case isthe acquisition of

! The U.S. Department of Justice’'s 1984 Merger Guidelines also recognize “evading regulation” as an
additional anticompetitive motive for vertical integration (DOJ, 1984). Thisissueis beyond the scope of

our essay.



DirectTV, adistributor of video programming, by News Corp., adiversified media
company (FCC, 2004). The Federal Communication Commission (FCC) reviewed this
vertical merger under its authority to approve the transfer of certain licenses. The FCC's
conditional approval of the acquisition placed certain restraints on the conduct of the new
vertically integrated firm. The second case is the airline computer reservation system
(CRS) proceeding of the Department of Transportation (DOT, 2004). CRSs provide
information, booking, and ticketing services for scheduled airline flights. Airlines once
owned these systems, but divested their ownership interests by the end of the proceeding.
In the wake of vertical disintegration, the DOT allowed all regulations of the CRS
industry to lapse. Thethird case isthe acquisition of Masonite, a manufacturer of an
intermediate good in the production of molded doors, by Premdor, a partially vertically
integrated manufacturer of molded doors (U.S. v. Premdor, 2001). The Department of
Justice (DOJ) agreed to the merger with a consent order requiring Masonite to divest one
of its plants to a new entrant in the intermediate good market. Section IV outlinesa
simple framework for the economic analysis of the competitive effects of vertical
integration, based on a more elaborate framework in Riordan and Salop (1995). The
simple framework is explained with reference to the three cases introduced in the
previous section. Section V concludes with some general comments about the state of

economic knowledge regarding the competitive effects of vertical integration.



. ECONOMIC ANALYSISOF VERTICAL INTEGRATION
Preliminary Issues

Vertical integration is the organization of successive production processes within
asinglefirm, afirm being an entity that produces goods and services (Riordan, 1990).?
A firm can beinterpreted as a unified ownership of assets used in production (Grossman
and Hart, 1986), and as a nexus of contracts linking its owners to factors of production,
managers, and creditors (Jensen and Meckling, 1976). The owners of afirm directly or
indirectly control the use of assets, and keep the profits from production after
compensating other claimants. Thus, vertical integration brings upstream and
downstream assets and production under unified ownership and control.

There are varieties of vertical integration. Consider for illustration a supply chain
in which raw materials and other inputs are used to produce an intermediate good, which
in turn is a component input into the production of afina good, which in turnis
distributed to consumers through aretail channel. Forward vertical integration occurs
when a firm expands the scope of its activities to both produce and distribute the final
good. For example, shoe manufacturer Brown Shoe Company integrated forward when
it acquired shoe retailer Kinney (U.S. v. Brown Shoe Co., 370 U.S. 294, 1962). A firm
integrates backward when it produces an intermediate good that is a component in the
assembly of afinal product. For example, Ford sought to acquire Autolite to produce
the sparkplugs for its automobiles (U.S. v. Ford Motor Co., 405 U.S. 562, 1972). A firm
also integrates backward by producing materials or capital goods used in the production

of afinal output. For example, Alcoa acquired bauxite minesto supply its alumina

2 There are of course different legal forms of afirm, ranging from sole proprietorships, to partnerships, to
corporations.



refineries (U.S. v. Alcoa, 377 U.S. 271, 1945). Moreover, vertical integration in either or
both directions can be partial or full, depending on whether the firm produces all its
requirements for an input, or distributesits final product exclusively through its own
distribution channels. Vertical integration can also be partial if afirm acquires an
ownership share of an upstream supplier or downstream customer, possibly with limited
control rights (O’ Brien and Salop, 2000).

Vertical integration can occur by internal growth or by merger. A firmintegrates
backward internally by building its own facilities for manufacturing an intermediate
good, or forward internally by creating its own distribution facilities. Vertical integration
by investment in new productive assets usually expands markets, and therefore
presumably does not raise competitive concerns. Thisisnot to say that avertically
integrated market structure necessarily outperforms a non-integrated one, because, for
industries subject to regulation, restrictions on the conduct of vertically integrated firms
might improve market performance. A firm also vertically integrates by acquiring
productive assets from afirm already participating in arelevant upstream or downstream
market, or by acquiring stock in afirm owning those assets. A vertical merger by asset
acquisition or stock acquisition potentially raises competitive concerns, in which case
conduct restrictions or adivestiture of assets might make acceptable an otherwise
anticompetitive vertical merger.

Economic analysis demonstrates that the competitive effects of vertical
integration depend on the structure of upstream and downstream markets. Among the
most important elements of market structure is the market power of firmsin the relevant

industries. Market power isthe profitable ability to raise price above cost or to exclude



competitors, and is traced usually to conditions of industry concentration, product
differentiation, or cost advantages. Durable market power that yields supra-competitive
profitsis protected by “barriersto entry”, alabel that applies generally to market
conditions that prevent the erosion of supra-competitive profits by new entry (Bain, 1956;
DOJ, 1997).2 Vertical integration that fails to increase market power by eliminating
competitors or raising entry barriersis unlikely to have adverse consequences for
consumers.

An equally important element of market structure for analyzing vertical
integration is the power of contractsto align incentives and control the conduct of firms.
Generaly, “contract power” refersto the ability of firmsto commit credibly not to
behave opportunistically (Williamson, 1975; 1985; 1989), either via explicit legally
enforceable contracts, or via implicit contracts supported by self-enforcing behavioral
norms (Baker, Gibbons and Murphy, 2002). If contracts have sufficient power to control
conduct, then there is little scope for improvement by vertical integration. For example,
in some circumstances, nonlinear pricing and appropriate vertical restraints might achieve
similar profit-maximizing outcomes as vertical integration (Mathewson and Winter,
1984). However, by closing gaps in incomplete contracts, common ownership might
enable production decisions to adapt better to market conditions (Williamson, 1975), or
might improve investment incentives (Grossman and Hart, 1986; Hart and Moore, 1990).
To the that extent that contracts are incomplete, vertical integration might alter incentives

for opportunistic behavior in ways that increase market power.

3 There is a continuing debate on the most appropriate economic definition of “entry barriers’; see
American Economic Review, Papers and Proceeding, 2004).
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Important issues surrounding the power of contracts concern the ability and
incentive of upstream firms for price discrimination.* Price discrimination isinfeasible
if asupplier cannot control effectively the use of purchased quantities by limiting resale
and preventing arbitrage (Tirole, 1988). In the absence of price discrimination, upstream
suppliers charge a uniform price for each unit sold to downstream customers. The ability
to price discriminate can be a mixed blessing. On the one hand, the full exploitation of
market power can require a more complicated pricing strategy than setting a uniform
price, e.g. two part tariffs or other forms of quantity discounting (Mathewson and Winter,
1984). On the other hand, credible “most favored customer” clauses that limit price
discrimination can control opportunistic behavior by an upstream supplier that otherwise
might undermine its ability to extract monopoly profits from the downstream industry
(Hart and Tirole, 1990; O’ Brien and Shaffer, 1992; McAfee and Schwartz, 1994; Rey and
Tirole; 2003). Such issues regarding the ability and incentive for price discrimination
appear in various guises in the economic theories of the competitive effects of vertical
integration reviewed below.

My review adopts a couple of simplifying assumptions for expositional
convenience and clarity. First, there are well-defined relevant upstream and downstream
product and geographic markets. Relevant markets include all products that are
reasonably good demand substitutes. Market definition is the customary first step for

market power analysis (DOJ, 1997). Second, the objective of afirmis profit

* Price discrimination traditionally is categorized into three types. First-degree price discrimination refers
to bargaining over terms on a customer-by-customer basis. Second-degree price discrimination involves
different customers paying different prices because they make different choices from the same menu of
possibilities. Quantity discounts are an important example of second-degree price discrimination, as
customers electing different quantities end up paying different average prices. Finally, third-degree price
discrimination means setting prices for different groups of customers, for example, setting different prices
in geographically distinct markets.



maximization. In particular, avertically integrated firm aims to maximize the joint profit
of its upstream and downstream operations. A corollary assumption is that vertical
integration eliminates information asymmetries between the upstream and downstream

divisions, thus enabling better coordination (Riordan, 1990).°

Single Monopoly Profit

The Chicago School contends that an upstream monopolist protected by durable
barriersto entry can clam amonopoly profit but once. If an upstream monopolist can
use contracts to extract fully amonopoly profit from a downstream market, then thereis
no role for vertical integration to play in leveraging monopoly power to obtain any
additional profit. The single monopoly theory presumes that vertical integration has
some purpose other than leveraging monopoly power.

The single monopoly profit theory is clearest in the ssmple case of an upstream
monopoly supplying an intermediate good to a downstream perfectly competitive
industry. If downstream firms are equally efficient, then it is sufficient to consider
uniform pricing in thiscase. A critical assumption isthat requirements of the
intermediate good are in fixed proportion to the final good. In this case, the upstream
monopolist maximizes profits by setting a wholesale price for the intermediate good that
resultsin a price to consumers that is the same as would charge a fully integrated
monopolist. Since the perfectly competitive downstream industry earns only normal
returns, the full monopoly profit is returned to the upstream firm in whol esal e revenues.

If the upstream monopolist were to integrate forward and acquire a downstream firm,

® This assumption sidesteps thorny problems about decentralized incentives inside the firm, in particular,
the difficulty of aligning the incentives of owners and managers. See Mookherjee (2003) and Baldenius
(2005).



then the integrated firm would continue to earn exactly the same level of economic
profits, assuming the remaining firmsin the downstream industry continue to behave
competitively.®

This simple version of the single monopoly profit theory isformalized as follows.
Suppose that a vertically integrated monopolist producing a homogeneous final good can
sell quantity Q at price P(Q) by incurring manufacturing and distribution costs C(Q).
Therefore, the profit of the monopolist isTI(Q) = P(Q)Q — C(Q). Assuming this profit-
function has a unique maximum, the quantity that maximizes monopoly profit is Q*
satisfying the first-order condition for a maximum P(Q*) + Q*P(Q*) = C'(Q*), wherea
prime indicates the slope of afunction. This condition isthe familiar rule of equating
marginal revenue and marginal cost. In contrast, consider an upstream monopolist who
manufactures the good and distributes it through a perfectly competitive retail industry by
setting a uniform wholesale price W. If the constant average cost of retail distribution is
Cq, and there are no cost economies of vertical integration, then upstream manufacturing
cost is necessarily Cy(Q) = C(Q) — c4Q. A perfectly competitive downstream industry
earns zero profits, requiring P(Q) = W + ¢4. Therefore, the competitive equilibrium
quantity equals the monopoly quantity if W = C'(Q*) — Q*P(Q*) — cg.

The single monopoly profit theory is robust to a variety of downstream market
structures, once the upstream monopolist is unshackled from uniform pricing or can
enforce appropriate vertical restraints (Mathewson and Winter, 1984). Consider, for

example, a symmetric downstream industry selling either homogeneous or differentiated

® Essentially the same argument applies to backward integration if the downstream industry is a monopoly
and the upstream industry is perfectly competitive. In this case, the downstream monopolist alsoisa
monopsonist on the input market. Moreover, the argument generalizes if monopolist or monopsonist were
to integrate partialy by acquiring afraction of the assets of the downstream or upstream industry.
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products, and competing by choosing either quantities a la Cournot or pricesa la
Bertrand.” The upstream monopolist can set a wholesale two-part tariff W(Q) = F + WQ,
such that the (marginal) wholesale price W elicits monopoly pricing downstream, and the
fixed fee F extracts profits. For example, suppose that the downstream industry isa
symmetric Cournot oligopoly with N firms and constant average cost 5. Then
equilibrium conduct results in atotal industry output satisfying P(Q) + (Q/N)P(Q) = ¢4 +
W.2 Therefore, the monopoly output is elicited by setting awholesale priceW = P(Q’) -
ca + (Q/N)P(Q), and monopoly profit is extracted by setting a franchise fee

"= - (Q'IN)*P(Q).° Thus, with two-part tariffs, the upstream monopolist collectsits
single monopoly profit contractually, and gains no further monopoly profit by vertical
integration. Clearly, the two-part tariff solution requires that the upstream supplier is
ableto prevent resale. Otherwise, savvy downstream firms would decline to pay the
franchise fee and purchase the good on the secondary market on terms reflecting the
wholesale price.

