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Motivation

Retailers manage product categories with interdependent demands.

The standard view The organizational puzzle
@ Centralization internalizes cross-product @ Decisions are often delegated to
effects. categories with independent managers
e Limiting cannibalization for substitutes. focusing on their own product line.
o Exploiting demand spillovers for @ Usual explanations: information,
complements. incentives, coordination.
— Decentralization appears inefficient. = We consider instead strategic motives.

Research question: Can decentralization be profitable for pure strategic motives?

9 Yes. Organizational design changes the retailer’s interactions:
o Downstream: price competition with rivals.

@ Upstream: bargaining with suppliers.
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What we do

We develop a model of vertical relationships in which multi-product retailers source products
from upstream suppliers.

Sequence of decisions
@ Retailers choose an organizational mode:

o Centralization: divisions coordinate decisions to maximize total retailer profit.
o Decentralization: divisions make separate decisions, focusing on their own category.
@ Retailers bargain simultaneously and bilaterally with suppliers over two-part tariffs.

o Bargaining yields cost-based wholesale prices, while fixed fees split the joint surplus.
© Retailers set retail prices.

Why does organization matter?

@ Retail pricing: cross-product demand effects are internalized only under centralization.

e Upstream bargaining: organization affects each supplier's marginal contribution and
therefore surplus division.
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Related literature

Determinants of decentralization (Aguirregabiria and Guiton, 2022; DellaVigna and Gentzkow, 2019; Thomas,
2011; Hortagsu et al., 2024; Cachon and K&k, 2007; Alonso, Dessein and Matouschek, 2008, 2015)

@ Decentralization trades off local information and adaptation against coordination across
interdependent units.

Strategic delegation (Vickers, 1985; Sklivas, 1987)

@ Firms choose organizational or incentive structures before competing in the product market.

@ These choices shape subsequent objectives and, therefore, rivals’ responses.
Strategic effects of retail organization

@ Pricing and ownership structures can commit retailers to softer horizontal competition. (Beggs,
1994; Dobson and Waterson, 2005)

@ The closest paper, Johansen and Nilssen (2016), studies retail mergers that affect both
downstream competition and upstream bargaining.
o Our setting differs: retailers are already multiproduct and may sell substitute as well as

complementary products. This allows us to isolate the commitment and bargaining effects of

internal decentralization. 4/14



Three forces at work

{Organizational choice s € {c, d}}

Y

Internal effect Bargaining effect Commitment effect
internalization of externalities marginal contribution rivals’ reactions

Decentralization ne- Decentralization can Decentralization can

glects cross-product reduce each supplier's act as a commitment
demand externalities. marginal contribution device and affect
and improve the retailer's rivals’ responses.

bargaining position.

The relative magnitude of these effects depends on: the retailer's bargaining weight, the

intensity of retail substitution, and the degree of product substitutability or
complementarity.
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Roadmap

We first isolate the three forces through simple benchmark cases, before bringing them together
in the full model.

o

2]

Internal effect. We begin with a multi-product monopoly and examine how
organizational choice shapes retail pricing.

Bargaining effect. We then introduce suppliers and show how organizational choice
affects the retailer’s bargaining position.

Commitment effect. Next, we introduce retail competition while abstracting from
bargaining, to study how organizational choice affects rivals’ responses.

Full model. Finally, we combine upstream bargaining and downstream competition to
study how the three forces interact.
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Benchmark 1: Monopoly pricing under alternative organizations

A monopolist sells products A and B with marginal cost « and interdependent demands. For
k € {A, B}, Nk(pa, pe) = (Pk — 7)Dk(pa, pg) and T =T + Mg.
Pricing objectives

Centralization: max {Ma(pa, pe) + Nge(pa, ps)}
o PAPE. . Retailer
Decentralization: division k maximizes max Mg (pk, p—k)-
Pk

Effect of centralization on prices

Product relation  Price ranking Intuition

Substitutes ps > pg Limits cannibalization [ A ] [ B ]

Complements ps < p Stimulates cross-sales Demand externalities

Internal effect

Absent strategic interactions, centralization dominates (M€ > M9), while the price ranking
depends on product substitutability or complementarity.
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Benchmark 2: Downstream Monopoly with bargaining

Given its strategy s € {c, d}, a monopolist negotiates bilaterally a fixed-fee F} with each
supplier of product k to split the anticipated joint surplus. We denote o € [0, 1] the retailer’s
bargaining power and [T the status-quo profit.

~ o . .
Bargaining solve max min{(l‘lS = Fk) F,}*Q,O}
k

The (interior) resulting fee is: FZ = (1 — ) (I'Is - ﬁ)

Retailer’s profit is 75 = max{M* —2(1 — a)(MN°* — ﬁ), 0}.

Mechanism
@ When « is low, limiting the marginal contribution of each
supplier matters a lot (M° — ). ( A H B J
@ Decentralization reduces 1° without reducing M and so
can be profitable even when internally inefficient

Demand externalities

Bargaining effect

Despite inefficiency M9 < M€, decentralization can be profitable when retailer bargaining power
is low, as it reinforce the retailer's bargaining position.




Benchmark 3: Retail competition

The two retailers R; and R, simultaneously choose their organizational mode. Then they
compete in price selling products A and B produced at same marginal cost. Products may be
substitutes or complements. o

Competition ]
2] Decentralization |

o Substitutes: decentralization induces lower
best-response prices.

