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Introduction

The EC Directorate General for Competition hasessdraft guidelines on non-horizontal
mergers (hereafter: the Guidelines) for the purgadgeublic consultation. The CPB
Netherlands Bureau for Economic Policy AnalysistseRegulation and Competition, greatly
appreciates this opportunity to provide commemtdine with our expertise, we approach the
problem from an economic perspective. A disclaiaygplies that these comments do not
involve the whole array of topics addressed inGugdelines.

In contrast to horizontal mergers, a thorough usideiding of possible anti-competitive effects
of non-horizontal mergers has only evolved receintlseaction to the Chicago critique. It
requires game theoretical models, which are compleksensitive to underlying assumptions.
In particular, whereas in the case of horizontatgaes a presumption of anti-competitive
effects is warranted, for non-horizontal mergeis th not necessarily the case.

The Guidelines aim to incorporate the insights fr@eent economic thinking into a workable
framework for the assessment of non-horizontal exergrhey discuss potential competitive
harm arising from foreclosure, coordinated effenid conglomerate mergers. We will focus

our comments primarily on the issue of foreclosure.

We have identified four broad issues we would tixeomment upon. First, an important
remark concerns the benchmark used in assessirgffduts of vertical mergers. Many of the
harmful effects from vertical integration can alsmachieved by other means that do not
require vertical integration (and the same mayrbe tor pro-competitive effects). Second, the
Guidelines focus on several sources of staticiefiicy, but hardly touch upon dynamic effects,
leading to dynamic efficiency gains. Third, therooission’s framework is largely based on
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economic theoretical literature. We would like taghasize the results found in empirical
literature on harmful effects due to vertical int@gpn. Finally, vertical mergers generally have
pro-competitive effects as well as anti-competitiffects. Guidance on how to assess the
relative strength of these effects should haveoaprent role in the guidelines.

What benchmark to use

The objective of merger analysis is to analyzepttuspective effects of a merger, compared to
a situation in which such a merger does not takieglThis implies that apart from the merger
itself, also the counterfactual, no merger, requaealysis. In particular, one has to demonstrate
that absent a merger, the anti-competitive foreemeffects will not occur. Since the analysis

in the consultation document focuses (rightly) eseas in which either the upstream or the
downstream firm possesses some market power, ildfi® made clear why this dominant firm
would not be able to fully exercise its market pow&hout integrating. Stated differently, the
analysis should be robust against the Chicagajuagti The draft commission notice could

explore this area somewhat more.

Integration could be argued to benefit the firmhatarket power if it can only extract its full
oligopoly profits indirectly, through its (upstreaon downstream) partner. It appears that this
argument may be sensitive to the types of contthetisare available to the firms. At one
extreme, if pure exclusionary contracts are avédlad the firms, one may argue that
foreclosure will be feasible also to non-integrafiehs, although such contracts might conflict
with article 81 or 82. Even so, under general @iy, which might not be in conflict with
article 81 (or 82), similar market outcomes mayrdsgizable. Such contracts might involve for
instance general (non-linear) price schedules acldde fixed fees. With such contracts, it
would also be easier to extract the full oligopptgfits from the non-integrated firm, without
suffering from double marginalization. On the othand, in situations where only linear price
contracts (where only a single price is specified/izich the downstream buyer may purchase
any quantity of the upstream good) are feasibtegimtion might be a more efficient way of

extracting such profits, avoiding the distortiorisy@ark-ups in upstream prices.

It may be useful, then, to discuss the type ofremts in the intermediate market further, and
elaborate on the possibility of two-part tariffsmpre general clauses in specific industries.
Clearly, in markets where retrading is common, ahére possibly liquid markets exist (as
would be the case for commodities such as enefigy)scope for non-linear contracts is
limited, whereas in say telecommunications or gnppeoducts differentiated tariffs are quite
common. (Note that in such industries, also thigieficy argument of elimination of double

marginalization carries less weight).



Of course, even in the presence of general costrantegration may serve a purpose of
facilitating anti-competitive practices, such asawlttontracting externalities are present and
integration helps the dominant firm to commit toefdosing rivals by internalising this
externality (as in Rey and Tirole, 2005; note tihé& argument does not hold in its simplest
form for customer foreclosure). In the ‘raisingals’ costs’ paradigm, integration could be
necessary to justify relation-specific investmeahest may be required to commit to non-supply
to rivals, where such investments would be likelypé held up without integration (note that
this would be relevant in particular for non-coitible investments, so that a similar situation
cannot be reached through regular contracts).

The point is that for such arguments for market @oeffects of vertical integration to be valid
and persuasive, they would need more elaboratim tlrrently in the document, in our view.
The document would benefit from a clear descriptibthe characteristics that a market should
have for vertical integration to be a market poeehancing strategy.

Dynamic effects

As acknowledged in the Guidelines, there are stemggments that non-horizontal mergers can
be efficiency-improving. The Draft Guidelines fooms several sources of efficiency, but
hardly touch upon dynamic effects, which could lemdynamic efficiency gairs.

In our view, such dynamic effects may be import#ris, therefore, desirable to discuss them
explicitly. In particular, a vertical merger can datrategic move of companies to optimize
their production processes and capabilities tovate Even though this leads to higher rents of
the merged firms and to the exit of (less efficjdimms from the market, the overall effect on
consumer welfare can still be positive in the langm. The economic literature includes
theories supporting both a positive and a negaélationship between competition and
innovation. In particular, the theory of the inveeitU-shaped relationship as discussed in
Aghion et al. (2005) may be relevant, which sholeg tnnovative activities may be associated
with some market power. To assess whether veititadration is likely to enhance dynamic

lCurrentIy, dynamic issues are covered only briefly. Item 25a makes an exception with respect to the market share threshold
for mergers that involve “a company that is likely to expand significantly in the near future, e.g. because of a recent
innovation”; Item 55 states that on the positive side “a vertical merger may align the incentives w.r.t. investment in new
products, new production processes and in the marketing of new products”; and Item 38 clarifies that the ability to engage in
foreclosure is reduced when there is a possibility of effective counter-strategies of rival firms, such as changing the
production process or sponsoring new entry.



efficiency in practice, one could look at the pdigreffects of such a merger on investments in
R&D and on the adoption of new technology.