The single monopoly profit theory assumes that bargaining power is concentrated
in the hands of the upstream monopolist. The upstream firm presents its downstream
customers with a harsh take-it-or-leave-it offer: either purchase the intermediate good
under the terms of the two-part tariff, or withdraw from the downstream market. This
extreme bargaining posture is most plausible in unregulated markets when the

downstream industry is unconcentrated and price discrimination isimpossible. If the

" Generally, the Cournot quantity-setting model of oligopoly is appropriate for modeling the capacity
decisions of firmsin a homogeneous product industry, while the Bertrand price-setting model is more
appropriate for a produce-to-order differentiated product industry.

8 See Amir and Lambson (2000) for sufficient conditions for unique symmetric Cournot equilibrium.

° If the downstream firms are asymmetric, then the terms of the two-part tariffs can be customized for each
customer in order to achieve the goal of fully monopolizing the downstream industry.
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downstream industry is concentrated and contracts negotiated individually, then the
assumption of one-sided bargaining power seems less plausible. Isit credible for the
upstream monopolist to refuse to deal if an important customer rejects the firm’sinitia
offer? It obviously isdifficult for the firm to commit not to even consider a profitable
counteroffer, and the give-and-take of bilateral bargaining can limit the ability of an
upstream firm to fully extract rents from the downstream industry (Rogerson, 2003;
Salop and Woodbury, 2003).

Vertical integration can alter bargaining power (de Fontenay and Gans, 2002).
According to the theory of bilateral bargaining, agreater cost of delay in reaching
agreement weakens a party’ s bargaining power, resulting in an agreement that is less
favorable to the more impatient party (Rubinstein, 1982). Suppose an upstream
monopolist (U) is bargaining separately with two downstream firms (D1 and D2) who
compete with each other. Suppose that U makes a separate initial offer to each
downstream firm. If both accept, then the downstream firms each earn some level of
profit. If instead D1 were to accept and D2 reject U’ s offer, then D1 would experience a
gainin profit by virtue of atemporary competitive advantage over D2. If contracts are
bilateral, so that terms are not contingent on acceptance by the other downstream firm,
then this windfall accrues purely to D1 and does not influence continued bargaining
between U and D2. Now suppose that U and D1 areintegrated. If D2 weretoregect U’'s
initial offer, then the downstream windfall accrues directly the integrated firm. Thus, the

costs of delay in reaching agreement with D2 are lesswhen U is vertically integrated,
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which strengthens U’ s bargaining power in dealing with D2. The increased bargaining
power is an effect of and possible motive for vertical integration.™

Grimm, Winston, and Evans (1992) test the single monopoly profit theory by
examining raillroad markets with “interlining”. The typical situation they consider is one
in which arailroad is a monopolist on aroute between two locations, A and C, but faces
interline competition from one or more other railroads on shorter segments of this route,
e.g. between B and C, where location B is“on theway” to C from A. Thus, in order to
ship between A and C, the interliner must have access to the A-B segment. According to
the single monopoly profit theory, the amount of interlining isirrelevant for the ability of
the monopolist to extract rents from shippers on the A-C route, yet the data show that
shippers between A and C fare significantly better with more interline competition on the
B-C segment. How can this be? The result could be due to maximum rate regulation of
non-competitive routes, despite the general deregulatory stance of the Interstate
Commerce Commission (ICC) at thetime.** Obviously, the integrated railroad cannot
extract a monopoly profit from the A-B segment if regulators prevent it from raising the
price of thisinput to the monopoly level. Alternatively, the take-it-or-leave-it bargaining
assumption of the single monopoly profit theory may be too strong, particularly if the

interliners bring some brand differentiation advantages to the table.

19 There are bargaining reasons for vertical integration even if D1 and D2 do not compete with each other
and operate in independent markets. Suppose that Us bargains to allocate a scarce supply of the upstream
good. Thus, the opportunity cost of supplying an incremental amount of the upstream good to D2 isthat it
could be supplied alternatively to D1. Suppose further that the demands of consumers depend positively on
relationship-specific investments that D1 and D2 must undertake prior to negotiating with U. A vertically
integrated firm U-D1 has a profitable incentive to “ overinvest” in order to increase its bargaining strength
in dealing with D2 (Bolton and Whinston, 1993; Kranton and Minehart, 2004).

11 See Snyder (1995) for a critique of the conclusion that this evidence indicates vertical foreclosure.
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Restoring Monopoly Power

A new literature on vertical foreclosure counters the single monopoly profit
theory by arguing that an inability to make enforceable multilateral commitments
prevents an upstream monopolist from using contracts to extract monopoly profits from a
downstream industry, and that vertical integration helps overcome the commitment
problem and “restore” monopoly power (Rey and Tirole, 2003). The commitment
problemisillustrated by reconsidering the two-part tariff solution proposed above for the
case of symmetric downstream Cournot oligopoly. According to thisversion of the
single monopoly profit theory, the upstream monopolist sets a wholesale price W* above
its marginal cost in order to induce the downstream monopoly outcome, and then fully
extracts the monopoly profit from the downstream industry with afixed fee F*. Suppose,
however, that the upstream firm has successfully negotiated this contract with (N-1) of
the downstream competitors who thereby are committed to pay the fixed fee. The
upstream firm has an incentive to deviate and secretly offer the remaining downstream
firm a contract with alower wholesale price. By doing so, the upstream firm essentially
offers Firm N avariable cost advantage over itsrivals, for which Firm N iswilling to pay
ahigher fixed fee. Oncethe (N-1) rivalslearn about this“ sweetheart deal”, they regret
their contracts because more intense competition from the advantaged Firm N makes it
impossible for the others to earn enough operating profits to recover F*.** Anticipating

the predicament the (N-1) firms refuse to accept the monopolizing contractsin the first

21f the (N -1) rivals face atwo part tariff (W, F') and each produce Q" /N and D1 produces g, then the
joint profitof Uand D1is(N—1) F + W' (Q—q) + [P(Q) — c3]q—Cu(Q) whereQ=q+ (N—-1)Q" /N.
Thisjoint profit function is maximized where P(Q) + P(Q)q = C'(Q). Under the usual regularity conditions
for the existence and uniqueness of Cournot equilibrium, the solution hasq> Q" /N, resulting in a
downstream price below the monopoly level. Consequently, the rival firms earn negative profits net of F .
The deviant contract that induces this g from D1 setsW = P(Q) + P(Q)q - ¢g. ThusW <W*. Thefixed fee
that extracts supra-competitive profitsfrom D1 isF = - P(Q)g* > F .

-13-



place. Such skepticism by the downstream industry leads to alower wholesale price and
more competitive downstream price that limits the ability of the upstream supplier to
extract the monopoly profit with atwo-part tariff (Hart and Tirole, 1990; McAfee and
Schwartz, 1994; O’ Brien and Shaffer, 1992; Rey and Tirole, 2003).%

A key assumption of the restoring-monopoly-profit theory is that the upstream
monopolist cannot make multilateral commitments. In the Hart and Tirole (1990) model,
an upstream firm makes simultaneous take-it-or-leave-it contract offers to supply a fixed
proportions intermediate good to N downstream firms who sell a homogeneous product
to fina consumers. In this model, it is important that contracts are both bilateral and
private. If contract offers were public, then there could be no surprise sweetheart deals,
because downstream firms would observe the contract offersto rivals and make a rational
acceptance decision. More generally, the privacy of contractsisless crucia if the take-it-
or-leave-it bargaining assumption is relaxed. Even if contract offers are public,
downstream firms that lock themselves into a long-term contract risk the misfortune of
being “surprised” by a rival who rejects the initial offer and subsequently negotiates a

sweetheart deal (McAfee and Schwartz, 1994).

2 More formally, in the perfect Bayesian equilibrium of this game, the upstream firm (U) offers each of the
N downstream firms (Dy,... Dy) acontract that isimmune to deviation. The equilibrium concept requires a
specification of beliefswhen D, is offered an out-of-equilibrium contract. Rey and Tirole (2003) argue that
“passive beliefs’ are most reasonable when firms set quantities in advance of sales and contracts are secret,
that is, when offered a deviation contract, D, continues to believe that downstream rivals have been offered
their equilibrium contracts and continue to choose their equilibrium quantities. Thus, in the symmetric
Cournot case, atwo part tariff that isimmune to deviation incentives satisfies W = P(Q) + P(Q)q - ¢y <W’,
where Q = Nqg satisfies P(Q) + P(Q)q = C'(Q); see previous footnote. If C,(Q) = ¢,Q, then this solution
corresponds to Cournot competition between n symmetric vertically integrated firms with constant average
costsc = ¢4 + ¢,. Rey and Tirole (2003) acknowledge that passive-beliefs equilibria are less compelling
when downstream firms set prices for differentiated products. In the price-setting case, however, even
under an alternative belief system (“wary beliefs”), incentives for opportunistic behavior by U result in a
more competitive outcome compared to a vertically and horizontally integrated monopoly (Rey and Verge,
2003).
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Partial vertical integration by merging with one of the downstream firms restores
the upstream firm'’s ability to extract monopoly profit, because sweetheart deals with
downstream competitors are costly to the downstream division of the integrated
enterprise. The cannibalized profits of the downstream division become an opportunity
cost of selling more through an independent retail channel. These opportunity costs
provide the needed discipline to discourage sweetheart deals that erode downstream
prices and prevent the full extraction of monopoly profits (Hart and Tirole, 1990; Rey
and Tirole, 2003).

Sufficiently powerful contracts solve the commitment problem without vertical
integration. For example, if the final good is homogeneous, then exclusive dealing can
mimic the exclusionary effects of vertical integration and similarly restore monopoly
power (Hart and Tirole, 1990; Rey and Tirole, 2003). Market-wide retail price
maintenance with areturn option has similar efficacy (Rey and Tirole, 2003). Obvioudly,
such contractual solutions must be enforceable to be effective. Perhaps surprisingly,
most favored customer (MFC) clauses are less successful at restoring monopoly power.
The reason is that a sweetheart deal may not be attractive to a competitor whose rival has
already accepted the deal (McAfee and Schwartz, 1994). For instance, suppose that a
downstream duopolist gains a competitive advantage by accepting a two-part tariff with a
lower (marginal) wholesale price and a higher fixed fee that extracts additional profits.
Therival duopolist would decline the same deal, because more vigorous competition at
the lower wholesale price would make it impossible to recover the higher fixed fee. In

this case, an MFC clause fails to deter opportunism.**

4 DeGraba (1996) clarifies that a most-favored customer clause deters opportunism if a downstream firm
can “pick and choose” among individual terms of two-part tariffs. Consequently, if the monopolist offersa
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The theory of restoring monopoly power via vertical integration extends to an
upstream market structure in which the market power of alow cost supplier is
constrained by a higher cost potential supplier (Hart and Tirole, 1990; Rey and Tirole,
2003). Inthis case, the available single monopoly profit is no higher than the efficiency
rents of the low cost supplier. Similarly to the case of upstream monopoly, a
commitment problem prevents the low-cost upstream firm from fully capturing these
efficiency rents, and vertical integration overcomes the commitment problem and restores
monopoly power to the detriment of final consumers. Matters are different if the
upstream industry is a homogeneous price-setting oligopoly whose members are equally
efficient. Inthis case, there are no efficiency rents and therefore no monopoly to restore
by vertical merger. Thus, the theory of restoring monopoly power only provides an
explanation for forward integration by the cost leader of an upstream oligopoly.*

The extent to which vertical integration solves the commitment problem and
restores monopoly power depends on downstream market structure. 1f the downstream
market is homogeneous, and there are non-decreasing returns to scale at the firm level,
then avertically integrated firm can collect monopoly profits by refusing to deal with
independent downstream competitors. *° Matters are more complicated if downstream

final products are differentiated or exhibit decreasing returns to scale, in which case

lower marginal wholesale price to any competitor, then all competitors are able to access this reduced
marginal price without suffering a higher fixed fee.