~0.4 —

@ Complements: decentralization induces higher
best-response prices.

0.6 ] Centralization

Product complementarity (a)

—0.8 —

@ Organization is a commitment device shaping
retail competition.

T B e R AR R
0 0.2 0.4 0.6 0.8 1
Retail substitution (b)

Commitment effect

Decentralization is profitable when product complementarity and retail substitution are

sufficiently strong. o /14




Full model: downstream competition and upstream bargaining

The two retailers Ry and R» simultaneously choose their organizational mode. Then they

simultaneously bargain over a fixed fee with each supplier of products A and B before
competing on prices.

Bargaining profit R;'s profit, given organizational modes (s;, s;) Supplier
Sisj _

Supplier
e T )

I

A B
Trade-off. Retailer Retailer
. . R1 R>
@ The internal effect always favors centralization.

@ the commitment and bargaining effects pull in opposite
directions.

Full model equilibrium

@ Low bargaining weight favors decentralization.
o With substitutes: when retail substitution is limited.
@ With complements: when retail substitution is strong.
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Summary of results

Key message

Decentralization is not merely an organizational inefficiency: it can be a source of bargaining
power and a competitive commitment device.

@ Centralization dominates for internal efficiency, but not always for the retailer’s private
profit.

@ |If retailers have little bargaining power, decentralization can limit suppliers’ marginal
contribution.

© With complements, decentralization can also soften downstream competition.

Implication
The retailer's internal organization becomes a strategic buyer-power variable, even holding size,
assortment, and market structure fixed.

11/14



References |

Aguirregabiria, Victor, and Francis Guiton. 2022. “Decentralized Decision-Making in Retail Chains: Evidence from Inventory Management.” C.E.P.R.
Discussion Papers CEPR Discussion Papers 17149.

Alonso, Ricardo, Wouter Dessein, and Niko Matouschek. 2008. “When does coordination require centralization?’ American Economic Review,
08(1): 145-179.

Alonso, Ricardo, Wouter Dessein, and Niko Matouschek. 2015. “Organizing to Adapt and Compete.” American Economic Journal: Microeconomics,
7(2): 158-87.

Beggs, Alan W. 1994. “Mergers and Malls.” The Journal of Industrial Economics, 42(4): 419-428.

Cachon, Gérard P, and A Giirhan Kék. 2007. “Category management and coordination in retail assortment planning in the presence of basket
shopping consumers.” Management Science, 53(6): 934—-951.

DellaVigna, Stefano, and Matthew Gentzkow. 2019. “Uniform Pricing in U.S. Retail Chains*.” The Quarterly Journal of Economics,
134(4): 2011-2084.

Dobson, Paul W., and Michael Waterson. 2005. “Chain-Store Pricing Across Local Markets.” Journal of Economics & Management Strategy,
14(1): 93-119.

Hortagsu, Ali, Olivia R Natan, Hayden Parsley, Timothy Schwieg, and Kevin R Williams. 2024. “Organizational structure and pricing: Evidence from a
large us airline.” The Quarterly Journal of Economics, 139(2): 1149-1199.

Johansen, Bjgrn Olav, and Tore Nilssen. 2016. “The Economics of Retailing Formats: Competition Versus Bargaining.” The Journal of Industrial
Economics, 64(1): 109-134.

Sklivas, Steven D. 1987. “The strategic choice of managerial incentives.” The RAND Journal of Economics, 452—458.

Thomas, Catherine. 2011. “Too many products: Decentralized decision making in multinational firms.” American Economic Journal:
Microeconomics, 3(1): 280-306.

Vickers, John. 1985. “Delegation and the theory of the firm.” The Economic Journal, 95(Supplement): 138-147.

11/14



Timing of the game

Organizational
choice s € {c, d}

Stage 1

Nash bargaining
Stage 2 |over two-part tariffs
(Wi, Fi)

Retail pricing product
prices are set

Stage 1- Organizational choice. The retailer publicly choose their
organizational mode. Under centralization, decisions are evaluated
according to total retailer profit. under decentralization, each
division focuses on the performance of its own category.

Stage 2 — Bargaining. Retailers and suppliers negotiate
simultaneously and bilaterally over a two part tariff. Negotiations
results to cost-based contracts.

Stage 3 — Pricing. Retail prices are set under the same
organizational mode. Centralization internalizes cross-product
effects whereas decentralization does not.
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Substitutes in the full model

Bargaining weight («)

o
o)

o
o

©
~

o
()

o

Centralization

Decentralization

equilibgi

o

02 04 06 08
Retail substitution (b)

1

@ When retailer's bargaining power is
low (o low):

Bargaining effect (force — d)
>

Internal and Commitment effects
(forces toward — c¢).

@ The bargaining effect loses strength
when b increases as only preserving
the profit matters.

4
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Figure 4: Complements in the full model

@ When the retailer's bargaining power, «, and
retail substitution, b, are low:

zatign Bargaining ( — d
= 0.8 | Both € g )
\: equilibria N
fb 0 6 N
.“;’ ' Internal (— ¢)+ Commitment ( — d).
60 Décentralization
£ 0.4 @ When retail substitution, b, is high:
c 0.4
'{’_% Bargaining (— ¢)
]
@ 02 <

Threat of exit Internal+ Commitment effects.
0 \ ‘ ‘ : i (—d) )
0 0.2 0.4 0.6 0.8 1

Retail substitution (b)
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