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Background
In vertical merger investigations, elimination of double marginalization (EDM) is not credited as an 

efficiency unless it is considered merger specific. For example, in its challenge to the acquisition of 

Grail by Illumina, the Federal Trade Commission has alleged that even if the claimed EDM benefits 

of the merger are quantifiable, the parties cannot prove they are merger specific.1 The FTC alleges 

an “alternative reality” in which the merging parties can realize EDM by an arm’s-length contract 

without a full-fledged merger.2 

Although the FTC’s publicly available (redacted) pretrial brief does not provide enough infor-

mation about what type of “complex multi-part pricing” contract it refers to, a simple and practical 

form of multi-part contract that potentially can serve to realize EDM at arm’s length is a two-part 

pricing contract. A two-part pricing contract is characterized by two elements: a per-unit price for 

each unit of input, and a fixed fee that is invariant to the number of units of input purchased by a 

downstream firm. For a two-part pricing contract to realize EDM, the per-unit price of the input must 

be equal to the upstream firm’s marginal cost, thus avoiding the markup that the upstream firm 

might otherwise charge. The second element of the two-part price—the fixed fee—can be used to 

reimburse the upstream firm for its fixed costs and provide it a profit.

The 2020 Vertical Merger Guidelines provide guidance about how merging parties (and the 

government) can determine whether such EDM-realizing arm’s-length contracts are practically 

feasible and not merely a theoretical possibility. The Vertical Merger Guidelines add, “The Agen-

cies will generally take the same approach to evaluate the likely contractual arrangements absent 

the transaction as the one they use when evaluating raising rivals’ costs or foreclosure.”3 Put differ-

ently, a proper evaluation of a merger’s true net effect requires that a consistent set of contractual 

possibilities be used to evaluate the merged entity’s incentives to foreclose rivals as is used for the 

evaluation of whether EDM is merger specific. One way to accomplish this consistency when pre-

merger prices are characterized by double marginalization is to first imagine the but-for as one in 

which two-part pricing contracts (say) are used by the upstream firm to sell to downstream firms 

and then evaluate the harms and benefits of the merger relative to the imaginary but-for.

1 Complaint Counsel’s Pre-Trial Brief (REDACTED) at 110–11, In the Matter of Illumina, Inc., and Grail Inc., Docket No. 9401 (F.T.C. Aug. 20, 

2021). 
2 “Illumina’s use of complex multi-part pricing allows it to set a profit-maximizing price for itself and Grail via contract.” Id. at 111.
3 U.S. Dep’t of Justice & Fed. Trade Comm’n, Vertical Merger Guidelines 12 (2020). The Vertical Merger Guidelines were formally withdrawn 

by the FTC on September 15, 2021; they have not been replaced. See Press Release, FTC, Federal Trade Commission Withdraws Vertical 

Merger Guidelines and Commentary (Sept. 15, 2021), https://www.ftc.gov/news-events/press-releases/2021/09/federal-trade-commis-

sion-withdraws-vertical-merger-guidelines. As of the writing of this article, the DOJ has kept the Vertical Merger Guidelines in place but has 

announced that it is reviewing both the Vertical Merger Guidelines and the 2010 Horizontal Merger Guidelines with the goal to strengthen 

merger enforcement. See Press Release, DOJ, Justice Department Issues Statement on the Vertical Merger Guidelines (Sept. 15, 2021), 

https://www.justice.gov/opa/pr/justice-department-issues-statement-vertical-merger-guidelines.
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The fixed fee in a two-part pricing contract offers the upstream firm (and the merged entity 

following a merger) an additional lever, over and above the per-unit price, with which to earn 

profits from supplying inputs to downstream firms. Availability of this additional lever can alter the 

incentives of a stand-alone upstream firm, as well as those of the merged entity, with regard to the 

per-unit price.

In this article, I address two questions related to the pricing incentives of an independent 

upstream firm and those of a vertically integrated firm when two-part pricing is practically feasible. 

