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Vertical Mergers:
Is It Time to Move the Ball?

BY JONATHAN M. JACOBSON

ERTICAL INTEGRATION BY

merger has been commonplace since modern

distribution systems developed at the end of

the 19th century. It was not until the late

1940s, however, that antitrust paid the issue
any serious attention. And even then, the government’s big
Columbia Steel case went down to a stinging 5-4 defeat.! The
public outcry led Congress, two years later, to pass the
Celler-Kefauver Act,? in part to ensure that Section 7 of the
Clayton Act would cover vertical mergers.

But after aggressive vertical merger enforcement through-
out the 1960s and 1970s, very few cases were brought in the
1980s; and notwithstanding some consent orders in a variety
of cases since, there was no litigated case until A7¢7 this past
year.” In the interim, the Department of Justice issued a set
of vertical merger guidelines in 1984, but the developments
in economics since have drained those Guidelines of much of
any current value.” Vertical mergers nevertheless remain com-
mon. Yet the uncertainty—Dbarely tolerable when there was
little enforcement—is increasingly harmful and will only get
worse to the extent enforcement efforts increase.

The upshot is that there has been a widespread recogni-
tion of the need to clarify the applicable legal rules, which has
led some to call for new vertical merger guidelines. But there
is also recognition that consensus on what to say and what
standards to apply will be difficult. While most agree that a
burden-shifting rule of reason approach under cases like
Baker Hughes® makes sense in the vertical merger context,
there is sharp disagreement on the handling of efficiencies,
and significant differences on extent to which the benefits of
vertical mergers should be presumed to outweigh the harms.
With a backdrop of populist calls for significantly increased
merger enforcement, new attacks on antitrust’s consumer
welfare standard, and the overhang of the DOJ’s loss on
appeal in AT&T, the issues are current, noteworthy, and

difficult.

Jonathan Jacobson is a partner at Wilson Sonsini Goodrich & Rosati and
chaired the Antitrust Law Section from 2017 to 2018. With many thanks
to Steve Salop, Carl Shapiro, and Scott Sher for helpful comments. All mis-
takes are mine. An earlier version of this article was presented at the ABA
Antitrust Law Section’s 2019 Spring Meeting.
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The discussion here focuses on the modern approaches to
vertical mergers, whether there is a place or a need for new
guidelines, the treatment in recent cases, and the important
topic of remedies. These issues were all explored in the recent
FTC hearings on vertical mergers, and our discussion will
start there.

The FTC Hearings

The vertical mergers hearing, held November 1, 2018, was in
three parts. The first was a presentation examining the fun-
damental economics of vertical mergers (from a pro-inter-
vention perspective) by Professor Steve Salop,” followed by a
panel of economists reflecting on the theoretical and empir-
ical economic issues, and finally a policy panel discussing
appropriate approaches to vertical mergers going forward
and the desirability (or not) of revised vertical merger guide-
lines.

There was little consensus among the panelists on some
key issues. Economist Francine Lafontaine, consistent with
her 2007 empirical analysis,® was largely skeptical that verti-
cal mergers present a serious competition problem. Daniel
O’Brien, similarly, made a point that, “[w]hile market power
is necessary for harm, it does not appear to distinguish net
harm from net benefit for vertical and complementary [prod-
uct] mergers.”” Professor Salop, in contrast, countered that
vertical mergers should be treated largely the same as hori-
zontal mergers, as both can lead to harmful coordinated
effects as well as unilateral effects, while the efficiencies
offered in vertical cases often are neither cognizable nor suf-
ficient from his perspective.'

The most vigorous disagreement was on the treatment of
efficiencies. Although there was general agreement that the
Horizontal Merger Guidelines’ rigorous standard for effi-
ciencies should apply to most types of efficiency claims, the
majority was of the view that EDM, or the elimination of
double marginalization, should be presumed and presumed
to be merger-specific—in contrast to the general efficiencies
standard, which poses a high burden for the defense to prove
the reality, magnitude, and merger-specific nature of the
claim."? Although this might appear to be a minor disagree-
ment, it actually goes to the heart of the main issue. Those
who view the elimination of one side’s markup as pervasive
and beneficial are far more likely to take a cautious view on



vertical merger enforcement. Those who are skeptical of the
benefits, such as Professor Salop, would intervene in vertical
mergers far more frequently. Professor Carl Shapiro offered
a middle ground, suggesting that EDM, but not other effi-
ciencies, should be presumed subject to rebuttal.

