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Editor’s Note:
Are the Vertical Merger
Guidelines Ripe for

Revision?

BY DEBORAH L. FEINSTEIN

T HAS BEEN AN INTERESTING FIRST

year of antitrust enforcement under the Obama admin-

istration. The Federal Trade Commission has continued

to pursue aggressively both merger and non-merger

matters. The Department of Justice has brought fewer
actions than the FTC, but the pro-enforcement rhetoric con-
tinues unabated.

As promised, the agencies quickly issued a draft of revised
Horizontal Merger Guidelines. That draft has drawn and
will continue to draw significant controversy. Should the
upward pricing pressure model be codified in the Guidelines?
Do high margins really mean a likelihood of collusion or
price-insensitive customers and, if so, what are the implica-
tions for mergers involving companies with high margins? Do
the Guidelines imply that combining the companies’ prod-
ucts inevitably reduces consumer choice? Despite the con-
troversy, the Guidelines are likely, with few revisions, to be
implemented and will guide merger enforcement and litiga-
tion going forward.

When the dust settles on the Horizontal Merger Guide-
lines, what will the agencies tackle next? One possibility is
that they will draft revised Vertical Merger Guidelines for the
first time in over twenty-five years. The ABA Section of Anti-
trust Law has in fact suggested additional guidance is neces-
sary. In its responses to the questions accompanying the
announcement of the Horizontal Merger Guidelines revi-
sion, the Antitrust Section wrote:

The Agencies still investigate and from time to time chal-
lenge vertical mergers, but practitioners and businesses do
not have any current guidance on how the Agencies will
analyze such mergers. The Section encourages the Agencies
to articulate their analytical approach to vertical mergers,
potentially leading toward updated guidance, that reflects
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current economic theory and agency practice with respect

to vertical mergers."

It is certainly debatable whether new guidelines are nec-
essary. On average, fewer than one vertical merger is chal-
lenged each year. Those cases gain wide publicity and the
agencies’ analysis becomes well known. Vertical mergers are,
like other mergers, very fact-specific. Guidelines that attempt
to address all possibilities run the risk of being of little utili-
ty. In articulating the possible ways in which vertical merg-
ers may pose competitive concerns, the agencies also risk
overstating their intention of engaging in more enforcement.

In assessing whether new guidelines are necessary and
what they might say, a brief look at the history of vertical
merger enforcement is informative.

History of Vertical Merger Enforcement

Early Enforcement Against Vertical Mergers. The seminal
Supreme Court case, Brown Shoe Co. v. United States? is
often cited for its discussion of how to define a product mar-
ket, but is rarely remembered as involving a vertical merger.
The Supreme Court explained the concern with vertical
transactions:

The primary vice of a vertical merger . . . is that, by fore-
closing the competitors of either party from a segment of
the market otherwise open to them, the arrangement may
act as a “clog on competition” which “deprivels] . . . rivals
of a fair opportunity to compete.”?

Although the theory of harm as set forth in Brown Shoe
sounds much as it does today, its application to transactions
that resulted in minimal levels of foreclosure has met with
skepticism from the courts, and numerous vertical merger
challenges were dismissed where, for example, the amount of
foreclosure was low.

The 1984 Guidelines. The 1984 Guidelines were the last
to include a discussion of vertical mergers. The relevant sec-
tion was titled, “Horizontal Effect from Non-Horizontal
Mergers,” and covered both potential competition and verti-
cal mergers.” Three basic competitive concerns arising from
vertical mergers were addressed. First, the 1984 Guidelines
noted that vertical mergers could create increased barriers to
entry by requiring entry at two levels, which could result in
entry being more costly and time-consuming. Second, they
explained that vertical mergers could facilitate collusion by
making it easier to monitor downstream retail prices. Third,
vertical mergers could be of concern where they allowed a
company to evade rate regulation. Interestingly, the word
“foreclosure” does not appear anywhere in the 1984 discussion
of vertical mergers, although that was the bedrock of the con-
cern in Brown Shoe and clearly was underlying the concern
that vertical mergers might result in two-level entry being
required.

The 1992 Guidelines and the Aftermath. When the
1992 Guidelines were introduced, they explicitly referred
only to Horizontal Mergers. The 1984 Guidelines’ section on
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Non-Horizontal Mergers remained technically in effect, but
the agencies did not, when issuing the Horizontal Merger
Guidelines in 1992, explicitly endorse the Non-Horizontal
Merger Guidelines as the correct means of analyzing such
transactions. And for a number of years after issuance of the
1992 Horizontal Guidelines, there were no noteworthy chal-
lenges to vertical mergers.

Enforcement against vertical mergers had a brief resur-
gence in the mid-1990s. At the time, the FTC brought
actions against companies in a wide range of industries—
TimeWarner Turner (telecom), Eli Lilly and Merck (phar-
maceuticals), and Silicon Graphics (electronics). A 1995
speech by then-FTC Commissioner Varney explained her
views on vertical mergers. She began by noting that “[v]erti-
cal integration can lower transaction costs, lead to synergis-
tic improvements in design, production and distribution of
the final output product and thus enhance competition.
Consequently, most vertical arrangements raise few compet-
itive concerns.”

Commissioner Varney’s speech cited and tracked the 1984
Guidelines’ recitation of harms from vertical mergers.
However, while couched in terms of how a vertical merger
might increase barriers to entry, much of the discussion was
about how “vertical integration can foreclose rivals from
access to needed inputs or raise their costs of obtaining
them.” Thereafter, cases were brought from time to time, but
there was little focus on vertical mergers.