First, absent the merger, would an independent upstream firm that has market power have the 

incentive to offer two-part pricing contracts that eliminate double marginalization? Second, how 

does the use of two-part pricing affect the merged entity’s incentive to disadvantage rivals relative 

to when two-part pricing is not feasible? Answers to these questions are essential to determining 

whether two-part pricing can allow EDM to be realized without a merger but at the same time 

incentivize a merged entity to disadvantage rivals to the detriment of consumers. 

What Is EDM?
EDM refers to the phenomenon in which, in a vertical merger, the merging firm that produces the 

downstream product (the “relevant product”) gets access to an input (the “related product”) at 

cost.4 Typically, vertical mergers raise concerns when rival downstream firms do not have ade-

quate alternatives to the related product sold by the merging upstream firm.5 The lack of alter-

natives gives the producer of the related product the ability to charge a markup over its cost. A 

vertical merger between the producer of the related product and a downstream firm eliminates the 

markup on the newly internal sales, thus reducing the merging downstream firm’s cost of produc-

tion. Although a vertical merger may also create other types of efficiencies,6 EDM is a prominent 

form of potential efficiency that is relatively easy to quantify using information that is routinely sub-

mitted by the parties during a merger investigation.7

EDM can occur after a vertical merger when the related product is sold pre-merger using, say, 

linear pricing contracts. A linear pricing contract specifies a uniform price for each unit of input.8 

Such linear pricing is common in many vertically related industries. For example, cable distributors 

pay for network content on a per-subscriber basis. Similarly, computer OEMs that license technol-

ogies may pay patent licensors a uniform royalty fee for each computer they produce. 

4 Whether cost savings due to EDM are passed through to consumers in the form of lower prices is a separate matter. Pass-through of cost 

savings is an important issue regardless of whether they are achieved through a merger or an arms-length contract.
5 The government’s Complaints in two prominent vertical merger challenges have characterized the related product at issue as indispens-

able inputs for downstream firms. In the DOJ’s Complaint against AT&T’s acquisition of Time Warner, the DOJ cited a party document to 

allege that Time Warner’s programming was a “must have” for MVPDs, which gave Turner market power over the MVPDs. See Complaint 

(REDACTED) at 12, ¶ 24, United States v. AT&T, 2018 WL 3752091 (D.D.C. 2018) (No. 17-cv-02511). Similarly, in its Complaint to stop 

Illumina’s acquisition of Grail, the FTC alleges that “Illumina’s NGS platforms . . . are an essential input into all MCED tests.” See Complaint 

Counsel’s Pre-Trial Brief, supra note 1, at 1 (emphasis added).
6 For example, a single firm that produces complementary assets used at different levels of the supply chain can streamline production, 

inventory management, distribution and R&D in ways that may not be achievable through arm’s-length contracts. 
7 The upstream firm’s margin from its sales of the related product to its downstream merging partner, which serves as the starting point for 

estimating EDM, can be determined from the upstream firm’s detailed revenue and cost data. Revenue and cost data are routinely used by 

the Agencies to estimate margins, e.g., to assess upward pricing pressure in horizontal mergers.
8 The term linear refers to the fact that the average per unit price of the input is the same regardless of how many units of input are pur-

chased in total. By contrast, in a two-part pricing scheme, the average per unit price of the input declines as the number of units purchased 

increases because the fixed fee gets spread over a larger number of units. In this sense, two-part pricing is nonlinear.
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Real-world vertical contracts for scarce inputs often involve linear pricing due to factors that 

are labeled “transaction costs.” An example of a transaction cost is incomplete information. For 

example, if demand for a downstream firm’s product is uncertain at the time it writes a contract with 

the upstream firm, neither firm will know how many units of the related product will ultimately be 

purchased by the downstream firm. Without this information, the two firms may not be able to agree 

on the amount of fixed fee (as part of a two-part pricing contract) to be paid by the downstream 

firm to the upstream firm. In such cases, they may settle for a linear pricing arrangement involving 

a markup above the upstream firm’s marginal cost.

