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Motivation

Old pro-merger result: EDM

* Successive monopolies and linear tariff = DM
¢ VI leads to EDM and thus benefits consumers.
e Debate: two-part tariffs would suffice to solve the problem.

Non-horizontal / Vertical mergers guidelines
* Intense debate in the U.S. in 2020 notably regarding EDM and
merger specificity, led to the introduction of a new section almost
exclusively on EDM in the new guidelines.

* EU guidelines: efficiency gains must be verifiable, merger-specific
and benefit consumers.
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Purpose of the paper

Modeling environments where

¢ DM is optimal under sophisticated bargaining
e EDM can be merger-specific
e Foreclosure of competitors can harm or benefit consumers

Procurement model under asymmetric information

Two decisions
1. Extensive margin: Selecting a subset of suppliers
2. Intensive margin: Quantities traded with selected suppliers

* E.g., OEMs and procurement of computer components (see Optical Disc
Drives), large and complex procurement contracts, etc.

¢ E.g., decisions made by different entities within the firm.
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Main results

When the buyer controls production better than selection,
VI benefits consumers despite potentiel foreclosure.

When the buyer controls selection better than production,
VI may lead to anticompetitive foreclosure despite EDM.

e Direct theory of customer foreclosure (i.e., does not require indi-
rect effect on a downstream rival).

* Customer harm comes directly from the impact on upstream ri-
vals.
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Extensions

Asymmetric environments
Endogeneous mergers
Multi-sourcing (convex production costs)

Bilateral asymmetric information
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Related literature

Procurement with variable quantities: Full commitment
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Firms and consumers

Upstream: Suppliers S,,...,Sy
* with ¢o € [Co, o], - -, Cn € [Cn, Cn)
e cdf Ffand fi = F/ >0

Downstream: One buyer B
* Revenue R(q) = P(q)q — C(q)
* Joint profit (single-peaked) M (q; ¢c) = R(q) — cq
* Monopoly quantity g™(c) = arg maxq [1(g; €)

Vertical integration
000



Introduction Framework Vertical separation Vertical integration
00000 oeo (e]e] 000

Two-stage bargaining (under asymmetric information)

Bargaining = Mechanism maximizing weighted sum of profits
* Market as a mechanism designer a la Loertscher and Marx (2020).
¢ Weight = ability to resist rent extraction.

Selection stage: weights \; (with 0 < \; < 1)

¢ Mechanism selects a set S of suppliers so as to maximize:

Mg +Z)\,'U,'
i

Production stage: weights ; (with 0 < y; < 1)

* Mechanism selects quantities to be produced so as to maximize:

N+ > 1Y
jes
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Selection stage

Assumption: unconditional winner privacy (UWP)

Selection reveals the minimal information about the suppliers’ costs
needed to prove that they should be winning

Assumption: Monotonic selection rules
If S; with cost ¢; is selected then S; also selected with ¢ < ¢;

Two outcomes of selection
¢ Set S of selected suppliers
* For each j e S a threshold ¢! Selection < ¢; < ¢

Remark: UWP = ¢! (c_s)
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Production stage

Double marginalization

e The contract is granted to the (selected) supplier with the lowest
virtual production cost V; (¢j; 1), where:

Vi(Gip) = ¢+ (1 — p) ,;"((ch"))

* This supplier produces @™ (V; (¢j; 11j)) < @™ (c;)), i-e., there is DM.

* Quantities are lowered so as to reduced the information rent left to
the supplier.

® This inefficiency decreases with the supplier’s bargaining weight
(as the rent is less costly).

® |n addition, there may also be misallocation as the winner may not
be the most efficient supplier.
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Selection stage

Selected supplier

Under two-stage bargaining, only the supplier with the highest virtual
profit 7/ is selected, where

m =" (Y (Ci; i) Vi (Cii A))
and 7y > 0 and decreasing in ¢;.

Implementation

1. A single supplier is selected through a deferred-acceptance clock
auction

2. The winning supplier picks a two-part tariff in a menu

3. Facing that tariff, the buyer chooses a quantity
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Vertical integration

Integration B + Sy = (\o, it0) — (1,1)
e 5 — N"(co)

* EDM: qp increases from g™ (Wq(Co; 120)) to g™ (co)-

Four possible cases

Regime Condition Consumers’ Surplus
Pure EDM nm(co) > mg > T(n) Va
Customer Foreclosure nm(cy) > w{n) > 7y Jory
Exploitation Ty > N7 (Co) > 7y, 0

Indifference Tln1) > Nnm(cy) 0
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When B controls production better than selection

Case A\ = u : VI always benefits consumers

Chicago-like result despite foreclosure

After VI, S, is selected if N™(cy) > 7/

but 7¥ = N (q™ (Wi(ci ) ; Wilci Ai)) > N(Q™ (Wilci; ) s Wilcis i)
thatis =¥ > N™ (W;(ci; i)

meaning @"(co) > g™ (Vi(ci; i)

Competitors are harmed but not consumers
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When B controls selection better than production
i.e. \j < u; : consumers are harmed with positive probability

c ¢ = ¢y,

q" (V (cor )

q" (Vs )

q" (U (cr; )

Co

(a) Vertical separation (b) Effect of the merger

Figure 1: Foreclosure area: OCE. Consumer harm: ODE. Consumer benefit:
oDbcC
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