The AMC Report. The April 2007 Antitrust Moderni-
zation Commission Report recommended, as part of an over-
all recommendation of greater transparency by the enforce-
ment agencies, that the agencies update the Guidelines with
respect to non-horizontal mergers.® Otherwise, there was
no particular focus or concern about the treatment of non-
horizontal mergers, or elaboration of the recommendation.
Commissioner Don Kempf expressly disagreed with the rec-
ommendation:

Updating the Merger Guidelines to cover . . . non-hori-
zontal mergers . . . strikes me as a bad idea. . . . [TThose are
almost never challenged. For good reason. An effort to
“explain” this carries with it the temptation to fashion “cre-
ative” new theories as to when such mergers can be anti-
competitive and should be challenged. Again, it would be
better to leave well enough alone and let “guidance,” to the
extent it is needed at all, develop in the context of actual
proposed transactions and . . . with the assistance of the
courts if need be.””

The Bush Department of Justice similarly disagreed with
the AMC recommendation. Recognizing that “vertical merg-
ers tend to promote efficiency by, for example, eliminating
double marginalization,” then Deputy Assistant Attorney
General Gerald Masoudi expressed his view that “because ver-
tical merger analysis is such a factbound exercise, and because
the great majority of vertical mergers will be procompetitive,
generating guidelines for vertical merger analysis may not be
a productive exercise.”®
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Yet again, there was no move towards new vertical merg-
er guidelines.

The EU Vertical Merger Guidelines. Meanwhile, across
the Adlantic, vertical mergers were the subject of significant
discussion. In late 2007, the European Commission adopted
its Non-Horizontal Merger Guidelines, which included sub-
stantial discussion of the Commission’s framework for ana-
lyzing horizontal mergers. The EU Guidelines recognize that
“[n]on-horizontal mergers are generally less likely to signifi-
cantly impede effective competition than horizontal mergers”
and that such mergers “provide substantial scope for effi-
ciencies.”” These efficiencies include the “internalization of
double mark-ups” which may “provide an increased incentive
to seek to decrease prices and increase output,” decreased
transaction costs and the alignment of “incentives of the par-
ties with regard to investments in new products, new pro-
duction processes and in the marketing of products.”°

The EU Guidelines also detail possible competitive con-
cerns, focusing on the possibility of foreclosure, either at the
input level or the customer level. They articulate a three-part
test for assessing the likelihood of an anticompetitive fore-
closure: whether the merged firm would have (1) the abili-
ty and (2) the incentive to foreclose; and (3) whether the
foreclosure would have a “significant detrimental effect” on
competition downstream. The EU Guidelines also point to
the fact that vertical mergers can result in coordinated effects
where a non-horizontal merger makes it significantly more
likely for the merged firm and its rivals to coordinate and
raise prices or otherwise harm competition."

Current Enforcement Activity. Recently, both the FTC
and DOJ have obtained consents in vertical transactions. In
PepsiCo’s acquisition of two of its largest bottlers, the FTC
required a firewall to prevent information about Dr Pepper
products, which the bottlers also distributed, from being
shared with those on the concentrate side of PepsiCo’s busi-
ness. In Ticketmaster/LiveNation, the DOJ achieved dives-
titures and other relief to address the vertical aspects of that
transaction.'? The DOJ and FCC are currently investigating
vertical issues that may arise from Comcast-NBC joint
venture.

Should the Agencies Promulgate New

Vertical Merger Guidelines?

There seems little doubt that the agencies” thinking on ver-
tical mergers has moved beyond the 1984 Guidelines. Both
then-Commissioner Varney’s 1995 speech and a more recent
speech by FTC Commissioner Rosch'® focus on the risks of
foreclosure from vertical mergers and note that such risks can
occur even when they do not necessitate—at least in the
immediate term—two-level entry. But those views have been
clearly explained in speeches—and further thinking can be set
forth in that manner as well. The resources that go into draft-
ing and achieving consensus on new guidelines are extensive
and may not be justified given the low rate of challenge to
vertical mergers.



In the process of drafting new guidelines, the agencies
inevitably focus more on the circumstances under which
they will bring enforcement actions, rather than when they
will not—a dangerous perspective in vertical transactions,
where most are not only competitively neutral but in fact pro-
competitive. If the agencies do draft new vertical merger
guidelines, at least equal time and effort should be spent
addressing the efficiencies that will be recognized and the
benefits that may exist as is spent on the possible harms.
The temptation to consider and address novel theories that
might be more theoretical than real inevitably exists when
drafting guidelines as the agencies try to give guidance on all
the possible theories that could lead to an enforcement
action. And given the relatively few enforcement actions
undertaken by the agencies, it will be difficult to portray
new guidelines as reflecting how current transactions are
assessed rather than as being forward-looking pronounce-
ments.

Finally, it is rare that vertical mergers end up being liti-
gated in court. The remedies imposed in vertical mergers are
in many respects far less standardized than the divestitures
typically imposed in merger matters. They can range from
basic information firewalls to provisions requiring non-dis-
crimination all the way to divestitures to limit the degree of
vertical integration. Any vertical mergers guidelines should
include a section on the various means of remedying any
competitive concerns arising from a vertical transaction. In
this way, the agencies can provide adequate guidance but
also allow vertical mergers, which are almost always pro-
competitive, to proceed—and to proceed promptly. ll
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Three conditions are necessary for coordination to be sustainable: (1) the
coordinating firms must be able to monitor to a sufficient degree whether
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the terms of coordination are being adhered to; (2) there is some sort of
deterrent mechanism to discipline deviation; and (3) the reaction of out-
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