The linear price of the related product is part of the marginal cost for a downstream firm. A ver-

tical merger, by eliminating the markup previously paid by the downstream merging firm, reduces 

its marginal cost. The reduction in cost may lead the downstream merging firm to reduce the price 

of its product and expand output, thus creating procompetitive benefits. Unlike other forms of effi-

ciencies that may be created by a vertical merger, EDM is the internalization of a pricing externality 

that puts downward pressure on prices. Conceptually, EDM is similar to the well-understood idea 

of internalization of competitive pricing externalities in a horizontal merger that are considered to 

create upward pricing pressure.9 

Alternative Reality: Let’s Get To The Bottom Of It 
The Two Elements of  a  Two-Part  Pr ic ing Scheme Play Di f ferent  Roles in  the Upstream 
Firm’s Prof i t  Maximizat ion . In two-part pricing, the per-unit price and the fixed fee perform dif-

ferent roles in the upstream firm’s profit maximization. The per-unit price determines the pricing and 

output decisions, and thus gross profit (profit before the fixed fee is deducted), of the downstream 

firm. On the other hand, the fixed fee does not affect the pricing decisions of the downstream firm. 

(Much like fixed cost efficiencies are not considered to affect pricing in a horizontal merger, the 

fixed fee in a two-part pricing contract does not affect downstream firms’ pricing incentives or their 

gross profits.) The fixed fee is simply a lump-sum transfer by which the upstream firm, depending 

on the extent of its market power, can extract some or all of the gross profit earned by a down-

stream firm. The total profit earned by the upstream firm (before taking into account its own fixed 

production costs, if any) is the fixed fee from each downstream firm plus any margin embedded in 

the per-unit price for each unit of input purchased by downstream firms. 10

When it can use two-part pricing, an upstream firm’s profit maximization boils down to a two-

step process. The first step is to choose a per-unit price that serves to maximize the total surplus 

in the supply chain across the upstream and downstream firms. The total surplus is the total rev-

enue earned by downstream firms minus all costs incurred at the two stages of the supply chain 

except the cost of inputs paid by the downstream firms and earned by the upstream firm. A larger 

9 Although the concept of EDM is well understood by economists, a recent statement issued by the majority of the FTC Commission related 

to the FTC’s withdrawal of the Vertical Merger Guidelines may have created confusion. The majority states, “The model predicting EDM is 

limited to very specific factual scenarios: mergers that involve one single-product monopoly buying another single-product monopoly in 

the same supply chain, where both charge monopoly prices pre-merger and the product from one firm is used as an input by the other in 

a fixed-proportion production process.” See Statement of Chair Lina M. Khan, Comm’r Rohit Chopra, & Comm’r Rebecca Kelly Slaughter 

on the Withdrawal of the Vertical Merger Guidelines at 4, Commission File No. P810034 (Sept. 15, 2021). This is an overly narrow charac-

terization of EDM. Neither monopoly markup at each stage of the supply chain, nor a fixed-proportion production process, are necessary 

for the realization of EDM. See Carl Shapiro & Herbert Hovenkamp, How Will the FTC Evaluate Vertical Mergers?, pr o m A r k e t , Sept. 23, 

2021, https://promarket.org/2021/09/23/ftc-vertical-mergers-antitrust-shapiro-hovenkamp.
10 For an easily accessible discussion of these concepts, see Michael H. Riordan, Competitive Effects of Vertical Integration (Colum. Univ. 

Dep’t of Econ., Discussion Paper No. 0506-11, 2005), https://academiccommons.columbia.edu/doi/10.7916/D8R21CMJ.
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rather than a smaller surplus can make all parties to the vertical contracts better off when they can 

divide that surplus in any fashion by appropriately choosing the fixed fees. Once the surplus is 

maximized, the fixed fee is then chosen for each bilateral contract between the upstream firm and 

each downstream firm to divide the surplus in a manner that reflects each firm’s relative bargaining 

power vis-à-vis the other. 

But-For  the Merger  an Independent  Upstream Firm with Market  Power May Not  Have 
The Incent ive to  Of fer  Contracts  That  El iminate Double Marginal izat ion . It is useful to 

begin by considering a vertical merger in which the relevant market has only one firm (that is, the 

merging downstream firm is a monopolist). But for the merger, the upstream firm would first seek 

to maximize the total surplus in the supply chain by choosing the per-unit price. It can do so by 

setting the per unit price as its marginal cost. Taking its per unit input cost as given, the down-

stream firm would maximize its profits by choosing the monopoly price for the relevant market. The 

monopoly price is the surplus-maximizing price for the hypothesized bilateral monopoly. Thus, the 

upstream firm would have an incentive to avoid double marginalization by setting the per-unit price 

of the input at its marginal cost when the downstream market structure is a monopoly. 