Vertical Merger Analysis
The general outline of how to analyze a vertical merger is
broadly accepted. First, the plaintiff (usually the govern-
ment) must demonstrate a probable anticompetitive effect
from the acquisition. Second, if such a prima facie case has
been made, the burden of going forward shifts to the defense
either to offer evidence that the anticompetitive effects are
unlikely to occur, or are outweighed by efficiency justifica-
tions. And, third, if the prima facie case has been rebutted,
the burden of confirming the anticompetitive effect shifts
back to the plaintiff “and merges with the ultimate burden of
persuasion, which remains on the [plaintiff] at all times.”"?
The key concepts underlying any vertical merger challenge
(and response) are examined below.

Potential Anticompetitive Effects. There are a number
of potential effects of a vertical merger that could harm con-
sumers significantly and thus violate Section 7. These include:

1. Exclusionary effects

B [nput foreclosure. By acquiring the supplier of an impor-
tant input, the merged firm can disadvantage rivals who
rely on the input. This raising of rivals’ costs is anti-
competitive to the extent it lessens the constraints on the
merged firm’s market power, allowing it to raise price.

B “Frankenstein monster.” If a merger between a manufac-
turer and input supplier leaves one independent input
supplier left in the market for downstream customers,
that unconstrained input supplier becomes a “Franken-
stein monster” that is free to charge monopoly prices to
the non-vertically integrated remaining players, raising
rivals’ costs.!

B Bargaining leverage. Another variant of input foreclosure
posits that, if an acquisition gives the merged firm suf-
ficient control of “must have” properties, the firm can
then disadvantage its downstream rivals by raising the
prices of those properties.'

B Customer foreclosure. By acquiring a downstream dis-
tributor and its customer base, a supplier can disadvan-
tage its rivals (for example, by depriving them of scale).
Again, if the reduced customer base lessens rivals’ abil-
ity to constrain the merged firm’s market power, con-
sumers will be harmed.

B Raising entry barriers by requiring entry at both levels. 1f
the input or customer foreclosure is sufficiently sub-
stantial, a firm seeking expansion in one market might
have to enter the other to ensure sufficient access to the
input or customer base in issue.

B Misuse of competitively sensitive information. By pur-
chasing a distributor that also sells other brands, the

supplier can get and misuse confidential business strate-
gies shared with the distributor.

2. Coordinated and other effects

B Collusive information exchange. If as upstream firm
acquires a distributor also handling competing products,
the merged firm may have increased opportunities and
incentives to collude, through the distributor, with the
distributor’s other customers by sharing promotional
plans or the like.

B Removal of a maverick or disruptive buyer. In especially
highly concentrated markets, the removal of a key play-
er responsible for disruptive competition can lessen
competition both upstream and downstream.

B Eliminating potential competition. Often, a vertical acqui-
sition is an alternative to new entry—e.g., when a sup-
plier buys a distributor instead of entering into distri-
bution itself. Under narrow circumstances, consumers
may be harmed by the elimination of the potential com-
petition that new entry would have provided (or by the
removal of the perception of such new entry).

B FEvasion of regulation. A vertical merger may be used by
a firm subject to rate regulation to circumvent the reg-
ulation. As the DOJ’s 1984 Guidelines explain,

The clearest example is the acquisition by a regulated
utility of a supplier of its fixed or variable inputs. After
the merger, the utility would be selling to itself and
might be able arbitrarily to inflate the prices of internal
transactions. Regulators may have great difficulty in
policing these practices, particularly if there is no inde-
pendent market for the product (or service) purchased
from the affiliate. As a result, inflated prices could be
passed along to consumers as “legitimate” costs.'®

Importance of Concentration. Absent unusual circum-
stances, both the upstream and downstream markets must be
concentrated for anticompetitive effects to be plausible from
a vertical merger, and the market shares of the merging firms
in their respective markets should be substantial.'” If, for
example, a supplier with a very high market share in a high-
ly concentrated output market purchases the producer of an
input in an unconcentrated upstream market, the supplier’s
rivals will not be harmed unless the acquired firm’s product
is in some way unique. Likewise, if a large market share input
producer in a highly concentrated input market buys one of
many OEM customers, competition in the input market
would be harmed only in unusual circumstances. Professor
Herbert Hovenkamp’s treatise would require high concen-
tration in the primary market as a condition for illegality,
together with high entry barriers and a lack of available capac-
ity in the secondary market.'®

