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Vertical mergers are fundamentally different from horizontal mergers on several key points.
As a result, assessing the likely effects of vertical mergers are inherently more difficult than

horizontal mergers.
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This article highlights key
differences between vertical
mergers (i.e., a merger
between companies that
have a supplier-customer
relationship at different
levels of the supply chain)
and horizontal mergers

(i.e., a merger between
companies that are
competitors at the same
level of the supply chain). It
also discusses the toolkit for
assessing vertical mergers
and how each tool attempts

to deal with the intricacies of

vertical mergers.

EXPERTS WITH IMPACT™

What is a vertical merger?

Vertical mergers are the joining of firms that operate at different levels of the
supply chain. Thisis in contrast to horizontal mergers, where parties to the
transaction usually operate at the same level of the supply chain and are often
direct competitors.
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For example, if two artisan bread bakeries merge, it would
be classified as a horizontal merger, as these bakeries are in
direct competition with one another at the same level of the
supply chain.

If an artisan bread bakery and a flour mill merged, it would
be classified as a vertical merger, as these companies have
a supplier-customer relationship at different levels of the
supply chain.
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Vertical mergers are becoming increasingly
prominent all over the world. For example, in the
United States of America, there were a total of
48 vertical merger enforcement actions in the 21
years between 1994 and 2015.*
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The same country saw such actions already
totalling 17 in the 4-year period from 2016 to 2020.?

This recent uptick has been mainly attributed to the shift
from industrial-focussed economies (i.e., those industries
that produce physical products) to knowledge economies
(i.e., industries that provide computer-based services).’ In
industrial-focussed economies, proposed mergers mostly
raised horizontal concerns, while vertical competitive
concerns are more prominent in mergers between firms
that provide computer-based services in the knowledge
economy sphere.

How do vertical mergers and horizontal mergers
differ?

The assessment of vertical mergers is fundamentally more
complex than horizontal mergers. With horizontal mergers,
anti-competitive effects are direct because a competitor

is eliminated from the market. The effect is therefore
immediately quantifiable.

In contrast, potential anti-competitive effects arising from
vertical mergers are brought about only in an indirect
manner, because the potential competitive effects are
related to incentives rather than the direct elimination of
a competitor.
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As with any merger, anti-competitive effects arise when
the competitive constraints imposed on an integrated
firm are relaxed post-transaction. In a vertical setting,
this results in an increase in the market power of the firms
that are merging, increasing their incentive to foreclose
(prevent access to the services/goods of the upstream
firm) downstream rivals. The effect, however, is difficult
to quantify.

Additionally, vertical mergers typically involve significant
efficiency gains that result in pro-competitive effects.
Perhaps the most distinguishing of these effects is the
elimination of double marginalisation. This occurs when a
market transaction is substituted with an internal transfer
within the boundaries of a firm.* After the merger, the
wholesale price that the upstream firm used to charge to
the downstream firm is eliminated and replaced with an
internal transfer of the service/good. Mark-up for a product
is only added at the downstream level and final prices

are lower.

Assessing the likely effects of vertical mergers and
the economist’s toolkit

The assessment of vertical mergers is more complex than
horizontal mergers since foreclosure and elimination

of double marginalisation are counteracting. Secondly,
these effects occur concurrently and arise from the same
source. In other words, the same incentive that results in
the elimination of double marginalisation (through the
upstream firm eliminating the wholesale price charged to
its vertically integrated firm), also drives it to foreclose its
downstream rivals.

The anti-competitive effect - the incentive to raise rival’s
cost - is difficult to quantify and relies on assumptions
about the future behaviour of the firm. On the other hand,
the pro-competitive effect - the elimination of double
marginalisation - is easily calculated. Overall, quantifying
the net effect of a vertical merger remains challenging.

Economists have several tools available to deal with
the complexity of mergersin vertically related markets.
These include incentive scoring methods and merger
simulation models.
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Incentive scoring methods attempts to quantify the
post-merger incentives of the vertically integrated firm.
For these methods, simple and intuitive formulae are
calculated using metrics such as the diversion of sales
from the rival firm to the vertically integrated firm and
profit margins.® These measures only focus on the anti-
competitive effects of a merger, and do not take account of
the pro-competitive effects arising from the transaction.
Given the significant efficiency gains that normally
accompany a vertical merger, it is a significant drawback
if a measure does not account for these pro-competitive
effects in the analysis.
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Vertical merger simulation models, on the other hand,
attempt to estimate the full post-merger equilibrium using
formal economic models. Its main objective is to provide
numerical predictions of net price and quantity changes
as a result of the merger. Simulation models take account
of both the pro-competitive and anti-competitive effects
of a merger. While incentive scoring measures make use
of simple and intuitive formulae that result in answers
that are easy to interpret, simulation models are more
complex. They rely on a system of equations that have to
be calibrated to data (either real or simulated), resulting in
extensive data and assumption requirements.

The obvious benefit is that practitioners can observe

the likely effect on prices and quantities. It is, however,
important to also understand their limitations and to
ensure that their underlying assumptions are well suited
to the case at hand.
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Each method has its shortcomings and advantages, and
these tools do not have to be substitutive. Rather, they can
form part of a complementary toolkit for the assessment of
vertical mergers. Moreover, the attributes of one tool may
fit certain cases better than others.

“The onus is on practitioners to assess the
merits of each case before them in order to
choose the appropriate tool.”
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