But what are the incentives of an independent upstream firm when there is competition in the 

relevant market? Competition between the downstream firms will erode some of the surplus that 

would otherwise have been generated had the downstream market been a monopoly. To prevent 

the competitive erosion of surplus, the independent upstream firm will find it surplus-maximizing 

to set the per-unit price of the input at a level at which each competing downstream firm finds it 

profit-maximizing to mark that price up to the monopoly price in the relevant market. Put differ-

ently, to prevent the downstream firms from competing away some of the surplus, an independent 

upstream firm will find it optimal to set a high enough per-unit price that competition in the down-

stream market yields the monopoly outcome.11 The fixed fees in each bilateral contract can then 

be used by the upstream firm to divide the surplus between itself and the downstream firms in 

accordance with each firm’s relative bargaining power.

This per-unit price paid by the downstream firms but for the merger will be higher than the 

marginal cost of the upstream firm.12 The more competitive the downstream market, the higher 

the markup in the surplus-maximizing per-unit input price set by the independent upstream firm.13 

Thus, but for the merger, left to its own profit-maximizing devices, the upstream firm will not have 

the incentive to set the per-unit price in arm’s-length contracts with downstream firms at the level of 

its marginal cost.14 In other words, in the alternative reality of two-part pricing, elimination of double 

11 Id.
12 A simple hypothetical example may be helpful. Suppose demand in the relevant market is P = 100 – Q where P is the price and Q is the 

aggregate output. An upstream firm produces the product at a constant marginal cost of 10 and, say, three identical resellers, who incur 

no additional costs other than the price of the input, compete downstream. The surplus-maximizing price in the relevant market is 55 and 

the maximized surplus is 2,025 ((55 – 10) x (100 – 55)). (Calculations are easily verified or can be requested from the author.) To achieve 

the maximum surplus, the upstream firm would need to set the per-unit price in its two-part pricing structure at 40. With a per-unit price of 

40, the competitive outcome in the relevant market is a price of 55. Regardless of the fixed fee, the optimal two-part pricing arrangement 

does not eliminate double marginalization. The size of the upstream margin, which is the difference between the per-unit price and the 

upstream firm’s marginal cost, is 30 (40 – 10) in this example. 
13 For the example in the preceding note, if the downstream market is more competitive—with, say, five instead of three resellers—the 

surplus-maximizing per-unit price offered by the upstream firm will be 46. The size of the upstream margin will be 36 (46 – 10).
14 In the aforementioned example with three downstream firms, had the upstream firm set the per unit price at its marginal cost of 10, the 

hypothetical double-margin eliminating contract would have led to a downstream price of 32.5. The associated surplus would have been 

only 1,518.75 ((32.5 – 10) x (100 – 32.5)).
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marginalization will not occur so long as there is competition in the relevant market. A merger, on 

the other hand, will serve to eliminate double marginalization between the upstream firm and the 

merging downstream firm.

Whether a pre-merger switch from linear to two-part pricing will reduce (i.e., partially eliminate) 

the extent of premerger double marginalization depends on whether the premerger linear price of 

the input exceeds the per-unit price in the alternative reality of two-part pricing.15 Determination 

of the amount of premerger double marginalization that can be avoided by switching to two-part 

pricing likely requires a complex simulation using estimated demand and cost functions. Data 

necessary for such estimation may be hard to come by and the results of such simulation may be 

sensitive to modelling assumptions.16

Under The Al ternat ive Real i ty  Of  Two-Part  Pr ic ing,  Incent ives To Foreclose Rivals 
May Not  Lead To Higher  Pr ices in  the Relevant  Market.  A prominent and quantifiable form 

of potential harm from vertical mergers is partial foreclosure through an increase in the price of the 

input to rival downstream firms (“raising rivals’ cost”).17 The theory of raising rivals’ cost is rooted in 

the increased leverage over rival downstream firms that a vertical merger can give to the merged 