Magnitude of Foreclosure. Foreclosure is not a problem
in itself. It causes consumer harm only when rivals are ham-
pered to such an extent that they can no longer effectively
constrain the defendants’ market power.” Using exclusive
dealing law as an analogy, one would expect to see at least 40
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percent of the secondary market foreclosed before inferring
competitive harm, with potentially lower shares if the acquir-
ing primary market firm is a monopolist; and, even then,
consumers would not be harmed absent barriers to entry
into, and limited choices available in, the secondary market.?’

In vertical merger cases, unlike exclusive dealing, howev-
er, foreclosure cannot be assumed. So, for example, if a truck
manufacturer acquires a transmission producer, it cannot be
assumed that all of the producer’s transmissions will be fore-
closed to rival truck manufacturers. It may well be more
profitable for the merged firm to continue or even expand
existing non-party customer supply without raising prices. Or
the transmission producer may have contractual obligations
to continue supply at current price levels.

A closer look at the claim of input or customer foreclosure
is required before condemning a vertical merger on foreclo-
sure grounds. Often, the only profitable strategy will be to
continue rival supply without a price increase.

Efficiencies. It is a rare vertical merger that does not
result in some cost-saving efficiency. As in the context of
horizontal mergers, there often will be strategic alignment,
production savings, overhead savings, plant specialization
savings, and the like. These efficiencies are cognizable to the
extent the defendant can prove both that they will be realized
in fact and that they are “merger-specific,” i.e., that they
could not be achieved without the merger.?!

The significantly greater potential for consumer benefits
arising out of cost-saving efficiencies, together with the fact
that a purely vertical merger eliminates no direct competition,
separates the analysis of vertical mergers from their horizon-
tal counterparts.”> Vertical mergers typically, although not
invariably, eliminate double marginalization, reduce transac-
tion costs, align incentives, and facilitate product design
enhancements. Consumers may benefit from any of these
effects.

One of the key debates in the vertical merger context is
how much weight to give these efficiencies generally and, in
particular, how to evaluate the elimination of double mar-
ginalization. Professor Salop and some others express the
view that EDM is “not inevitable and is not always merger-
specific.”* In contrast, others believe that EDM savings are
largely inevitable, and are skeptical that they can be achieved
through means other than merger.**

Professor Carl Shapiro’s view is that efficiencies other than
EDM should be treated “the same as we do in horizontal
mergers,” 2> while EDM can be at least rebuttably presumed.
That seems right. EDM inherently reduces costs. Getting an
input at cost (because you are now its producer) saves money
versus paying the input supplier’s profit margins. It is true
that DM can be reduced (and theoretically eliminated) by
contract. But as a matter of practical reality, contracts truly
eliminating EDM are rarely profitable for both sides. Pro-
ponents of a harsh approach to EDM have provided no evi-
dence that contractual elimination of EDM is anything but
extremely rare.?
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It is fair to say that EDM, and especially its merger-speci-
ficity, is not truly inevitable. As one example, there may be
cases where the buyer elects not to use the input acquired. The
burden of going forward is appropriately on the merging par-
ties to present evidence that an effect of the merger will be to
eliminate DM. But it is not realistic or appropriate to require
the merging parties to demonstrate that the savings could
not be achieved by one of the myriad hypothetical contracts
that could have been signed. Were eliminating EDM so easy,
the buyer in most cases would have at least tried to do so prior
to seeking a merger. Because EDM is fairly ubiquitous—cases
where the buyer will not use the assets being acquired are hard-
ly the norm—it is appropriate for the burden of persuasion on
the issue to be on the plaintiff. The information should be
available in response to a second request or discovery.