1> Chen and Riordan (2004) demonstrate that, if exclusive dealing is enforceable, then avertically
integrated supplier may be able to exclude equally efficient upstream competitors and effectively cartelize
the downstream industry with two-part tariffs. In this scenario, the integrated supplier effectively organizes
adownstream cartel by compensating downstream competitors for committing not to deal with alternative
suppliers.

%8 In the symmetric Cournot case, if U integrates forward, then U simply refuses to deal with independent
downstream competitors, foreclosing them from the market. This foreclosure does not sacrifice any
monopoly profits under the assumption of constant average costs (Hart and Tirole, 1990).
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partial vertical integration leads to less competitive outcomes but does not enable the full
extraction of monopoly profits from the downstream industry.'’

Thereislittle empirical evidence bearing directly on the restoring-monopoly-
power theory.® A recent case study of the cement and ready-mix concrete industries
shows that downstream concrete prices tend to fall and quantities rise as local markets
become more vertically integrated, contrary to the predictions of the restoring-monopoly-
power theory and other foreclosure theories,*® but consistent with an aternative
efficiency explanation (Hortacsu and Syverson, 2005). These findings support a
presumption that the most cement/concrete merger in the sample were pro-competitive,
while not necessarily ruling out that some mergers were anti-competitive. Thus, atask
for advocates of the restoring monopoly theory is to propose observable conditions under
which harmful foreclosure effects are likely to dominate pro-competitive efficiencies.

Experimental research similarly finds mixed support for the restoring-monopoly-
power theory. Martin, Norman and Snyder (2001) devised an experimental game
patterned closely on the Hart and Tirole (1990) model of vertical foreclosure. The
experimental results support the basic contention of the theory that private bilateral
contracting makes it difficult for an upstream monopolist to restrict quantity, and that a
partially integrated firm is more able to overcome this commitment problem and earn

higher profits. At the same time, the results cast doubt on the ability of upstream firmsto

17 See, for example, Chen and Riordan (2004), who study a price-setting spatially differentiated
downstream oligopoly.

18 Event studies yield ambiguous evidence on the competitive effects of vertical integration (Rosengren and
Meehan, 1994; Snyder, 1995; Mullin and Mullin, 1997).

19 These effects also contradict the raising-rivals-cost and facilitating-collusion theories discussed below.

2 This undoubtedly is a difficult task, but because the predictions of the theory depend on out-of-
equilibrium beliefs, about which observable evidence must be difficult to come by. What are lacking from
the general theory are robust predictions across a set of plausible beliefs (Segal and Whinston, 2003). See
earlier footnote.
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extract profits fully from the downstream industry with take-it-or-leave-it offers.
Consistent with the broader experimental literature on “ultimatum games’, downstream

players often reject “unfair” offersthat leave too little on the table.

Eliminating Markups

The case for a permissive approach to vertical mergersis stronger if firms have
market power in both upstream and downstream markets, and if effective price
discrimination in the intermediate goods market is difficult. The argument is clearest in
the artificial case of successive monopoly and no price discrimination.” The upstream
monopolist sets a uniform wholesale price W for the intermediate good. Taking W as
given, the downstream monopolist chooses a quantity Q to maximize [P(Q) - W]Q —
C4(Q). Assuming the downstream cost function Cy(Q) is smooth, and has awell defined
slope C4(Q) at every point, the quantity choice determines afinal price P = P(Q) that
adds a monopoly markup to the downstream marginal cost [W + C4'(Q)]. Thisyieldsthe
same outcome as an integrated monopoly if and only if the wholesale priceis equal to
upstream marginal cost, i.e. W = C,(Q'). The problem is that the upstream monopolist
has an incentive to raise W above its marginal cost. The upstream markup raises the

marginal cost of the downstream firm, leading to afinal price P above what an integrated

2 Martin, Norman, and Snyder (2001) also casts doubt on the validity of passive beliefs that Rey and Tirole
argue is appropriate when downstream firms choose quantities in advance of sales.

# The artificidity isplain. If thereisonly asingle customer for the intermediate good, then there can be no
resale market for the input, and therefore no reason for the contracting parties to restrict their attention to
uniform pricing. The argument makes more sense if the downstream industry is an oligopoly, and the
upstream monopolist cannot control resale. Even then, the monopolist might be able to depart from simple
uniform pricing by restricting the quantitiesit sellsto individual firms. For example, in the symmetric
case, the upstream monopolist could ssimply offer a quantity g* =Q*/N to each downstream firm for a take-
it-or-leave it price that extracted the monopoly profits. The downstream firms each would take the deal,
have no incentive for resale, and the upstream firm would earn the full monopoly profit. Such smple
guantity forcing isless attractive if the monopolist isincompletely informed about downstream profits, and,
therefore, unable to calculate Q*. Quantity forcing also failsif the upstream monopolist is unable to make
multilateral commitments (Hart and Tirole, 1990; Rey and Tirole, 2003).
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monopolist would charge. The vertical integration of successive monopolies eliminates
this “double marginalization” and resultsin alower price of the final good. By this
argument, vertical integration both raises profits and benefits consumers (Spengler,
1950).

The double marginalization argument for vertical integration breaks down if
sufficiently powerful contracts enable efficient price discrimination. Two-part pricing is
sufficient to the carry the argument. Let Q denote the fully integrated monopoly
quantity, and let W' = C,(Q") the upstream marginal cost corresponding to this quantity.
If the upstream monopolist sets a two-part tariff schedule W(Q) = F + W' Q, then the
downstream firm maximizes its profit by choosing Q . The upstream stream firm sets F
appropriately to fully extract the monopoly profit.”® Thus, consistent with the single
monopoly profit theory, two-part pricing enables the upstream monopolist to achieve the
same profit as a vertically integrated monopoly, and results in the same downstream
equilibrium price to consumers.?*

The double marginalization hypothesisis relevant, however, if inefficient
bargaining results in awholesale price above upstream marginal cost. Bargaining is
likely to beinefficient if there is an information asymmetry between the upstream and
downstream firms. In this case, it is hard for the upstream firm to know the value of Q',
and therefore is unsure of the correct value of W'. In this case, bargaining with
incompl ete information generally results in marginal wholesale prices above marginal

cost (Maskin and Riley, 1984), creating a double marginalization problem when the

3 Alternatively, the upstream and downstream monopolists bargain over A to divide the surplus. Efficient
bargaining maximizes the joint surplus by setting the slope of the wholesale price schedule equal to C(Q).
24 A drawback of the two-part tariff solution is that it provides poor incentives for quality, both at the
upstream and downstream level (Mathewson and Winter, 1984).
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downstream firm sets the final price® By eliminating the information asymmetry
between the upstream and downstream division, vertical integration eliminates a double
markup and lowers the final price to the monopoly level

The single monopoly profit theory assumes that the monopolized intermediate
good isin afixed proportion to the final good. The theory also failsif the downstream
technology uses the monopolized upstream input in variable proportions with other inputs
and it is not possible to control input usage contractually. In this case, any attempt of the
upstream monopolist to raise W prompts the downstream industry to substitute toward
other inputs. Thus, upstream monopoly pricing creates an input distortion compared to
the cost-minimizing input combination of avertically integrated firm. The unified
control of production in avertically integrated firm achieves a cost economy by
correcting the input distortion.”” The variable proportions case further illustrates the
importance of the power of contracts. In thiscase, an inability of an upstream monopolist
to dictate the input usage of downstream customers undermines the logic of the single
monopoly profit theory.

Empirical evidence on eliminating markups with vertical integration is mixed.
Chipty (2001) and Waterman and Weiss (1996) study the backward integration into

programming by cable systems operators (CSOs), and find various pieces of evidence

% The metering argument for tying (Telser, 1979) is an early version of this theory.

% See Riordan (1990) for a discussion of how vertical integration alters information structure.

" While the cost reduction from vertical integration puts downward pressure on prices, an accompanying
horizontal consolidation of the downstream industry has the opposite effect. Consequently, in the variable
proportions case, the net competitive effect of forward integration by an upstream monopolist is difficult to
determine without detailed information about industry structure (Perry, 1989). Abiru (1988) analyzes a
successive Cournot oligopoly in which the downstream industry has a constant elasticity of substitution in
production and with a constant elasticity of final demand, and presents conditions under which, holding
downstream horizontal industry structure constant, vertical integration resultsin lower final prices. These
conditions require that the “raising rivals' cost” effect of partia vertical integration is not too great
(Salinger, 1988), as discussed in the next section.
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consistent with double marginalization. First, vertically integrated CSOs are more likely
to carry their own premium programming (e.g. subscription movie channels), rather than
sharerentswith arival programmer. Second, and more importantly, integrated CSOs sl
more basic cable and premium subscriptions. Double marginalization is particularly
plausible in cable programming because it is the usual industry practice to price
exhibition rights for programming on a per subscription basis. Villas-Boas (2004), on
the other hand, finds no evidence of double marginalization in the pricing of yoghurt,
consistent either with the hypothesis that contracts between manufacturers and retailers
solve the double marginalization problem, or with the hypothesis that yoghurt

manufacturers lack market power.

Raising Rivals Costs (RRC)

A verticaly integrated firm might engineer an increase in rivals' costs by driving
up the price of a scarce input (Salop and Scheffman, 1987; Riordan, 1998). Scarcity is
indicated by an upward sloping curve for a competitively supplied input, meaning that a
positive shift in demand for the input elicits an expansion of supply only at a higher price.
By artificially increasing its own demand for the scarce input, the vertically integrated
firm elevates the market price of the input, thus raising the costs of its unintegrated rivals.
Vertical integration matters for this incentive, because self-supplied input requirements
areinsulated from the price increase.® Consequently, the higher input price impacts the
costs of the integrated firm and its downstream competitors asymmetrically. This cost-

raising strategy benefits the downstream operation of the integrated firm by causing rivals

2 pyt another way, by driving up the market price of input, the vertically integrated firm increases the value
of its own upstream assets. The greater returns of downstream foreclosure outweigh the higher opportunity
cost of these assets.

-21-



to exit the market or otherwise reduce their supply of the final good. While final
consumers are harmed by higher downstream prices, the exclusion of less efficient rivals
contributes to overall economic efficiency to the extent that market share shifts toward
the more efficient vertically-integrated firm. Riordan (1998) demonstrates that net effect
on economic efficiency is negative when an integrated dominant firm’s output market
shareis high relative to its input market share.”

Vertical integration might similarly benefit the downstream division of an
integrated firm by reducing competition in the upstream market (Ordover, Saloner, and
Salop, 1990). Consider an upstream oligopoly selling a homogeneous input to a
downstream oligopoly at a uniform wholesale price. Withdrawal of the integrated firm
from the input market, except for self-supply, might increase the market power of the
remaining upstream oligopolists, causing these firmsto raise prices to the downstream
market.* The resulting higher procurement costs disadvantage rival downstream firmsin
competition with the downstream division of the integrated firm. If the independent
downstream firms pass through these cost increases to final consumers even partially,
then market shareislikely to shift in favor of the integrated firm. Consumers will suffer
higher prices, unless there is a countervailing effect on prices from eliminating double
marginalization (Reiffen and Vita, 1995), and less choice if independent downstream

firms exit the market.