entity. If post-merger, the merged entity and a rival downstream firm fail to reach an agreement on 

the terms of input sale, the rival—left without access to the input—will lose some or all of its sales 

of the relevant product. Some units of its lost sales will be diverted to the downstream merging firm, 

thus adding to the downstream merging firm’s profits. Premerger, the (independent) upstream firm 

does not benefit from this diversion, but post-merger, the merged entity (of which the previously 

independent upstream firm is a part) stands to benefit. The merged entity monetizes this additional 

leverage by raising the price of the input to rival downstream firms.18

Competitive harm due to raising rivals’ costs can occur if rivals, faced with an increase in input 

cost, raise their own downstream prices. Increases in rivals’ downstream prices cause harm to 

consumers of the rivals’ product. 

When pricing is linear, the only price-related way to monetize an increase in leverage is by rais-

ing the linear price. On the other hand, when the upstream firm (merged entity) can use two-part 

pricing, it also can exercise its leverage by raising the fixed fee in lieu of raising the per-unit price. 

The fixed fee does not affect rivals’ pricing decisions in the relevant market. Thus, with two-part 

15 For the same example as in the preceding note, if the upstream firm was only able to make take-it-or-leave-it linear price offers (instead of 

two-part prices), the optimal linear price would be 55. Thus, switching from linear to two-part prices would reduce but not eliminate double 

marginalization. As an example, for three downstream firms, the reduction in double marginalization would be 15 (55 – 40). If, instead of 

take-it-or-leave-it offers by the upstream firm, downstream firms had some bargaining power, then the resulting linear prices would be 

less than 55, making the amount of double marginalization reduced by a switch from linear to two-part pricing less than 15.
16 The results of vertical merger simulations depend, among other things, on the shape of demand and the ratio in which upstream and down-

stream firms share the total surplus. See Gopal Das Varma & Martino DeStefano, Equilibrium Analysis of Vertical Mergers, 65 An t i t r u s t 
Bu l l . 445 (2020).

17 Aside from potential foreclosure of rivals, a vertical merger can also create other anti-competitive concerns, including that the merged 

entity will gain access to competitively sensitive information about its rivals, that entry will become less likely due to the need for an entrant 

to be vertically integrated, and that the likelihood of coordinated conduct may increase. Foreclosure (raising rivals’ costs) concerns lend 

themselves to quantitative analysis more easily than do these other concerns.
18 The monetary value of the additional leverage is the multiplicative product of three terms: the number of units of sales lost by the rival in 

the event of bargaining disagreement (L), the diversion ratio from the rival to the downstream merging firm (D), and the variable profit 

margin earned by the downstream merging firm (M). See Carl Shapiro, Vertical Mergers and Input Foreclosure: Lessons from the AT&T/

Time Warner Case, 59 re v.  o f  in d u s.  or g . 303 (2021). The logic and computation of the increase in leverage is also described in Wil-

liam P. Rogerson, A Vertical Merger in the Video Programming Industry: The Case of Comcast-NBCU, in tH e An t i t r u s t re v o l u t i o n: 
ec o n o m i c s,  co m p e t i t i o n A n d po l i c y  534 (John Kwoka & Lawrence White eds., 2014).
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pricing, the merged entity can exercise an increase in its leverage without causing rivals to raise 

their prices on the relevant product. In other words, two-part pricing allows the merged entity to 

exercise its leverage without causing harm to consumers in the form of higher prices. 

Raising the fixed fee is not just an alternative to raising the per-unit price; it also can be a more 

profitable way for the merged entity to exercise its leverage. If the input price increase causes 

rivals to raise their prices of the relevant product (as may be the case when the per-unit compo-

nent of two-part prices is increased), then, all else equal, that price increase will also cause some 

diversion from rivals to the merged entity. In other words, even though bargaining disagreement 

may be avoided, some amount of diversion from rivals will likely still occur if there is an increase in 

the per-unit component of two-part prices. 