Recent Cases and Outcomes

Over the past few years, there have been a number of non-
horizontal merger enforcement proceedings.”” Three are
worth discussion in this context: Comcast/Time Warner,
AT& T/ Time Warner, and Staples/Essendant.*

Comecast. Comcast’s proposed 2015 acquisition of Time
Warner’s cable television business was, for the most part,
not perceived as either horizontal or vertical, and was expect-
ed in many quarters to sail through unopposed. That did not
happen. Instead, the deal was abandoned in the face of oppo-
sition from both the DOJ and the FCC.®

Comcast is and Time Warner Cable was an operator of
cable TV systems. Their systems were in different geograph-
ic areas as a result of cable regulation, so they did not com-
pete against each other in serving local customers. But that
was not the end of the matter. The agencies proceeded on a
bargaining theory approach. They concluded, first, that even
though there was no competition between the companies
for local subscribers, “the relationship between size and fees
[charged to Internet content suppliers, such as Netflix or
Amazon] was found to be positive, statistically significant,
and economically meaningful.”*® Put simply, if the merger
were consummated, content access fees would likely rise.

The agencies engaged in the same analysis, and reached the
same conclusion, with respect to the fees paid by Comcast
and Time Warner to programmers (such as Disney, Fox,
NBC, CBS). Based on econometric analyses demonstrating
that larger cable systems (and other video distributors) pay
lower fees and have more bargaining leverage, the Division
concluded that “the merged firm would have gained addi-
tional bargaining leverage over programmers by removing the
programmers’ ability to substitute the stand-alone [Comcast
and Time Warner] for each other.”! Given these agency con-
cerns, and the threat of lengthy FCC administrative pro-
ceedings, the parties abandoned the merger.

AT&T. The ATST case involved the acquisition by
AT&T of a different Time Warner entity—one providing
video entertainment on a large scale, with assets, such as

HBO and the CNN, TBS, and TNT cable networks. The



Justice Department’s challenge was again based on bargain-
ing theory—the idea that the merged firm would raise car-
riage fees to cable operators by threatening to deny “must
have” programming such as TBS or CNN. This would also
have the effect of raising the costs of (AT & T-owned) Direct-
TV’s rivals, a foreclosure concern.

The district court rejected the challenge largely on the
facts, noting in passing that the government had not cited any
“trials” in which the bargaining leverage argument was used
successfully to block a vertical merger.’> Although the court
agreed that Time Warner’s content gave it bargaining lever-
age, it concluded that the evidence that the merger would
increase that leverage was lacking and that Professor Shapiro’s
testimony supporting the government’s theory was flawed in
several respects.’ The Justice Department appealed, arguing
that the court’s assessment of the facts was clearly erroneous
and was tainted by the court’s failure to apply “the established
principle of corporate-wide profit maximization.”* The D.C.
Circuit nevertheless affirmed. The court accepted the gov-
ernment’s approach generally, including bargaining leverage,
but concluded that the district court’s rejection of the theo-
ry on the facts was not clearly erroneous.” The Justice Depart-
ment has chosen not to appeal further and thus the district
court and D.C. Circuit opinions stand.

Staples/Essendant. A 3-2 FTC majority, dividing on
party lines, allowed the merger of Staples and Essendent to
proceed subject to a firewall remedy.*

The case involved local relevant markets for “the sale and
distribution of office products to midmarket business-to-
business customers.”?” Staples was a major seller in that mar-
ket. On the distribution side, there was an effective duopoly
with just two major players, Essendant and Sycamore Partners
(SPR). The majority saw one competitive problem from the
deal—that Staples could gain access to rivals’ commercially
sensitive information (CSI) from Essendant (which distrib-
uted rivals’ products) and use that information to disadvan-
tage rivals or collude with them. The concern that SPR would
be the only non-integrated distributor and that this might
enable SPR to raise prices was found not supported by the evi-
dence. With CSI access as the only concern borne out by the
facts, the majority was satisfied that a firewall remedy—bar-
ring Staples access to rival CSI—would cure the problem. The
consent order, therefore, was limited to that relief.?®

The two Democratic Commissioners, Rohit Chopra and
Rebecca Slaughter, vigorously dissented. Commissioner
Chopra agreed with the majority on access to CSI as indi-
cating a violation, and did not disagree with the remedy, but
expressed concerns about partial foreclosure of Staples’
rivals—that the option of switching to SPR would not elim-
inate the problem—and that the merger would give the
merged firm “buyer power” to negotiate better terms with
suppliers.?” He further expressed the view that because
Sycamore is a private equity firm, a desire for short-run prof-
its would exacerbate the competitive concerns. And he was
skeptical of the parties’ efficiencies claims.