% This conclusion depends on the specifics of the dominant firm model: large dominant firm competing
downstream against a competitive fringe; perfectly competitive upstream market; no price discrimination in
upstream or downstream markets (Riordan, 1998).

% The vertically integrated firm might raise rivals’ costs by raising its input price rather than withdraw
entirely from the input market. Indeed, arefusal to deal by the vertically integrated supplier could beill
advised if it causesrival downstream firms to integrate backwards (Ordover, Salop, and Saloner, 1990;
1992).
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An issue for this RRC theory isthe credibility of the upstream division’s refusal
to deal with downstream competitors (Reiffen, 1992; Hart and Tirole, 1990). The
problem isthat it may beirresistible for the vertically integrated firm to undercut the
input prices of upstream rivals. After all, if there are profitsto be earned by selling to
downstream competitors, then the vertically-integrated firm would like to capture those
profits as long as the expense to its downstream profitsis sufficiently small. If the
upstream products are differentiated, so that upstream firms have alimited ability to steal
business from arival with asmall price cut, then credibility isless of anissueand a
vertical integrated firm has a greater incentive actually to execute a refusal-to-deal
strategy.® In contrast, if the upstream product market is homogeneous, then the vigor of
competition in the upstream market might be unaffected by vertical integration, leaving
both competitors and consumers unharmed.*

There are anumber of ways that a vertically- integrated firm might commit to
refuse to deal with downstream competitors. First, the vertically integrated firm might
establish areputation for exclusive self-supply. Suppose that a credible withdrawal by
the upstream division from the input market benefited the downstream division by
causing higher input prices to downstream rivals, as described above. Suppose further

that any deviation from the refusal-to-deal policy, presumably in the quest of short-term

3 Ma (1997) studies amodel with differentiated upstream goods in which avertical integrated firm has a
short run incentive to completely foreclose its downstream rival. An interesting feature of this model,
motivated by telecommunications and health care markets, is that the downstream firms sells to consumers
“options’ to purchase products in the future.

% This felicitous outcome does not occur if upstream competition has the structure of a descending price
auction, in which competing suppliers, observing each other’s offers, sequentially bid down prices. In this
case, the vertically integrated firm looks ahead and realizes that its bid for the business of independent
downstream firms will be met by further price-cutting by the upstream rivals. Such foresight convinces the
vertically integrated firm to offer higher prices or to stay out of the bidding atogether (Ordover, Salop, and
Saloner, 1992). This defense of the theory does not work, however, if intermediate goods contracts are
bilateral and private, in which case upstream rivals do not observe, and therefore are unable directly to
respond to, competing offers (Hart and Tirole, 1990).
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profits, creates expectations by upstream competitors that the vertically integrated firm
would deviate similarly in the future. In anticipation of this behavior, upstream
competitors cut prices, and theraising rivals cost strategy unravels. If the long-term
benefits of a credible refusal to deal exceed the short-term profit opportunities, then a
reputation for refusing to deal with competitorsis acredible one. Second, the upstream
division of the vertically integrated firm might design its product to be incompatible with
products or manufacturing processes of downstream competitors (Church and Gandal,
2000; Choi and Yi, 2000). This mechanism requires that design changes are sufficiently
costly, and that the technological incompatibility is effectively irreversible in the short-
run.>® Third, downstream competitors might be concerned that a vertically integrated
supplier would have an incentive to reduce the quality of the input, or reduce the quality
of complementary services. In this case, the distorted incentives of avertically integrated
firm automatically disadvantage its upstream division, thereby increasing the market
power of upstream rivals.

Downstream competitors might consider countermeasures to limit the damage
from arival’s vertical merger with an upstream supplier, including integrating backwards
also, or cultivating an alternative source of supply. In some cases, the threat of defensive
backward integration by rivals limits the raising rivals cost effect of vertical integration
(Ordover, Salop, and Saloner, 1990). An interesting, and at first blush surprising,
countermeasure for independent downstream firmsis to “make a deal with the devil” and
contract with the vertically integrated supplier at a supra-competitive price (Chen, 2002).

A rival downstream firm, by promising to pay the integrated supplier a profit on upstream

* The significance of technological compatibility is also emphasized in the economics literature on tying
(Whinston, 1990).

-24-



sales, weakens the integrated firm’ s incentive to compete aggressively in the downstream
market. This collusive effect of vertical contracting arises because the integrated firm
treats the foregone upstream profit as an opportunity cost of winning a downstream sale
(Chen and Riordan, 2004). Thus, the independent downstream firm, by contracting with
the upstream firm, effectively raises the opportunity cost of itsintegrated rival, thereby
driving up downstream prices and profits, to the detriment of final consumers. Inthis
case, the countermeasure reinforces the anticompetitive effect of vertical integration.

If two-part tariffs are available® then the raising rivals' cost effect of vertical
integration might reduce participation in the downstream market with no offsetting
double marginalization effect. Suppose an equally efficient rival upstream firm offersa
two-part tariff that sets the wholesale price equal to its marginal cost, while exercising
market power by setting a positive fixed fee. Then vertical integration has no effect on
the variable costs of the downstream industry, and does not result in higher downstream
prices unless independent downstream firms exit the market in response to the changed
vertical structure. If the vertically integrated firm refuses to deal with independent
downstream firms, then the resulting increased market power of upstream rivals could
trandate into higher fixed fees charged to downstream customers, and the resulting
higher fixed costs of market participation could cause some downstream firms to exit the
industry. A more concentrated downstream market profits the integrated firm, while

presenting consumers with less choice and higher prices.

% Two-part tariffs should not necessarily be interpreted as an exact description of contracting practices. An
equivalent pricing strategy is a step tariff such that inframarginal units sell at a higher price than marginal
unitsdo. The premia paid on the inframarginal unitsis equivalent to the fixed fee. Other forms of volume
discounting can be interpreted similarly.
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Similarly, araising rivals costs strategy can preserve the market power of a
vertically integrated firm by deterring entry into upstream and downstream markets.
Suppose that a potentia entrant has the present ability to enter the downstream market
with asuperior product by sinking a fixed cost, and a future ability to enter the upstream
market by investing in R&D. If the firm enters the downstream market only, then
bargaining with the upstream incumbent results in some distribution of rents between to
the two firms.* The new entrant might be able to capture additional rents from its
superior downstream product by integrating backwards when its R& D investment comes
to fruition. Thus, the most profitable entry strategy might be to enter the downstream
market presently and to enter the upstream market in the future. The vertically integrated
incumbent might deter thistwo-level entry strategy by depriving the entrant of present
revenue or raising the entrant’s present cost by refusingto deal. By effectively “tying”
the sale of itsintermediate good to the sale of its final good, perhaps technologically, the
vertically integrated firm forecloses competition in the downstream market, deters entry
into the upstream market, and preserves its market power (Carlton and Waldman, 2002).

Alternatively, atechnological tie that forecloses downstream rivals protects a
vertically integrated upstream monopolist from downstream innovation competition
(Gilbert and Riordan, 2005). By reducing compatibility with a monopolized intermediate
good, the vertically integrated firm discourages innovation by possibly more efficient
downstream competitors, and thereby protects the return from its own innovations. Such

technological tying by avertically integrated firm harms consumers and reduces

* Thisdivision of rents from bilateral bargaining deflects the single monopoly profit theory.
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economic efficiency if it forecloses more innovative downstream competitors.® In some
cases, however, technological foreclosure can increase economic efficiency by improving
innovation incentives of the vertically integrated firm.

In an early contribution to the new vertical foreclosure literature, Salinger (1988)
made the important observation that RRC effects can coexist with eliminating-double-
marginalization effects. Salinger (1988) considers amodel of successive Cournot
oligopoly, in which an intermediate good is transformed into a final good in fixed
proportions. Inthe model, upstream oligopolists (simultaneously and independently)
choose quantities, determining a uniform price of the intermediate good. Downstream
firms, taking the intermediate goods price as given, then choose their quantities,
determining a price of the final good.*” The exercise of market power at each stage of
production determines a markup of price above marginal cost. A vertical merger
eliminates an upstream supplier because the vertically integrated firm refuses to deal with
independent downstream firms, thus increasing the market power of remaining upstream
oligopolists, while creating a more aggressive downstream competitor who is able to
produce at marginal cost. The net competitive effect isambiguousin general. Klass and
Salinger (1995) contends that calculation of the net competitive effect usually is

impractical, because it requires too much detailed information about market structure.

% The single monopoly profit theory fails in the Gilbert-Riordan model because the upstream monopolist
is unable to price discriminate between alternative uses of the intermediate good, and therefore is unable
fully to extract monopoly profits from the downstream competitor.

37 On the surface, this appears to be an odd behavioral assumption. Even though the intermediate good isin
afixed proportion of the final good, a downstream firm acts as price-taker when purchasing the
intermediate good, but a quantity-setter when producing the final good. This conduct might be
rationalized, however, by assuming that firmsfirst at each stage simultaneously choose quantitiesa la
Cournot and then simultaneously choose prices a la Bertrand (Kreps and Scheinkman, 1983), athoughitis
unclear to what extent this interpretation depends on assumptions about rationing in the intermediate goods
market (Davidson and Deneckere, 1986).
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The Ordover, Saloner, and Salop (1990) RRC model assumes that upstream
competitors lack market power in the absence of vertical integration, thus eliminating any
possible efficiency gain from eliminating double marginalization. In this basic model,
vertical integration creates market power in upstream market, the exercise of which
results in higher wholesale prices to independent downstream firms. It is straightforward
to modify the theory to assume upstream market power in the non-integrated
environment, e.g. by assuming product differentiation. Such modifications introduce an
eliminating-double-marginalization effect that stands side by side with the raising-rivals -
costs effect of vertical integration (Reiffen and Vita, 1995).% If both effects are present,
with theraising rivals' cost effect driving prices lower and the double marginalization
effect driving prices higher, then the net welfare effect is ambiguous.

Empirical evidence provides some limited support for RRC theory. Chipty (2001)
and Waterman and Weiss (1996), discussed above in the context of double
marginalization, show that backward integration of CSOs into programming does result
in some market foreclosure. Vertically integrated CSOs tend to carry fewer premium
movie services, in addition to being more likely to carry their own, and are lesslikely to
carry arival basic movie service. Similarly, integrated CSOs are less likely to carry a
rival shopping network in addition to their own. This evidence is consistent with the
hypothesis that vertically integrated CSOs refuse to deal with rival programmers, or hold
out for more favorable terms. Gilbert and Hastings (2002) studies gasoline distribution,
and present evidence that a vertically integrated refiner charges higher wholesale prices

in cities where it competes more with independent gas stations. Thisisdirect evidencein

% |f upstream market power is due to quantity competition, then avertical merger that increases upstream
market power is not necessarily profitable (Salant, Switzer, and Reynolds, 1983)
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favor of the hypothesis that a vertically integrated firm seeks to raise the cost of
downstream rivals by raising wholesale prices. More complete supporting evidence
would demonstrate that rival refiners are capacity constrained and/or raise their wholesale
prices aswell. Hortacsu and Syverson (2005), discussed earlier, present preliminary
evidence that vertical integration of cement and concrete manufacturers leads to lower

final prices, contrary to RRC theories.

Facilitating Collusion

Antitrust and regulatory authorities have remained concerned that vertical
integration might facilitate collusion at upstream or downstream levels. Generaly,
successful express or tacit collusion requires reaching an agreement, monitoring
compliance, and punishing defections. Vertical integration might facilitate collusion by
aiding any of these activities.