In that case, not all of the marginal units of sales lost by rivals may divert to other products in 

the relevant market. Some of the rivals’ lost customers may cease to purchase (or reduce their 

purchases) rather than divert to another downstream product. (These are customers whose next 

best alternative to the rival’s product is some other product that is not in the relevant market.) For 

customers of the rival that cease to purchase the relevant product or reduce their purchases, 

the merged entity loses the margin on the associated units of input that are no longer purchased 

by the rival. If instead the merged entity raises the fixed fee of its two-part prices, rivals do not 

raise their downstream prices and none of their customers cease to purchase or reduce their pur-

chases. The presence of such customers—those whose next best alternative is not in the relevant 

product market—can make it profitable for the merged entity to hold per-unit prices unchanged 

and instead increase only the fixed fee.19

Takeaways
A proper economic analysis of foreclosure and EDM requires that the same set of contracting 

possibilities be assumed for both. If the government alleges that but for the merger, EDM can be 

realized by a nonlinear arm’s-length contract between the parties, then the assessment of compet-

itive harm from disadvantaging rivals should also be undertaken in a context in which, premerger, 

firms use such nonlinear contracts. An analysis of two-part pricing contracts, a simple and prac-

tical form of nonlinear contract, shows that two-part pricing is likely neither to eliminate double 

marginalization but for a merger nor to create consumer harm due to passthrough of higher input 

costs paid by rivals.20 

The only type of merger for which two-part pricing can fully eliminate double marginalization is 

one in which the downstream merging firm is a monopolist with no rivals to disadvantage anyway.

19 The merged entity may raise the per-unit component of its two-part price to rivals for reasons entirely unrelated to the exercise of increased 

leverage. Following the merger, rivals will have an incentive to lower their post-merger prices because they will be competing against a 

more efficient firm (the merged entity is more efficient than the merging downstream firm by virtue of realizing EDM). To maximize the 

total surplus, the merged entity will then have to raise the per-unit price to rivals to get them to raise their prices back to the level at which 

the surplus was maximized prior to the merger. Customers of rivals’ products would pay the same prices as they did pre-merger. In other 

words, the purpose of any increase in per-unit prices is simply to restore pre-merger prices of rivals by neutralizing the merger-induced 

incentives of rivals to compete more aggressively than they did before the merger. Such an increase in the per-unit prices leaves consum-

ers unaffected by the merger.
20 That prices in the relevant market may not rise from the exercise of post-merger leverage under two-part pricing is not to say that there 

can never be any harm to consumers. Having to pay higher fixed fees will leave rivals with less overall net profit than before the merger. 

A reduction in rivals’ profits may harm future competition in indirect ways. For example, if rivals invest their current profits toward future 

innovations, then loss of profits may impair their ability to innovate in the future. Reduced profits may also cause rivals to exit the market 

if their profit falls below the opportunity cost of their investments. Potential competitive harms due to such indirect effects need to be 

weighed against potential merger-specific pro-competitive benefits to determine whether a merger is on net anti-competitive.
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If the government alleges that EDM is not merger specific because it can be realized through 

arm’s-length nonlinear contracts, it needs to clearly describe what type of nonlinear contract it has 

in mind. Whether it is the government’s burden or that of the parties, several underlying questions 

then need to be addressed for a court to reach an opinion that is properly grounded in economic 

principles:21 Is the nonlinear contract described by the government profit-maximizing for the inde-

pendent upstream firm? Is it simple and practical enough to be of use to businesses? If so, why 

has the upstream firm chosen not to use such contracts premerger? What are the implications of 

such a contract with regard to the merged entity’s incentive to disadvantage rivals? ●

21 The antitrust community is divided on the question of whether EDM is the parties’ burden to prove. For example, Professor Carl Shapiro 

in writing about the lessons from the AT&T/Time Warner case outlines a three step-burden-shifting approach in which parties have the 

burden of proving EDM. See Shapiro, supra note 19. On the other hand, a recent paper by FTC Commissioner Christine Wilson and others 

have argued that EDM is a unilateral effect of a vertical merger and should thus be proactively addressed in the government’s affirmative 

case. See Roger D. Blair et al., Analyzing Vertical Mergers: Accounting for the Unilateral Effects Trade-off and Thinking Holistically about 

Efficiencies, 27 ge o. mA s o n l.  re v . 761 (2020). 