Commissioner Slaughter’s dissent emphasized the fore-
closure concern and disagreed with the majority’s conclusion
that the staff’s analysis showed no price effects from the
claimed foreclosure. She concluded that SPR would have
the incentive to raise prices—along the lines of the “Franken-
stein monster” effect addressed above. SPR was Essendant’s
most important competitor, and Commissioner Slaughter
believed that some dealers would no longer want to deal
with Essendant out of fear that the firewall might be pene-
trated. She was also skeptical of the efficiency claims,
although the majority said that their decision did not rest on
efficiency benefits. Much of her dissent, however, was focused
on broader policy issues—expressing a desire for significant-
ly increased merger enforcement. Notably, she also laid out
a strong case for conducting retrospective analyses of close
cases where the acquisition was allowed, with a view to
launching post-consummation challenges when warranted.

Staples/Essendant is a difficult case because both the pri-
mary (office product sales) and secondary (distribution) mar-
kets are concentrated, with distribution as a duopoly. That
kind of market structure can be conducive to consumer harm
because the limited distribution alternatives—just SPR—
render it easier for the merged firm to raise Staples’ rivals’ dis-
tribution costs. So the dissenters’ concerns were not unwar-
ranted. But the majority analyzed the issues carefully and
applied mainstream antitrust principles to limit the remedy
to a firewall. That outcome can be criticized, but in light of
how close a call this was, Commissioner Slaughter’s recom-
mendation for a post-consummation retrospective of these
types of transactions makes good sense.

Should We Get the Ball Rolling on New Vertical
Merger Policies?

Behavioral Remedies. The question of the appropriate reme-
dies in vertical mergers emerged as a subject of hot debate
following Assistant Attorney General Makan Delrahim’s
2017 Speech at the Section of Antitrust Law’s Fall Forum,*!
in which he made clear the Division’s policy is against behav-
ioral remedies, criticizing in the process the prior adminis-
tration’s consents in Comcast/NBCU, Google/ITA, and Live
Nation/Ticketmaster.”* He added:

Like any regulatory scheme, behavioral remedies require cen-
tralized decisions instead of a free market process. They also
set static rules devoid of the dynamic realities of the market.
. . . Behavioral remedies often require companies to make
daily decisions contrary to their profit-maximizing incen-
tives, and they demand ongoing monitoring and enforce-
ment to do that effectively. It is the wolf of regulation dressed
in the sheep’s clothing of a behavioral decree. And like most
regulation, it can be overly intrusive and unduly burdensome
for both businesses and government.*

At the 2018 FTC hearings, however, no support was ex-
pressed for eliminating behavioral remedies altogether. There
was instead a broad consensus that, although structural reme-
dies are usually preferable, often a behavioral remedy can

SUMMER 2019 - 9



COVER STORIES

allow the parties and consumers to gain the benefits of a ver-
tical merger while addressing a limited competition con-
cern." The Staples/Essendant firewall consent was entered on
that basis.®

Although debate on this subject is to be encouraged, we
have today a situation where the outcome of a vertical merg-
er investigation may well depend on which agency is cleared
to review the deal—with behavioral remedies a reasonable
prospect at the FT'C but much less so at the Antitrust Divi-
sion.“ From a policy standpoint, that is precisely the type of
conflict that the agencies should avoid—even where, as here,
there are sound reasons for disagreeing on one approach
rather than the other.

In light of the significant benefits vertical mergers can pro-
vide, the absence of empirical evidence that they are general-
ly harmful, and the limited circumstances in which they
threaten consumer harm, the agencies should not rule out
behavioral remedies (rather than seeking to block the deal out-
right). The agencies should also continue to recognize that not
all behavioral remedies are the same. Some are more intrusive
and regulatory than others. Nondiscrimination provisions
and continuing supply obligations are examples. Others are
fairly self-executing, like a simple royalty-free licensing require-
ment. Firewalls stand somewhere in between. But every trans-
action is different, and flexibility is crucial to accommodate
the differences. We should continue the presumption favor-
ing structural relief, but not rule out behavioral remedies
where necessary and appropriate.