The 1984 Non-horizontal Merger Guidelines of the U.S. Department of Justice
informally articulates several theories of harmful vertical integration. A primary concern
expressed in the Guidelinesis that forward integration might increase market power by
raising barriers to entry (DOJ, 1984, Section 4.21):

In certain circumstances, the vertical integration resulting from vertical
mergers could create competitively objectionable barriers to entry. Stated
generally, three conditions are necessary (but not sufficient) for this
problem to exist. First, the degree of vertical integration between the two
markets must be so extensive that entrants to one market (the “primary
market’”) also would have to enter the other market (the *““secondary
market’’) simultaneously. Second, the requirement of entry at the
secondary level must make entry at the primary level significantly more
difficult and less likely to occur. Finally, the structure and other
characteristics of the primary market must be otherwise so conducive to
noncompetitive performance that the increased difficulty of entry is likely
to affect its performance.
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A second concern of the Guidelinesis that forward integration might facilitate collusion
because it is easier for an upstream firm to monitor retail prices (DOJ, 1984, Section
4.221):

A high level of vertical integration by upstream firms into the associated
retail market may facilitate collusion in the upstream market by making it
easier to monitor price. Retail prices are generally more visible than
prices in upstream markets, and vertical mergers may increase the level of
vertical integration to the point at which the monitoring effect becomes
significant. Adverse competitive consequences are unlikely unless the
upstream market is generally conducive collusion and a large percentage
of the products produced there are sold through vertically integrated
retail outlets.

A third concern of the Guidelinesisthat avertical merger might eliminate a“ disruptive
buyer” who has a strong incentive to encourage a defection from a collusive agreement
(DOJ, 1984, Section 4.222):

The elimination by vertical merger of a particularly disruptive buyer in a

downstream market may facilitate collusion in the upstream market. If

upstream firms view sales to a particular buyer as sufficiently important,

they may deviate from the terms of a collusive agreement in an effort to

secure that business, therefore disrupting the operation of the agreement.

The merger of such a buyer with an upstream firm may eliminate that

rivalry, making it easier for the upstream firms to collude effectively.
These theories, particularly the last two, have not received much formal attention in the
economics literature.®

Nocke and White (2005) formalizes collusion by an upstream industry as a
subgame perfect equilibrium of arepeated game, at each stage of which downstream
product market competition follows the negotiation of supply contracts with upstream

firms. The theory demonstrates how vertical integration possibly facilitates collusion by

an “outlets effect”, a“reaction effect”, and a“lack of commitment effect”. The outlet

* | n addition to these three theories, the Guidelines also worry that vertical integration might enable public
utilities to evade rate regulation (DOJ, 1984, Section 4.23).
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effect means, that by foreclosing part of the downstream market, a vertically integrated
firm reduces the incentive of upstream rivals to defect from an agreement. The reaction
effect means that a vertically integrated firm is better able to punish defections of
upstream competitors by quickly increasing competition in the downstream market. In
contrast, a non-integrated market structure must wait to renegotiate supply contracts
before punishing a defection effectively. Finally, the lack-of-commitment effect means
that a vertically integrated firm finds a departure from upstream collusion less profitable
because of rivalry in the downstream market. Independent downstream firms are less
willing to deal with avertically integrated firm because of arational expectation that the
vertically integrated firm will expand in the downstream market if the collusion breaks
down. Weighing against these adverse effects of vertical integration is a* punishment
effect” of vertical integration. The punishment effect refers to the possibility that
acquisition of a downstream firm might increase the integrated firm’ s incentive to defect
from an upstream collusion by securing profits in the downstream market should the
collusion collapse. Animportant result of the paper isto show that the outlet effect of a
single vertical integration outweighs the punishment effect for a homogeneous-good
upstream industry. The paper also loosely relates the reaction effect to the Non-
Horizontal Merger Guidelines' theory that vertical integration facilitates collusion by
making it easier to monitor downstream prices, and the outlets effect to the Guidelines's
disruptive buyer theory. Nevertheless, these legal theories from the Guidelines till
have along way to go before finding a solid foundation in modern economic analysis.
Riordan and Salop (1995) sketches an informal theory of how information

exchange through avertically integrated firm facilitates upstream collusion. Suppose that
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the vertically integrated firm does not satisfy all of itsinput requirements internally, and
solicits bids from rival upstream firmsto supply its remaining requirements. The
vertically integrated firm potentially can use this information to monitor its upstream
rivals compliance with a collusive agreement. Moreover, the downstream division, in
the course of its ongoing communications with upstream rivals, might be able to engineer
an agreement to keep input prices high. For example, upstream firms might be able to
signal a proposed agreement via their bids to the downstream division. Inthisway, the
downstream division acts as a conduit for communication for the upstream industry.
Several conditions are necessary for such an exchange to have an anticompetitive effect.
First, the upstream industry must be otherwise conducive to horizontal collusion.
Second, the bid information received by the downstream division must be “ projectable”,
meaning that it is informative about prices upstream rivals charge to other downstream
firms. Thisismost likely to be the caseif price discrimination isinfeasible. Third, the
information must be unique, i.e. must not be available from an alternative source. These
requirements greatly narrow the circumstances in which a facilitating-collusion theory
based on information exchange potentialy is applicable. In any case, the Riordan-Salop
theory awaits formalization.

Chen and Riordan (2004) argues that vertical integration might facilitate an
effective cartelization of a downstream industry via exclusive contracts. Generally, an
upstream supplier might organize a cartel by contracting with a downstream industry to
restrict output and pricesto final consumers. A multilateral agreement toward this end
most likely would run afoul of Section 1 of the Sherman Act which bars contracts and

conspiracies “in restraint of trade.” The question remains whether an upstream supplier
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could achieve much the same outcome by entering into purely bilateral contracts with
individual members of the downstream industry. Exclusive contracts could prevent
downstream participants from defecting by contracting with alternative upstream
suppliers. However, the endeavor still hasto overcome a* commitment problem” similar
to the one in the restoring monopoly power theory. That is, having engineered a cartel

with exclusive bilateral contracts, the upstream “cartel ringmaster”*°

might have an
incentive to “cheat” by offering individual “sweetheart deals’ that destabilize the cartel,
and the ability to do so because there is no multilateral agreement to prevent it. Just asin
the restoring monopoly profit theory, vertical integration helps overcome the
commitment problem by changing the incentives of the upstream supplier, whose
downstream division suffers the consequences of any sweetheart deal extended to a
downstream competitor. If theintegrated firm cannot commit credibly to restrict its own
sales to consumers, then the effective cartelization is only partial and fails to replicate the
monopoly outcome. Nevertheless, the theory does explain higher pricesin the
downstream market as a consequence of vertical integration cum exclusive dealing,

together with the exclusion of equally or even more efficient competitorsin the upstream

market.

0 K rattenmaker and Salop (1986) originally introduced the “ cartel ringmaster” theory to describe a
situation in which a downstream firm organized a supplier cartel to exclude downstream competitors.
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1. SELECTED CASES

News Corp. — DirectTV Acquisition

News Corp. (NC) acquired from General Motors a controlling interest of Hughes
Electronicsin 2003.**  The FCC approved the acquisition subject to certain conditions.*
The FCC conditions among other things required NC to make its programming available
to multi-channel video program distributors (MVPDs) on a non-exclusive and non-
discriminatory basis, and required the commercial arbitration of disputes regarding
certain kinds of programming. The Justice Department determined not to challenge the
merger, stating that the FCC conditions addressed its main concerns about the
transaction.

The FCC correctly identified the NC acquisition as a vertical merger of video
programming and distribution assets. Hughes Electronics owned DirectTV, one of the
two major direct broadcast satellite (DBS) companies in the United States, the other
being EchoStar. The DBS providers compete in the MV PD market with cable system
operators (CSOs) across the United States, although cable service is not available in some
rura areas. Typicaly, thereisasingle CSO inlocal markets. NC, through its subsidiary

Fox, owns an assortment of video programming assets, including regional sports

networks (RSNs) and local broadcast television stations.

“I News Corp. acquired 34% of Direct TV shares, and a corresponding entitlement to several seats on the
board of directors.

2 ECC authority for approval of the merger stemmed from its obligation to determine that the transfer of
certain licenses and authorizations from General Motors to News Corp. were in the public interest.
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The FCC identified the relevant upstream product market as video programming
services, distinguishing separate markets for RSNs among others.*® The Fox RSNs have
exclusive rights to exhibit major sports events, including games played by popular
regional sportsteams. The FCC identified the relevant downstream product market to be
MVPD services. The FCC rejected the idea that television broadcast stations are
sufficiently close substitutes to be included in the same downstream market, and
therefore found that the merger raised no horizontal concerns. The FCC also determined
the relevant geographic market for regional sports programming to be the distribution
footprint of the RSN, and the geographic market for MV PD services to be the franchise
area of therival CSO.*

The FCC recognized that MV PD markets are highly concentrated. Most relevant
MV PD markets have three major participants, the two DBS companies and the local
CSO. The CSOstypically have the lion’s share of these markets. At the time of the
acquisition, DirectTV had 13% and EchoStar an even smaller share of MV PD markets
nationally. There are evidently substantial barriersto entry into MVPD markets. The
FCC concluded that NC had significant power in the market for RSN programming. The
argument relied on the idea that, for many consumers, there is not a close substitute for
the ability to watch their favorite teams on aregular basis. Thus, the market power of an
RSN derives from the underlying market power of the sports teams for which it holds

exclusive exhibition rights.

“*3 The FCC also identified a separate market for local broadcast television programming, and a separate
market for non-sports and national sports programming. Our discussion ignores these markets for the sake
of brevity.

* Thus, the FCC implicitly ignored rural markets lacking a CSO.
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The FCC described contracting practicesin the relevant intermediate product
market only briefly. License feesfor video programming depend on the number of
subscribers and may involve quantity discounts. Other conditions might include control
of advertising slots and concessions to carry additional programming.

The FCC considered araising rivals' cost theory based on the idea that the
merged entity might have an incentive to foreclose permanently rival MV PDs access to
Fox RSNs. The FCC staff analysis employed straightforward vertical arithmetic.
Suppose that NC refuses permanently to supply RSN programming to a CSO with whom
it competesin alocal MVPD market. NC loses the affiliate fees paid by CSO for the
right to carry the RSN, as well as advertising revenues attached to subscribers of the
CSO. Some subscribers who care about the rival RSN will defect to DirectTV.
Therefore, NC will earn increased affiliate fees from DirectTV, and, by virtue of its
partial ownership of DirectTV, a share of the profits from these new subscribers
including associated advertising revenues. The FCC concluded that the losses
outweighed the gains from permanent foreclosure under plausible assumptions about
consumer behavior (FCC, 2004, Appendix D).

The FCC nevertheless concluded that the vertical merger would enable NC to
increase the price of RSN programming to MVPDs. This conclusion was based on a
novel theory that the merger would increase NC's bargaining power by increasing its
incentive and ability to withdraw programming temporarily in the course of negotiations
over terms and conditions of carriage. The FCC summarized its theory as follows (FCC,
2004, 14):

(O)ur analysis of the principal allegations of competitive harm in the
record demonstrates that this vertical integration has the potential to
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increase the incentive and ability of News Corp. to engage in temporary
foreclosure bargaining strategies during carriage negotiations with
competing MVPDs for two types of “must have video programming
products — broadcast television station signals and regional cable
programming sports networks — in order to secure higher prices for its
programming. Although New Corp., like other broadcast networks,
engages or attempts to engage in this sort of behavior today, ownership of
a competing MVPD platform with a national footprint means that News
Corp. would stand to gain from any subscriber losses the affected MVPD
suffers during the period of foreclosure when those subscribers move over
to its competing MVPD platform to access the desired programming. The
ability to gain revenues via its ownership interest in DirectTV thereby
helps offset any temporary losses that News Corp. would suffer from
withdrawal of its programming from the competing MPVD in terms of lost
advertising and/or affiliate fee revenues. This offsetting revenue gain
makes use of the strategy more tolerable to News Corp post-transaction
than it was pre-transaction and thereby increases the likelihood and
frequency of its use. This lowering of the cost of foreclosure to News
Corp. from present levels fundamentally and substantially alters the
bargaining dynamic between the program supplier and the competing
programming distributor to the benefit of the former at the expense of the
latter and its subscribers. To the extent that News Corp. succeeds in using
temporary foreclosure strategies to extract supra-competitive prices for its
programming, these transaction-specific higher programming costs are
likely to be passed through as higher MVPD prices, which in turn would
harm consumers.

