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Motivation

▪ In vertical merger cases where the upstream merging firm is a monopolist, 

practitioners often argue that the merger will have no effect.

▪ But the single monopoly profit result relies on many assumptions that are 

unlikely to hold in most cases.

▪ We examine the role of private information on the impact of vertical mergers.

▪ Post-merger the monopolist knows the marginal cost of its merger partner. 

▪ Does the downstream rival pay a higher input price post-merger?  

▪ Does the downstream output price increase post-merger?    
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Simple Model

▪ Single monopoly profit result would apply in the absence of private information.

▪ One final consumer (say, the government), with unit demand and known budget 𝑉.

▪ Monopoly price = V.  

▪ One input supplier (U) and two output producers (D1 and D2).   

▪ The costs 𝐶1 and 𝐶2 of D1 and D2 are drawn from a common cost distribution 𝐹(𝐶)

over [𝐴, 𝐵].

▪ They do not include the price of the input.   

▪ 𝐶1 and 𝐶2 are iid and private information of D1 and D2.  
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Simple Model (cont.)

▪ U sets the input prices 𝑊1 and 𝑊2 to D1 and D2.  

▪ The consumer runs an English auction with starting price equal to 𝑉.   

▪ If neither D1 nor D2 participates, there is no sale. 

▪ If only one firm participates, then there is a sale, and the price is equal to 𝑉.

▪ If both D1 and D2 participate, then the winner is the bidder with the lowest cost, and the 

price is equal to the cost of the other bidder.  

▪ Equivalent to a second-price auction with reserve price equal to 𝑉.

▪ The winner gets the input from U, produces, and delivers the output to the consumer.  
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▪ U offers the same input price 𝑊∗ to D1 and D2.

▪ Each of D1 and D2 bids its cost 𝑊∗ + 𝐶𝑖 or does not 
bid if 𝑊∗ + 𝐶𝑖 > 𝑉.

▪ 𝑊∗ maximizes U’s expected profit:

(𝑊 − 𝑐) 1 − 1 − 𝐹(𝑉 − 𝑊) 2

▪ Proposition 1 shows that 𝑊∗ + 𝐵 > 𝑉 and thus 
there is always a positive probability of no sale.

▪ When there is a sale, the price paid by the consumer 
is sometime lower than the monopoly price.

Pre-merger Equilibrium Outcome
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Merger of U and D1

▪ The merged firm UD1 observes 𝐶1 and sets the input price 𝑊 to D2.  

▪ The consumer runs the same auction as pre-merger.  

▪ The bidding strategy of UD1 is different from that of D1 pre-merger.  

▪ EDM implies that UD1 participates more often, i.e., if and only if 𝑐 + 𝐶1 ≤ 𝑉.   

▪ Pre-merger, D1 was participating if and only if 𝑊∗ + 𝐶1 ≤ 𝑉 (and 𝑊∗ > 𝑐).

▪ EDM and Chen effects cancel each other: UD1 bids 𝑊 + 𝐶1.  

▪ If D2 were not an input customer of UD1, UD1 would bid 𝑐 + 𝐶1. 

▪ But UD1 can make a profit of 𝑊 − 𝑐 by letting D2 win.        
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Merger of U and D1 (cont.)

▪ Propositions 2 and 3 show that the equilibrium input price charged by UD1 to D2 is 

a function of 𝐶1 and can be lower or higher than the pre-merger input price.   

▪ It is lower than 𝑊∗ when UD1 is not viable, i.e., when 𝐶1 > 𝑉 − 𝑐.

▪ It is higher than 𝑊∗ when 𝐶1 is sufficiently low.     

▪ In either case, whenever there is a sale, the consumer pays a price equal to 𝑉.    

▪ If UD1 is not viable, then price = 𝑉 because UD1 does not bid.

▪ If UD1 is viable, then price = 𝑉 because UD1 bids 𝑉.     

▪ If D2 is not viable, UD1 wins, and if D2 is viable then UD1 has no incentive to lower its bid. 
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Merger of U and D1 (cont.)
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Conclusion

▪ The merger increases the probability of a sale but reduces consumer welfare 

because the price increases to the monopoly price.  

▪ The single monopoly profit result still does not apply since D2 gets a rent.  

▪ The reduction in consumer welfare appears to be robust to changes in some of the 

assumptions (work in progress).       

▪ The model suggests that vertical mergers involving a monopolist should not be 

presumed to be procompetitive or neutral.  