Should There Be New Guidelines? Although there is
widespread disagreement on whether a document labeled
“Vertical Merger Guidelines” should be issued, there is actu-
ally consensus on some important issues. Still, we are a long
way from being able to draft any consensus guidance docu-
ment.

First, there is universal agreement that the 1984 Guidelines
“are outdated and do not reflect current agency practice.”?’
Assistant Attorney General Delrahim has made clear that
the Antitrust Division does not follow them,* and the view
that they could simply be ignored was put in doubt by Judge
Leon’s repeated citation of them in the A7¢7 ruling.*” So
pretty much everyone wants them withdrawn. The only issue
raised at the FTC Hearings was that the 1984 Guidelines
were a Justice Department solo project, so there is nothing
the FTC can do to get rid of them.

Second, there is a broad consensus that the sort of numer-
ic specifics in the 1968, 1982, 1984, and 1992 horizontal
merger guidelines documents is almost impossible and unre-
alistic as a guide for vertical mergeers.”® Beyond the possibil-
ity of safe harbors—say for unconcentrated markets or small
market shares—there is no consensus on what level of mar-
ket share or concentration level will give rise to competitive
concerns. Quite the opposite; some believe that vertical merg-
ers can offer net benefits even at the highest levels of share and
concentration.”' Developing non-numeric presumptions of
harm from a vertical merger is correspondingly difficult.”
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Third, there is near-universal agreement that the burden-
shifting framework of Baker Hughes should apply.”® There is
large agreement, moreover, on the competitive harms that
might be identified in step 1, and that the plaintiff bears the
ultimate burden of persuasion in step 3. There are steep dif-
ferences, however, concerning step 2. Philadelphia National
Bank>* has long been understood as saying that the defen-
dant’s burden under step 2—i.e., after an anticompetitive
effect has been established—is one of proof. Baker Hughes,
however, states that the burden is one of production, not
proof,” which is consistent with the Supreme Court’s recent
decision in Ohio v. American Express*® in the context of the
rule of reason under Section 1 of the Sherman Act.

Fourth, there is general agreement, even by those who
oppose new “guidelines,” that some form of agency “guid-
ance” would be welcome.”” In light of the wide variance in
perspectives, the desirability of meaningful guidance is obvi-
ous. Of course, reaching agency consensus when they seem so
far apart, particularly on remedies, may be difficult. Never-
theless, business and the bar would welcome greater coherence
and a meaningful statement of enforcement policy. One pos-
sible model would be the agencies’ joint 2006 Commentary
on the Horizontal Merger Guidelines,’® which did not repeal
the then-current 1992 Guidelines but provided helpful direc-
tion on what the agencies were doing in actual practice.

Notwithstanding the desire for some additional clarity on
how vertical mergers will be reviewed, reaching a consensus
document that both agencies will sign will be a challenge. The
principal areas of disagreement include:

B Should vertical mergers be presumed to be beneficial?

B What structural conditions are necessary for consumers to
be harmed?

B What degree of competitive harm should be required to

satisfy step 12
B Should merger-specificity of EDM be presumed?

B What degree of burden should be on the defense in step

2?

B What if any safe harbors or anticompetitive presumptions
would be appropriate?
B When will a behavioral remedy be appropriate?

Given the differences on these critical issues, we should not
expect consensus on the form or content of any vertical merg-
er guidance any time soon. But we can hope. Il

1 United States v. Columbia Steel Co., 334 U.S. 495 (1948).

2 Act of Dec. 29, 1950, 64 Stat. 1125, 15 U.S.C. § 18.

3 United States v. AT&T, 310 F. Supp. 3d 161 (D.D.C. 2018), aff'd, 916 F.3d
1029 (D.C. Cir. 2019). The last vertical case tried was United States v.
Hammerhill Paper, 429 F. Supp. 1271 (W.D. Pa. 1977). See also Fruehauf
Corp. v. FTC, 603 F.2d 345 (2d Cir. 1979).

4 U.S. Dep’t of Justice, Non-Horizontal Merger Guidelines (1984) [hereinafter
Non-Horizontal Merger Guidelines], https://www.justice.gov/atr/non-hori
zontal-merger-guidelines.

5 See, e.g., Steven C. Salop, Invigorating Vertical Merger Enforcement, 127
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