Thus, the FCC concluded that vertical integration increased NC' s bargaining
leverage in negotiation of carriage agreements with CSOs to the detriment of
consumers.

In order to further justify its temporary foreclosure theory, the FCC resorted to
what seems an odd theory of consumer inertia (FCC, 2004, 179):

In markets exhibiting consumer inertia, among other things, temporary
foreclosure may be profitable even where permanent foreclosure is not,
because, during the period of foreclosure, downstream customers may
switch to the integrated firm’s downstream product and, due to inertia,
then not immediately switch back to the competitor’s product once the
foreclosure has ended. Consumers choosing an MVPD are subject to
inertia and partial lock-in, because, among other things, there are
switching costs associated with changing providers and some MVPDs,
including DirectTV generally require one-year contracts. Thus,
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temporary foreclosure may generate profits that continue for a longer

period than the period of upstream losses caused by the reduction in

demand for the input.
The theory seems odd because it appears to assume that inertia only worksin one
direction, suggesting consumer irrationality. Inertiathat discourages consumers
from switching back to a preferred MV PD might be expected also to give the
same consumers pause before switching MV PD providersto avoid an only
temporary lossin their favorite programming. If switching costs are large, then a
rational consumer would not switch if they expected only a short-lived
withdrawal of programming from their otherwise preferred MVPD. Moreover, it
isnot clear why rival MV PDs do not solve the problem of consumers leaving for
temporary reasons by requiring a one-year contract.

The FCC nevertheless concluded that NC had a heightened post-merger
incentive for temporary foreclosure based on an analysis that assumed foreclosure
lasted only one month, while defecting consumers returned to their previous
MVPD only slowly. The short-lived withdrawal of the RSN from arival CSO
obviously limited the lost profits of the upstream division, while consumer inertia
stretched out the downstream gains from foreclosure over a sustained period. The
FCC based its projections of consumer behavior in response to temporary
foreclosure on an empirical analysis of apreviousisolated incident in which a
regional sports network temporarily withheld programming from a CSO.

The FCC argued that NC' s enhanced bargaining power from the vertical merger
would harm consumersin two ways. First, higher priced RSN programming resulting

from NC’ s enhanced bargaining power would at least partly be passed on to consumersin
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the form of higher subscription prices. Second, consumers would be deprived
temporarily of valuable sports entertainment if NC actually executed a temporary
foreclosure strategy. Standard bargaining theory suggests that the first effect is the more
important one. A greater threat of temporary foreclosure should enable NC to obtain
more favorable terms without ever having to carry out the threat.

It isinteresting to consider the relevance of the single monopoly profit theory for
this case. Suppose that, prior to the merger, NC made a profit-maximizing take-it-or-
leave-it offer of terms and conditionsto a CSO for the right to carry its RSN
programming. Then, according to the single monopoly profit theory, vertical integration
with DirectTV does not enable NC to extract any additional profit from the CSO, because
NC isaready fully extracting a maximized profit. A defect of the single monopoly
profit theory isits assumption that, prior to the merger, NC commits to withhold
programming permanently if its take-it-or-leave-it offer isregjected by the CSO. A
problem with assumption isthat, if the CSO rejects the offer, then NC has an incentive to
make a concession in order to retain the MVPD’s business. In other words, the take-it-
or-leave-it offer is not credible, in which case the give-and-take of bilateral bargaining
might frustrate NC from fully extracting monopoly profits. Indeed, the FCC concluded
that a permanent withdrawal of programming was not a credible threat. The FCC
concluded that the vertical integration would strengthen NC bargaining power in bilateral
negotiations, by reducing the opportunity cost of atemporary withholding of

programming. Thus, while there is only a single monopoly profit on the table, vertical
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integration allows an upstream firm to claim more of it because of increased bargaining
power.*

The restoring monopoly profit theory was given little weight in the case, partly
because the FCC’ s program access rules limited NC’ s opportunities for exclusion and
price discrimination, and the vertical merger did not lessen these limitations. Moreover,
NC offered to commit not to discriminate or enter into exclusive arrangements even
beyond the scope of the program accessrules. The FCC incorporated these commitments
into its conditions for approval of the merger. Itisironic that, according to the restoring
monopoly theory, such commitments enforced by a government agency, might increase
the ability of an upstream firm to extract monopoly profits from the downstream industry
(Whinston, 2003). Thus, it is conceivable that the non-discrimination conditions of the
merger had an anticompetitive effect, apart from any effect of vertical integration. Such a
concern apparently was not explored in the case.

Other possible theories of competitive effects or vertical integration were not
given much attention. The FCC recognized possible efficiencies from the elimination of
double marginalization, but doubted that these efficiencies were sufficient to overcome
theraising rivals cost effect of the merger on consumer prices. The FCC did not
consider explicitly the effect of NC’'s changed incentives on the market power of other

providers of sports programming.

“> Rogerson (2003b, Appendix) argued this point with a simple reduced form model of Nash bargaining.
Nash's theory of bargaining assumes that parties to a transaction proportionally divide the surplus value of
atransaction, which isthe value over and above the value of the “outside” opportunities of the parties
should bargaining break down. Vertical integration arguably increased NC' s outside opportunity, because
NC partialy internalized the benefit to DirectTV of temporary or permanent foreclosure of DirectTV's
cable competitors. See also Salop and Woodbury (2003, Appendix) for asimilar argument in the context of
the CRS proceeding discussed next.
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CRS Proceeding

In 2004 the U.S. Department of Transportation (DOT) determined to deregulate
airline computer reservation systems (CRSs). Thefina rulemaking phased out a host of
non-discrimination requirements and contracting prohibitions installed by the Civil
Aeronautics Board (CAB) from 1984, and by the DOT from 1982 when it took over
regulatory authority. Prominent among the regulations was a rule against “display bias”
—aCRS could not present information in aformat that gave preferential treatment to a
particular airline. The DOT concluded that market conditions had changed to make
continued regulation of the CRS industry unnecessary. The changed market conditions
included divestures of CRS ownership by the airlines and especially the growing
importance of the Internet for booking flights.

The market for CRS servicesis a“two-sided market”. The CRS industry provides
airline flight information, booking, and ticketing services to travel agents. To produce
these services, CRS firms grant access to airlines to provide flight information and
receive booking through the system. The airlines typically pay the CRS firm afee for
each booking, with the size of the fee depending on the “level of service’, i.e. the quality
of information and booking capabilities the airline is able to provide on the system. Most
travel agents obtain CRS access for free, and many receive signing bonuses and rebates
for bookings. In addition, CRS providers give volume-related incentives to induce a
subscriber to increase its bookings through that system. The two sets of transactions —
with airlines on the one hand, and travel agents on the other —obviously are

complementary.
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The two-sided nature of the CRS market makes product market definition tricky.
The U.S. CRS industry is comprised of four firms: Amadeus, Galileo, Sabre, and
WorldSpan. From the perspective of travel agents, the different CRSs are close
substitutes in the long run. The market for travel agent services apparently is highly
competitive, and travel agents who fail to serve consumers well by providing clear and
accurate information on alternatives lose consumers to competitors offering better
service. Consequently, travel agents have an incentive to favor a CRS that eschews
display bias to serve consumers better. Moreover, larger travel agents subscribe to
multiple CRSs, and can switch between systems easily. In the short run, however, many
smaller travel agents use asingle CRS, apparently because of the time and training it
takesto learn how to use a particular system. Consequently, airlines need accessto a
particular system to reach the consumers served by the travel agents who use only that
system. Thus, from the perspective of airlines, the different CRSs are not perfect
substitutes for reaching customers. Accordingly, the DOT viewed the CRS firms each to
be a monopoly access provider to airlines, and determined that each of the four systems
comprised arelevant market. With this market definition in hand, the DOT concluded
that CRS firms possess significant market power vis-a-vis the airlines, while observing
the continuing erosion of this market power by Internet distribution.

U.S. airlines were integrated forward into the CRS market when the DOT (and
previously the CAB) adopted its rules governing the market. For example, United owned
Galileo, and American, Delta, and Northwest jointly owned Worldspan. This vertical
integration raised concerns that the CRS firms would discriminate in favor of their

owners, and that airlines would discriminate in favor of CRS firms in which they had an
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ownership interest. Thefirst concern led to rules prohibiting display bias, effectively
requiring the CRS industry to provide non-discriminatory accessto airlines. The second
concern led to amisguided rule requiring airlines with a significant ownership interest in
a CRS to purchase access to other systems at “reasonable”’ fees. This purchase mandate
seemed destined to create or increase the market power of a CRS, given inevitable
ambiguity about the meaning of reasonable.

During the course of the DOT proceeding, all U.S. airlines divested their
ownership interest in CRSs.*® This change in market structure, together with the growing
importance of Internet distribution, helped motivate the DOT’ s deregulation of the
industry.*” The DOT assumed that independent CRSs had an incentive to sell display
bias to the highest bidders, and recognized that the practice could mislead consumers and
distort competition. Nevertheless, the DOT determined to eliminate its rule against
display bias after six months (effective July 2004). Its explanation was that “ongoing
developments’ — ak.a. the Internet - would continue to erode CRS market power over
time, and provide travel agents and consumers with alternative sources of information.

The DOT expressed its concerns about display bias with the following raising
rivals cost theory. First, busy travel agents are more likely to book flights displayed
first, even if those flights are less convenient or more costly to consumers. Second, by
shifting demand to favored airlines, display bias might cause disadvantaged rivalsto offer
fewer flights, or even to exit amarket. Third, a consequent reduction in the capacity or
the number of competitors might result in higher fares and fewer flights to the detriment

of consumers. The last step of thisargument is a dlippery one, because, by the same logic

6 Amadeus was owned partially by three European airlines.
" Salop and Woodbury (2003) argued on Sabre’s behalf that a vertically integrated CRS had an RRC
incentive to raise the price of CRS access to riva airlines, and presented a bargaining model to that effect.
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of the first two steps, display preference could cause the favored airline to add more
flights and enter new markets. Indeed, it seemsafair presumption that adisplay
preference purchased by an airline lacking significant market power increases
competition. But a pro-competitive defense does not apply to a dominant firm using
display biasto deter entry or eliminate competition and maintain or extend its market
power.

It isinteresting that the DOT did not argue that vertical integration necessarily
increased the incentive for display bias, even though it alluded to the changed vertical
structure of the CRS industry as amotivation for its deregulation. The DOT noted that
“(o)bviously a system that is not owned or controlled by aU.S. airline will not have the
same incentives to prejudice the competitive position or rival airlines.” Nevertheless, the
DOT went on to conclude that an independent CRS likely would have the ability and
incentive to sell preferential display treatment. Moreover, it isat least conceivable that a
dominant firm has an incentive to purchase preferential treatment with an exclusionary
intent. Thus, the DOT’s analysis begs the question of whether vertical divestiture
reduced the ability or incentive for anticompetitive display bias.