Another dynamic effect that should be taken intooat is the potential response of
competitors harmed by the merger. When a vertieaiger is efficiency-improving, a wave of
mergers may countervail anti-competitive effectshef initial merger (see e.g. Hart and Tirole,
1990).

Relation to the empirical evidence

We would like to emphasize that, besides econohdory, the empirical literature also
provides analysis relating to vertical restraintsiak should be taken into account in the
guidelines. Moreover, it is important to note thaist of these studies are robust in verifying
the pro-competitive nature of vertical mergers eivecase of concentrated markets.

Lafontaine and Slade (2006) and Cooper et al. (Rp@fvide an extensive summary of the
existing empirical literature on how vertical intagion affects total. In many examples,
industries concerned are relatively unconcentratad,therefore less relevant for the
guidelines. However, some of the studies reviewetiéir papers are based on industries in
which firms do have market power and therefore ikecattention of competition authorities.
These examples include for instance the cementancrete industry, cable television
programming and distribution, and oil refining adidtribution. On the other hand, empirical
evidence for highly concentrated industries is sgand lessons should be taken with some

caution in those cases.

Some of these collected empirical papers discloskerce of foreclosure as a result of
privately imposed vertical restraints. Howevergfdosure is usually accompanied by lessened
double marginalization or other efficiencies. Twidltese papers assess the trade-off between
these two effects and show that efficiency gaimegaly outweigh the welfare loss of
foreclosure. Moreover, privately imposed vertigadtraints in these instances always benefit
consumers or at least do not harm them. They giyérad to lower costs, lower prices and
greater consumption, and provide better chancesiwival for the companies.

Other studies reverse the question and analyzedtfare effects of regulatory interventions in
vertically related markets. They find that indepentlly of whether mandated vertical restraints
(compiled in Lafontaine and Slade (2005)) or maedativorcement (Cooper et al. (2006)) are
imposed, it systematically reduces consumer suig@oes not improve it.



Therefore, we would like to emphasize that thetexgsempirical evidence seems to support the
claim that vertical integration occurs when pagiting parties find it beneficial and at the
same time it increases consumer welfare and efigieMoreover, regulatory intervention may
be detrimental to consumer welfare. However it $thdwe noted that the empirical literature is
not complete, since on the one hand it covers arigw concentrated industries, and on the
other hand it is limited to the basic economicréitere and does not include or separate the
effect of either important market circumstancesahihinay have facilitated foreclosure or
whether effective counter-strategies of other pgotints have been present.

Guidance on how to measure relative strengths of pro-
and anti-competitive effects

Economic theory and some empirical evidence shaiwaértical mergers can have pro-
competitive effects. The general feeling among eaasts is that these effects are important. In
addition, vertical mergers can have also anti-cditipe effects. These effects generally arise
through a change in supply or procurement strategylerstanding the exact nature of these
effects requires elaborate game theoretical mogelihere is no single model of competitive
harm that applies to all circumstances. Whethenethee anti-competitive effects and whether
these effects might be outweighed by pro-competi¢iffects is highly case specific. Therefore,
in case of a vertical merger no competitive harm loa presumed.

If a competition authority wants to block a vertiogerger, it should address three central
guestions. First, what theory of harm could applyhis merger? On the basis of this theory,
empirically identifiable market characteristics stltbbe identified that can lead to foreclosure.
The presence of these characteristics should Iigedein practice. Second, what pro-
competitive effects are present? The presenceesttkffects should be verified in practice.
Third, how should pro-competitive effects be weiglagainst anti-competitive effects?

The guidelines are mainly concerned with (parttiod) first question and discuss most theories
of harm, though not all. They provide little guidaon necessary market characteristics, except
for the identification of HHI ranges that providesafe haven. We would recommend the use of
other attributes to assess market outcomes expedtading to foreclosure, such as the pricing
strategies available on the upstream market, thpesfor non-contractible investments,
economies of scale, entry barriers, cost efficiescswitching costs; however our list is also not
complete.

As for the second question, the guidelines onlgfhyridiscuss possible pro-competitive effects,

besides overcoming double marginalization and &mirgy incentives to invest, for instance



protection against dealer opportunism and enalgimgcompetitive price discriminating
practices. This approach is justifiable from thewpoint that a case should not be pursued in
the first place if there is no clear theory of catifive harm that is applicable.

However, in our view identifying a possible theafyharm, although an important first step, is
not the central problem facing a competition autfi@ssessing a vertical merger. Rather, the
central problem is to assess on the basis of erapulata first, whether the theory applies to a
particular case and if so, the probability that éinéi-competitive effects are outweighed by the
pro-competitive effects. In our view, a systematierview of necessary characteristics should
be an important part of the guidelines that coiditlais process. Also, where possible
measurement issues should be discussed. In th@tagstomer foreclosure an inspiring
example might be the discussion in Whinston (20B&)ong other issues, he identifies a
number of market characteristics that make thig typforeclosure more probable. These
include scale effects, the consequences of asynualtrsized buyers for contracts offered and
the requirement expiration dates are spread outtovie (staggered) if contracts have a limited
duration. It is relatively easy to identify whetltbese market characteristics are present in

specific cases.
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