The single monopoly profit theory seems to apply to the CRS market. The DOT
found that each CRS firm had monopoly power vis-a-vis the airlines. If selling
preferential display treatment to an airline maximizes profits, then a CRS will do so, and
there is no further monopoly profit gained by vertical integration with an airline. An
airline can bid for preferential treatment from the independent CRS firm, and should not
expect that acquiring an ownership share is aless expensive means of purchase.

Therefore, the demand for preferential display biasis not obviously a motive for vertical



integration, perhaps explaining why airlines divested their ownership in CRSs by the end
of the proceeding.

The restoring monopoly power theory also plausibly applies to the CRS industry,
although the DOT did not explicitly consider this. Suppose that a CRS firm would
maximize profit by committing not to engage in preferential display bias, but that such a
commitment is unenforceable because of contractual incompleteness. If airlines wereto
agree to high booking fees on the promise of neutral display bias, then the CRS firm
might have an incentive to break its promise and offer preferential treatment to one of
them. Anticipating thisincentive, the airlines would refuse to pay such high feesin the
first place. If this commitment problem were a serious one, then the CRS industry
presumably would have lobbied the DOT to keep its display biasrulesin place.
Apparently, this was not the case. And if commitment were not a problem, then a most
favored customer clause would seem to be an effective contractual device for dealing

with the problem.

Premdor—M asonite Merger

In 2001, the DOJ challenged Premdor’ s acquisition of Masonite from
International Paper Company. The DOJidentified the relevant downstream market to be
molded doors, and the relevant upstream market to be molded doorskins. Molded doors
are manufactured by pressing molded doorskins onto a flat door. Premdor manufactured
molded doors, and Masonite manufactured molded doorskins among other things. Prior
to the merger, Premdor had only limited capacity to produce molded doorskins, and

purchased most of its doorskins requirements from Masonite. There was one other major
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competitor in each of the two markets, a vertically integrated molded door manufacturer
referred to as the “non party firm”, who produced molded doorskins mostly but not
exclusively for its own requirements, as well as fringe door-makers. The DOJ settled its
complaint with a consent agreement requiring Masonite to divest one its doorskin plants
to anew entrant into the upstream market.

The DOJwas concerned primarily that the vertical merger would facilitate
collusive pricing in the upstream market for molded doorskins. The DOJ thought that the
ability of Premdor to integrate backward by internal growth disciplined coordinated
pricing by Masonite and the non-party firm in the molded doorskin markets, and that the
merger would eliminate this discipline. Thus, the DOJ identified facilitating collusion in
the upstream market to be an anticompetitive horizontal effect of the merger.

The DOJ was concerned also that the merger facilitated collusion in the
downstream market for molded doors (U.S. v. Premdor, 2001, p. 6):

In addition, Masonite acts as a significant competitive constraint in the

interior molded door market. Premdor and the non-party firm have an

incentive to coordinate pricing to reduce output. Coordination would

reduce the output of interior molded doors, and lead to higher door prices.

However, such an output reduction would also reduce the output of

interior molded doorskins sold in the United States, harming Masonite.

Thus, Masonite would have an incentive to disrupt such coordination

through increased sales to the other non-vertically integrated door

manufacturers. After the proposed transaction, a vertically integrated

Premdor/Masonite combination will not have the same incentive to defeat

coordination in the interior molded door market by increasing sales to the

non-integrated door manufacturers since the combined company would be
competing against those door manufacturers, and would benefit from an
increase in the prices of interior molded doors.

The DOJ s sketchy theory that vertical integration facilitates tacit collusion

downstream to my knowledge does not have any counterpart in the game-theoretic

economics literature on collusion. The DOJ stheory of coordinated conduct, however,
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does seemrelated to araising rivals' cost theory of unilateral upstream conduct. By the
merger Masonite gains an incentive to raise the price of doorskins to unintegrated
downstream rivals, because of the benefit to Premdor of softer downstream competition.
Thisincentive to raise the costs of downstreamrivals' after the merger undermines a
prior incentive of Masonite to counteract downstream collusion by cutting pricesto fringe
doormakers. Thus, the merger facilitates downstream collusion according to araising
rivals coststheory.

The DOJ aso implicitly identified a possible double marginalization effect, but in
such away as to argue that the cost economies from the vertical merger would facilitate
collusion in the downstream market. The DOJ argued that the “non-party firm acts as
significant competitive constraint in both the upstream and downstream markets’ because
of cost advantages. The DOJ argued that this cost advantage would largely evaporate
after the merger, possible because of eliminating of markups or coordination economies.
The DOJ argued that cost economies from the vertical merger would facilitate collusion
by narrowing the non-party firm'’s cost advantage and thereby blunt itsincentive to
deviate from coordinated pricing to gain additional market share.

Finally, the DOJ suggested that the vertical merger would facilitate collusion by
changing the information structure of the market. Collusion in the upstream market was
impeded by the fact that Masonite could not monitor easily the vertically integrated non-
party firm’s supply of molded doorskinsto itself. Masonite gained better information on
the downstream market for molded doors once it integrated with Premdor. Thus, it would

be easier for the two vertically integrated firms to coordinate downstream prices of
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molded doors. Thisisan interesting ideathat, to my knowledge, has not been analyzed

formally in the economics literature.

V. FRAMEWORK

A general presumption that vertical integration is pro-competitive is warranted by
asubstantial economics literature identifying efficiency benefits of vertical integration,
including empirical studies demonstrating positive effects of vertical integration in
various industries. However, thereis also agrowing body of academic literature
identifying possible anticompetitive effects of vertical integration in particular
circumstances, including empirical evidence that particular vertical integrations may have
had harmful or mixed competitive effects. Moreover, even a convincing demonstration
that vertical integration in a particular industry is pro-competitive “on average” does not
eliminate the possibility of harmful effectsin asignificant fraction of cases. Thus, atask
for legal and economic analysisto identify those particular (and perhaps relatively few)
circumstances in which vertical mergers reduce, or regulatory restraints on vertically
integrated firmsincrease, consumer welfare.

This section sets forth a three-step framework for evaluating the competitive
effects of vertical integration based on the more elaborate framework proposed in
Riordan and Salop (1995).® Thefirst step evaluatesif vertical integration is likely to
raise the costs or otherwise damage the viability of competitors, or make collusion easier.

The second step evaluates likely adverse consequences for consumers, e.g. higher prices,

“8 Riordan and Salop (1995) separately consider input and customer foreclosure, and address competitive
effectsin ancillary markets. Riordan and Salop (1995) also discuss evasion-of-regul ation theories beyond
the scope of the present essay.
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lower quality, or less product variety. The final step puts possible efficiencies of vertical
integration into the balance to evaluate net competitive effects. The three-step
framework is useful either for weighing the merits of avertical merger, such as the
NC/DirectTV and Premdor/Masonite mergers, or for pondering the usefulness of
restrictions on the conduct of aregulated industry, such as the CRS industry.

A usual preliminary step isto evaluate market power at the upstream and
downstream levels by analyzing the structure of these markets. If upstream and
downstream markets both are unconcentrated, then vertical integration is unlikely to
enable or extend the exercise of market power unlessit is by superior efficiency.
Similarly, low entry barriers into the upstream and downstream industries might preclude
anything but afleeting increase in market power from vertical integration. If entry is
easy, then any attempt by a vertically integrated firm to raise prices, likely would be met
by timely new entry or expansion of competitors sufficient to restore consumer welfare.

A preliminary analysis of market power, however, often is premature. A problem
with a market concentration screen isthat it focuses controversy on market definition,
and distracts from the fundamental question of whether vertical integrationislikely to
raise prices or otherwise injure consumers. In the CRS proceeding, the DOT determined
that each CRS was a monopoly, but did not analyze satisfactorily how vertical integration
changed incentives for display bias, and therefore did not explain clearly whether and
how the vertical divestiture of CRSs by airlines helped justify its decision to deregulate
the CRSindustry. Similarly, a potentia problem with a preliminary entry barrier screen
isthat it is difficult to determine the likelihood, timeliness, and sufficiency of entry

without first evaluating the competitive effects of vertical integration (Salop, 2000).
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Moreover, reliable quantitative measures of entry barriers are difficult to come by, and a
convincing evaluation of entry barriers often ultimately requires a coherent analysis of

competitive effects.

Step 1: Impact on Rivals Costs and Viability and on Facility to Collusion

The first step evaluates the likely effects of vertical integration on the unilateral
and coordinated conduct of participantsin relevant markets. Vertical integration might
increase the costs or otherwise damage the viability of competitors, or might better enable
tacit or express collusion. Such effects might occur either in upstream or downstream
relevant markets. A vertical merger potentially injures downstream competitors by
raising their costs or by making their product less attractive to consumers. Such injuries
might be accomplished by denying, degrading, or raising the price of accessto an
important input for which there are no close substitutes (“input foreclosure”). Vertica
integration also potentially harms upstream competitors. A refusal to deal by the
downstream division of avertically integrated firm might shrink the customer base of
upstream rivals (“customer foreclosure”). A reduced customer base can threaten the
viability of downstream rivals by compromising economies of scale and discouraging
investments in product and process improvements necessary to remain competitive.

A convincing input foreclosure theory of harmful vertical integration has two
crucial elements. First, equally cost-effective substitute inputs are unavailable. Second, a
vertically integrated firm has an incentive to withdraw from the input market or raise the

price of theinput. If avertically integrated firm remains ready and willing to compete
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aggressively to supply downstream rivals, then vertical integration does not increase the
market power of rival input suppliers.

A convincing theory of customer foreclosure similarly has two major elements.
First, vertical integration must reduce the customer base of rival upstream firms at given
prices. For thisto happen, the downstream division of the integrated firm must have the
incentive to refuse to deal with or to reduce its purchases from outside suppliers.
Moreover, rival upstream firms must lack the incentive or be unable easily to expand
salesto other downstream customers. If the upstream division of the integrated firmis
capacity constrained, or if the integrated firm withdraws from supplying the downstream
market, perhaps pursuant to an input foreclosure strategy, then rival upstream suppliers
arguably would suffer little or no net decrease in demand from the resulting realignment
of customer-supplier relationships. Second, the reduced customer base must place rival
upstream firms at a competitive disadvantage to the integrated firm. There are various
ways for thisto happen. A reduced customer base might sacrifice economies of scale or
scope, thus raising the marginal costs of rival upstream firms. |If the resulting cost
disadvantage were sufficiently great, then rivals might leave the market. Otherwise,
higher marginal costs might cause rivals to stem profit losses by raising prices resulting
in afurther loss of customers. A reduced customer base might also cause upstream rivals
to reduce investments in process innovation or product improvement. Innovation isitself
a source of scale economies, because any reduction in the unit cost or a price premium
for higher quality is captured on the entire customer case. Thus, areduced customer base

reduces the returns to innovation.
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Input foreclosure was a central concern of the FCC in NC/DirectTV. The FCC
identified RSNs as “must have” programming for many MV PD consumers because there
is no good substitute for watching their favorite teams on television. Resale of the
programming isillegal, and piracy is not very attractive because of the time sensitive
nature of sports entertainment. The key issue was whether, after acquiring DirectTV, Fox
had a heightened incentive to withhold access to RSN programming or raise the price of
RSN programming to MVPD competitors. The FCC concluded that after the merger Fox
would not have an incentive permanently to deny competitors accessto RSN
programming, but did have a greater incentive temporarily to withhold programming in
the course of bargaining over terms of program carriage. The enhanced threat of
temporary foreclosure would increase Fox’ s bargaining power, and enable Fox to raise
the price of RSN programming to MVPD competitors.

Input foreclosure was aso at issue in the CRS proceeding. Display biasin favor
of avertically integrated airline potentialy disadvantagesrival airlines. While accessto
each CRSwas crucia for an airline to reach all customers, the Internet was fast becoming
an alternative important source of access. Extrapolating the rising importance of Internet
distribution, the DOT determined that display bias by a CRS was less likely serioudly to
disadvantage rival airlinesin the future. In other words, the DOT believed that Internet
bookings were quickly becoming an equally cost-effective substitute for bookings with
traditional travel agents.

In the Premdor case, the DOJ argued that, after the merger, Masonite had an
incentive to raise the price of molded doorskins to independent molded door

manufacturers. The DOJdid not address explicitly the possibility that the non-party firm
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might expand to serve independent downstream competitors, but, if the case had gone to
trial, the DOJ might well have argued that the vertically integrated non-party firm would
exercise increased market power by likewise raising prices to independent downstream
rivals. The DOJ did express the doubt that entry in the molded doorskin market would be
“timely, likely or sufficient to prevent the exercise of market power that the two
dominant, vertically-integrated firms would be able to collectively exercise following the
merger.”

Vertical integration also might increase the ability and incentive for tacit or
express collusion by changing the information structure of markets. If avertically
integrated firm contracts out for some of itsinput requirements, then the downstream
divison may obtain price quotes and possibly other competitively sensitive information
from upstream competitors. The downstream division can transmit this information to
the upstream division, and similarly can transmit information in the opposite direction in
the course of commercial communications with outside suppliers. Thus, the downstream
division of avertically integrated firm potentially is a conduit for information exchange
that potentially increases the likelihood of coordinated conduct.

In order for information exchange stemming from vertical integration to raise
competitive concerns, several conditions are necessary. First, the input market must
otherwise be conducive to collusive conduct. For example, if the input market is
unconcentrated, then information exchange is unlikely to increase the likelihood of
coordinated conduct. Second, the exchanged information must be “projectable” to other
competitive bidding situations. For example, if the vertically integrated firm is uniquely

situated, then the input prices quoted to the downstream division may not be indicative of
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the prices quoted to other customers. Finally, the exchange information must be
“unique’, in the sense that the same or closely similar information cannot be
communicated readily via other legal channels. Absent these conditions, it is unlikely
that the changed information structure resulting from vertical integration facilitates
collusion.

In the Premdor case, the DOJ argued that the upstream market was conducive to
coordinated conduct because of high concentration and a homogeneous product, and
argued further that the merger eliminated Premdor’ s incentive to integrate backwards in
response to higher doorskin prices. The DOJ aso argued that reduced cost asymmetries
between Premdor-Masonite and vertically integrated non-party firm made it easier for the
two firms to monitor and punish defections from an express or tacit agreement. For
example, prior to the merger, Masonite did not operate in the downstream market and
consequently lacked information on the conduct of its vertically integrated rival. Thus,
the DOJ suggested, at least obliquely, that the merger improved communication between

upstream firms by giving Masonite a presence in the downstream market.

Step 2: Anticompetitive Impact on the Output Market

It iswidely agreed that competition policy should concern itself with injury to
consumers rather than mere injury to competitors. Competitive markets generally
improve economic welfare by weeding out less efficient competitors. Consequently,
policies that protect inefficient competitors may undermine competitive processes to the

ultimate detriment of consumers.  Consumer injury results from input or customer



foreclosure only if output pricesrise, product quality decreases, or consumer have fewer
choices.

Final consumers are injured by vertical integration if upstream suppliersraise
prices, due to either increased market power or higher costs, and downstream firms pass
on these priceincreases. Input foreclosure provides abasis for increased market power,
while customer foreclosure provides abasis for higher upstream costs. Consumers are
also harmed if left with fewer choices because downstream firms exit, or lesser quality
choices because downstream or upstream firms reduce investments in product
improvement. Inthe NC/DirectTV case, the FCC concluded that Fox would exercise
increased bargaining power resulting from vertical integration by raising the price per
subscriber of RSN programming,*® and concluded with little discussion that rival MVPD
firms would pass on these higher costs of RSN programming to consumers in the form of
higher prices.

In the Premdor case, the DOJ argued the merger facilitated upstream market
collusion via araising rivals cost effect on independent rivals in the downstream market
for molded doors. A possible problem with this theory is that, after the merger, Premdor
might have a greater incentive to expand in the downstream market, which could disrupt
upstream collusion with the vertically integrated non-party firm. The DOJ, however,
simultaneously advanced atheory of downstream market collusion. It is conceivable that
successful downstream market collusion would control Premdor’ s incentive for

expansion. Theinterplay between these theories of collusion at two different market

9 My understanding is that cable programming contracts typically establish awholesale price per
subscriber. The reason for this standard contracting practice may be to create an incentive to produce high
quality programming. RSN programming contracts are “blind”, i.e. the sports games have not been played
yet. Bargaining over fixed fees, while controlling final prices, is a better way to divide profits, but could
also provide unfortunate incentives to degrade quality by cutting production costs.
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levelsis complex, and the DOJ did not fully articulate or defend an integrated theory in

its brief competitive impact statement.

Step 3: Efficiencies and Net Competitive Impact

Eliminating markups potentially is an important theory of pro-competitive vertical
integration. Perceiving alower marginal cost of production, including by eliminating
input distortions, a vertically integrated firm has an incentive to reduce price and expand
output. Other possible efficiencies of vertical integration are better coordination of
design and production decisions, improved incentives for relationship-specific
investments, and better provision of point of sale services.

A conceivable efficiency argument in the NC/DirectTV caseisthat vertical
integration eliminated bargaining failures between NC and DirectTV that might cause a
temporary withdrawal of Fox RSN programming from DirectTV. This might be
understood as a kind of variable proportions distortion, particularly if DirectTV would
substitute other programming to fill the channel space during any lapse. FCC did not
consider such an argument, perhaps because it regarded temporary foreclosure strategies
unlikely prior to the acquisition.

A possible efficiency defense for display biasin the CRS proceeding isthat a
preferential display potentially isaform of product promotion that helps an airline
expand capacity and enter new markets, or even simply to “advertise” its existing flights.
On this theory, a ban on display bias might be a barrier to entry and expansion. For this
efficiency theory to be persuasive against a convincing theory of competitive harm, it

would be important to argue that entrants and competitors did not have access to an
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equally efficient alternative advertising channel to promote their service. Moreover, a
valid concern is that the efficiency theory does not apply to incumbents who are well
established and already well known to travel agents and consumers. The DOT did not
consider these issues explicitly.

In the Premdor case, the DOJ argued that cost economies from the merger
facilitated collusion between two vertically integrated firms by reducing the incentive of
the previous cost leader to defect from an agreement. Thisisat best aroughly plausible
theory based on the modern theory of collusive oligopoly. A cost-leader indeed may
have the greater incentive to defect from a collusive agreement, but this depends on
market shares. One possibility isthat a cost leader receives alarger market share under
the collusive agreement in order to control its incentive to defect (Noldeke and White,
2004). Thus, a narrowing cost advantage due to merger-related efficiencies could cause
only arealignment of collusive market shares in favor of Premdor-Masonite without any
substantial disruption of coordinated pricing. At the same time, the cost economies of the
merger might push down pricesto final consumersif firms behave non-collusively, and
possibly even under collusive pricing. After al, acollusive verticaly integrated duopoly
ideally mimics a horizontally integrated monopoly. Typically, a profit-maximizing firm
does lower pricesin response to a cost reduction of some of its products. The DOJ
recognized cost efficiencies from the vertical merger, while arguing that the required

divestiture of one of Masonite’ s molded doorskin plants would limit collusion.
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Summary

My proposed three-step framework treats the evaluation of the net competitive
impact of vertical integration in merger cases or regulatory proceedings ultimately as a
“battle of theories” with the following rules of engagement. The complaining party must
prove injury to competitors and to consumers in Steps 1 and 2 of my proposed
framework. The merging parties or an integrated firm must have an opportunity to
defend with evidence in support of a pro-competitive theory in Step 3. Finaly, a court or
regulatory authority must weigh the merits of the alternative theories, recognizing the
possibilities that one or the other or both might be correct, and make a reasoned
assessment of whether on balance vertical integration islikely to harm final consumers.
This assessment should encompass whether the facts of the case validate the critical
assumptions of the alternative theories, and whether the competitive effects predicted by
avalid theory are likely to be significant quantitatively. The controlling questions are
whether vertical integration is likely to cause significantly higher prices, less product

variety, or lower product quality.

V. CONCLUSIONS

Competitive effects of vertical integration remains an active topic of industrial
organization research, and a challenge for antitrust and regulatory policies. The Chicago
School’ s single monopoly profit theory is still atouchstone for academic research and
policy analysis. The assumptions of the theory are a point of departure for any alternative
theory, and for any analysis of real market structures. Although the single-monopoly-

profit theory’ s extreme assumption of concentrated bargaining power has not received
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much attention in the academic literature, a more realistic theory of give-and-take
bargaining lay behind the FCC’s decision in the NC/DirectTV case. Therestoring
monopoly power theory is a clear and well-articulated alternative to the single monopoly
profit theory, but has not been influential in recent cases. In contrast, variants of raising
rivals coststheory played a prominent role in recent cases concerning the conduct of
vertically integrated firms, including the NC/DirectTV merger, the CRS deregulation
proceeding, and the Premdor-Masonite merger. Eliminating markups lurks as an
available efficiency defense in these cases, but has not been given much weight in recent
cases. Finally, collusion continuesto be a concern in vertical merger cases, including
Premdor-Masonite, although economic theory has been slow to formalize models of how
vertical integration facilitate collusion. The further development of economic theory in
this area could contribute to more rigorous applications of facilitating collusion theories
of vertical integration.

Hovenkamp (2001) among others argues that Post-Chicago theories of
anticompetitive vertical integration “may not be quite ready for prime time”’ because of
administrative impracticality. The objection usually is raised with general concerns that
such theories might be employed too aggressively in antitrust or regulatory proceedings.
The essence of the objection isthat raising rivals costs and eliminating markups theories
both apply to concentrated upstream and downstream industries with market power, and
that it is difficult to find factual evidence that distinguishes one from the other. | disagree
that thisis necessarily the case, and propose that courts often do have the ability to
balance the significance of aternative theories for economic welfare when both have

some validity.
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Market power isonly one important structural element for discerning the
competitive effects of vertical integration. Another isthe power of contracts. An
eliminating markups defense for vertical integration requires that firms are unable to
achieve this efficiency with arm’ s length contracts. Thisis most clearly the case when
price discrimination is difficult. Contracts in many intermediate markets, however,
feature restraints and nonlinear pricing. Thus, there should be some burden on
defendants to show that factual conditions regarding contracts support an eliminating
markups defense. At the same time, a different set of contractual failures might support a
raising rivals' costs theory or restoring monopoly power theory, requiring asimilar
burden on plaintiffs. Such aframework suggests a “battle of theories’ with courts and
regulatory authorities adjudicating the relative merits of the alternatives.

More generdly, it is a mistake to suppose that only one theory of competitive
effects can be valid in any given case. Both araising rivals costs theory and an
eliminating markups theory might be plausible. In such circumstances, parties to the
debate should provide evidence on factual conditions supporting the theories and on the
actual importance of the theories for economic welfare. The court or regulatory authority
should weigh the evidence to determine which theory is the more important one for
understanding the competitive effects of vertical integration on a case-by-case basis.
Hovencamp (2001) observes that such balancing requires the courts and regulatory
authorities to exercise significant sophistication. Thisistrue, but it seemstoo cynical
merely to assume that these institutions are not up to the task. The balancing of the
magnitude of competitive effects calls for a structured “rule of reason” approach to weigh

the evidence and evaluate the likely consequences of vertical integration for economic
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welfare. Meanwhile, further progress on the academic front should assist the courts and
regulatory authorities in developing a rigorous approach to evaluating the competitive

effects of vertical integration.
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